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In 2010, Congress passed the Patient Protection and Affordable Care Act 
(ACA), often referred to (with President Obama’s approval) as Obamacare. 
The stated intention of the law was to extend health insurance coverage to 

more uninsured individuals and to lower healthcare costs for everyone. This 
twofold goal presents an obvious challenge, because if more people have health 
insurance coverage, this by itself should cause healthcare costs to rise. Health 
insurers are third-party payers. If people pay their own healthcare costs out-
of-pocket, they have an incentive to economize on their use of the healthcare 
system. If a third party pays, the marginal cost to the user goes down, so the 
user would be expected to demand more. Similar incentives exist on the 
supply side. If a doctor is deliberating about a treatment for a patient, the doc-
tor and patient have an incentive to discuss the costs that would be imposed on 
the patient, but with a third-party payer, someone else bears the cost, so both 
patients and healthcare professionals have less of an incentive to control costs. 
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The ACA’s goal of broadening coverage requires an increase in revenues to 
fund it, regardless of the rhetoric of cost reduction, and the fact that the ACA 
includes new taxes appears to acknowledge that it will cost more.

Some provisions in the ACA might work to offset these supply and demand 
effects and to control prices, but the ACA does mandate new taxes and does 
not lower or remove any existing taxes. The ACA was controversial to begin 
with, and taxes are always unpopular. Thus, the architects of the ACA had 
every incentive to design the taxes to finance it in such a way as to minimize 
political opposition. They did this by designing the taxes in the Act so that it 
would appear to most people as if others would pay those taxes, and some-
times by claiming that taxes to finance the ACA were not actually taxes. This 
disguising of the taxes to finance ACA was done in several ways. One strategy, 
which Holcombe (1997) notes is frequently used, was to place taxes on groups 
who were a clear minority of the population, and often a minority that many 
people would say could afford the taxes and maybe even deserved to be taxed. 
Another strategy was to place taxes on the least visible, and least resistant, side 
of the market. And, as already noted, another strategy was to deny that the 
taxes were taxes.

The ACA was a very prominent and controversial piece of legislation, but 
the lessons in its passage are more generally applicable to the design of taxes to 
finance all government programs. When costs of programs are designed to 
be less transparent, political opposition from those who bear the costs can 
be reduced, which raises the chances of passing the programs. This chapter 
looks at the politics behind the design of the taxes that are used to finance 
the ACA. Many other aspects of the ACA have provoked controversy and 
discussion, including its mandated benefits and the fact that many people 
who had health insurance prior to the ACA had their policies canceled as a 
result of the Act’s provisions. This chapter is more narrowly focused on how 
the taxes in the ACA were designed to maximize political support for the 
passage of the Act.

E XPERT COMMENTARY
While economists have developed an extensive framework for designing 
optimal tax policies, economists do not actually design taxes. Taxes are a 
product of the political process, so the taxes that actually exist are those that 
are most politically palatable rather than those that are the most equitable or 
economically efficient. The ACA was controversial enough that its designers 
did not want the tax cost of the program to stand in the way of its adoption. 
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They wanted the Act’s tax provisions to be as inconspicuous as possible and 
to appear as benign as possible. The idea of hiding the costs of the ACA from 
those who are paying them was not lost on the designers of the Act. MIT 
Professor Jonathan Gruber, one of the architects of ACA,1 was quoted exten-
sively in the news media in November 2014, giving lectures in which he makes 
this clear.2 In one talk, Gruber said,

This bill was written in a tortured way to make sure CBO 
[Congressional Budget Office] did not score the mandate 
as taxes. If CBO scored the mandate as taxes, the bill dies. 
Okay, so it’s written to do that. In terms of risk rates sub-
sidies, if you had a law which said that healthy people are 
going to pay in—you made explicit healthy people pay in 
and sick people get money, it would not have passed. . . . ​
Lack of transparency is a huge political advantage. And 
basically, call it the stupidity of the American voter or 
whatever, but basically that was really really critical for the 
thing to pass. And it’s the second-best argument. Look, 
I wish Mark was right that we could make it all transpar-
ent, but I’d rather have this law than not.3

Look at Gruber’s statement sentence by sentence to see what he is say-
ing about the design of ACA. The first sentence discusses the individual 
mandate—the requirement that everyone have health insurance or pay a pen-
alty for not being insured. The penalty is the higher of $695 per uninsured 
person or 2.5 percent of annual household income.4 The penalty is collected 
by the IRS, paid at the time that individuals file their tax returns. But note that 
even though the IRS is collecting the money along with income taxes, Gruber 
makes it clear that calling the mandate a tax would mean the political death 
of the ACA.

However, when the ACA was challenged on constitutional grounds, the 
Supreme Court upheld the law, with Chief Justice Roberts writing in his 
opinion, “The Affordable Care Act’s requirement that certain individuals pay 
a financial penalty for not obtaining health insurance may reasonably be char-
acterized as a tax. . . . ​Because the Constitution permits such a tax, it is not our 
role to forbid it, or pass upon its wisdom or fairness.”5 The Supreme Court says 
that for the ACA to be constitutional, the individual mandate must be inter-
preted as a tax, whereas Gruber says that if it were presented to the public that 
way, the Act would not have passed.



Randall G. Holcombe

102

The next sentence refers to the rate structure that overcharges young poli-
cyholders, who tend to have lower healthcare costs, in order to undercharge 
older policyholders, who tend to have higher healthcare costs. The Act also 
prevents insurers from taking into account preexisting conditions when deter-
mining premiums. Again, Gruber says that if this subsidizing of policies for the 
old and sick by overcharging the young and healthy were made transparent, 
the ACA would never have passed. He notes, “Lack of transparency is a huge 
political advantage.” Gruber makes it clear that hiding the true costs of ACA 
was instrumental to its passage. He then goes on to call the American voter 
stupid.

In another presentation, Gruber said, “We have experimented with 
choice in public insurance: Medicare Part D. . . . ​Typical senior has 50 PDPs 
[Prescription Drug Plans] to choose from. . . . ​Seniors do a terrible job choos-
ing [the best one].” 6 In this case, Gruber is going further than calling voters 
stupid; he is calling consumers stupid. While the same physical people play the 
roles of voters and consumers, those people face very different incentives when 
they vote and when they buy things with their own money.

Referring to the tax the ACA places on so-called Cadillac insurance plans, 
Gruber said that part of the legislation was made more palatable “first, by 
mislabeling it, calling it a tax on insurance plans rather than a tax on people 
and we all know it’s really a tax on people who hold those insurance plans.”7 
People are more sympathetic to taxing insurance companies, which they view 
as impersonal and profitable corporations, than they are to taxing people who 
are trying to buy health insurance. But, as noted below, there is more to this 
Cadillac tax than most voters realize.

SELL ING THE ACA TO VOTERS
Economic models of taxes and public expenditures are heavily oriented toward 
deriving optimal policies and often ignore the political challenges that impede 
getting optimal policies designed and passed. Models of optimal taxation, 
like Ramsey (1927), Diamond and Mirrlees (1971a, b), and Mirrlees (1971, 
1976), are oriented toward designing a tax system that minimizes the excess 
burden of taxation or that maximizes the well-being of society. In fact, real-
world tax systems are not designed by economists who are trying to implement 
efficient or equitable optimal tax policies. They are designed by politicians who 
are trying to implement tax systems that will minimize political opposition so 
they can be approved through the political decision-making process, and that 
will not negatively impact those politicians’ brand name capital. Politicians 
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avoid politically unpopular taxes, and the economic efficiency of taxes is at best 
a secondary consideration. Politicians will not support taxes that will harm 
their chances to advance their political careers. Taxes are designed through the 
political process to maximize political support, not to maximize social welfare.

Thinking about the design of tax systems in a supply and demand frame-
work, policymakers supply and voters demand public policy measures that 
contain tax provisions, like the ACA. Economic models are prone to derive 
optimal policies and implicitly assume that government is an omniscient 
benevolent dictator that will do what is optimal. But as Holcombe (2012) 
notes, government is not omniscient, it is not benevolent, and it is not a dic-
tator. Government is a group that makes collective decisions by designing 
policies that maximize political support. As Jonathan Gruber noted, lack of 
transparency enabled the passage of the ACA, which would not have garnered 
political support had voters actually understood it. The ACA provides a good 
case study to see why, in general, economic models that depict government as 
an omniscient benevolent dictator are inappropriate for understanding public 
policy outcomes.

In most cases, policymakers cannot obtain all the information necessary to 
design an optimal policy, as Holcombe (1998, 2002) notes, so government is 
not omniscient. One reason, especially applicable to the ACA, is that the value 
of goods and services (e.g., health insurance provided under the Act) cannot 
be calculated in the absence of market prices, an argument that goes back to 
Mises ([1922] 1951) and Hayek (1945). With insurance companies acting as 
third-party payers, consumers do not face the full cost of their health care, and 
so they will demand a larger quantity than if they had to pay the full cost them-
selves. By the very design of the program, government cannot obtain sufficient 
information to design an optimal health insurance market.

Government is not benevolent. Policymakers often face incentives that go 
against the public interest, and policymakers, like everyone else, respond to 
incentives. Elected officials face the challenges of retaining political support 
and getting reelected. Bureaucrats are not residual claimants in the programs 
they oversee, so they do not have incentives to make them operate efficiently, 
and, as Tullock (1965) and Niskanen (1971) suggest, often have incentives to 
make them operate inefficiently. Applied to the ACA, the taxes incorporated 
into the Act were designed to enable it to get political support, as Jonathan 
Gruber noted, rather than to be economically efficient or optimal. The taxes 
were designed to be politically optimal, which is different from being econom
ically optimal. The political realities were an explicit part of Gruber’s second-
best argument.
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Government is not a dictator. This goes to the heart of the preceding dis-
cussion. To implement the ACA, its supporters needed to design it so that 
it would win the approval of the American public and get the support of a 
majority in Congress. As Professor Gruber’s comments above indicate, the 
designers of the Act realized that they could not just write it as they thought 
was best—and most transparent—but had to disguise what the Act actually 
contained to make it politically palatable. The lack of transparency was an 
intentional trait of the Act’s construction, to allow it to garner the support 
it needed to pass. If government was a dictator, it would just pass the Act it 
wanted, but because it is not, the Act had to be designed to get the political 
support of a number of groups, including a majority of those in Congress, 
and the general public.

Professor Gruber referred to the stupidity of the American voter, but 
a public choice approach to voter behavior might give a more charitable 
interpretation to voter behavior. Downs (1957) notes the incentive for voters 
to be rationally ignorant because the probability that they will cast a decisive 
vote is so small. Brennan and Lomasky (1993) note that because voters realize 
their individual votes will not be decisive, they tend to vote expressively. In this 
case, they might support the ACA not because of its specific provisions but 
rather because they want to express support for the general idea of providing 
more healthcare security to Americans. This might be a significant factor in 
the design and passage of the ACA. The Act was sold as a way to extend health 
insurance coverage to those who did not have it, who could not afford it, and 
who had preexisting conditions that made it unobtainable for them. These all 
sound like desirable goals, so voters might feel good about supporting those 
goals without having to consider whether the ACA could actually accom-
plish them, because they know they will not cast decisive votes. They can 
support candidates who campaign on desirable outcomes without having to 
consider whether they can implement policies that would actually accomplish 
those goals.

Caplan (2007) goes a step further to argue that because no election is deci
ded by a single vote, so one voter will not change the election outcome, vot-
ers bear no costs from supporting policies that impose costs on them or are 
not in the public interest. Because they bear no personal cost from voting 
irrationally, they can and do vote to support irrational policies and those that 
can make everyone worse off. The idea that Congress can pass a law that will 
provide health insurance to more people and mandate an expansion on what 
insurance must cover while lowering healthcare costs would seem to be irra-
tional. That is not intended to pass judgment on the overall desirability of the 
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ACA, but merely to note that it may be irrational to expect the ACA to both 
provide more coverage and do so at lower cost.

Perhaps voters are stupid, as Gruber suggests, but models of rational eco-
nomic behavior indicate why voters have little incentive to understand the 
true costs of any legislation and why they can be easily deceived by architects 
of legislation. They have little incentive to be informed, they will often vote 
expressively, and they pay no price for voting irrationally. It makes sense, from 
a policymaker’s perspective, to design legislation so that it hides the costs of 
legislation from those who will bear those costs. A more detailed analysis of 
the tax provisions of the ACA will illustrate how this was done.

TA X SHIFT ING
A well-known principle of taxation is that the people who end up bearing 
the burden of a tax are not necessarily the people on whom the tax is initially 
placed. When a tax is placed on producers or consumers in a market, the tax 
is shifted toward the more inelastic side of the market. Furthermore, it does 
not matter whether the same tax (say, a 5 percent excise tax) is placed on the 
suppliers in a market or the demanders. The ultimate burden on suppliers is 
the same in either case, and the ultimate burden on demanders is the same 
in either case. If the elasticity of supply is the same as the elasticity of demand, 
the ultimate burden of the tax will be shared equally between suppliers and 
demanders. If the elasticities are different, the burden is shifted toward the 
more inelastic side of the market, and in extreme cases, a perfectly inelastic 
supply or demand would shift the entire tax to that side of the market while a 
perfectly elastic supply or demand would shift the entire tax to the other side 
of the market.

For political purposes, these principles of tax shifting suggest placing the 
taxes to help finance the ACA on the supply side of the market. One reason is 
that the typical voter does not understand the concept of tax shifting, so plac-
ing taxes on insurers and healthcare providers appears to them as taxing the 
people who are making all the money from healthcare provision. The insur-
ance companies, doctors, and hospitals can afford the taxes; often, the health-
care consumers cannot. Thus the strategy is to design taxes so that it appears 
to most people that someone else is being taxed.

In fact, the demand for health care is inelastic, partly because when people 
have health issues, they are very inclined to address them, and partly because, 
as already noted, when third-party providers are paying for the health care so 
there is little out-of-pocket cost to the consumer, consumers will not be very 
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price conscious.8 Inelastic demand means that consumers will end up bear-
ing the burden of those taxes. For this reason, even though the tax appears to 
be placed on the suppliers of health care, suppliers have less reason to put up 
political opposition than demanders would, because the taxes will be shifted 
away from the suppliers in any event. Consumers will have a hard time seeing 
this because it is not their out-of-pocket costs that will increase; it is the cost 
of their insurance. Ultimately, insurance companies must cover the cost of 
the payments they make with the premiums they collect. These principles of 
tax shifting and public choice can help illuminate the reasoning behind the tax 
provisions in the ACA. The next several sections examine some of the ACA’s 
taxes using this framework.9

The Indiv idual  Mandate
The individual mandate was discussed above as having been deliberately 
designed to disguise its being a tax. Jonathan Gruber is quoted as saying that 
the Act would not pass if the individual mandate were called a tax, so the ACA’s 
architects constructed the law so it would not appear so. Also, as noted above, 
the Supreme Court determined that the individual mandate was constitutional 
only if the charges that were to be levied on the uninsured were construed 
as a tax. This creates the curious situation (pointed out by critics) that the 
ACA’s supporters claimed the individual mandate was not a tax to pass the 
legislation but claimed it was a tax to keep it from being ruled unconstitu-
tional. In an interview prior to the Supreme Court’s upholding the mandate, 
George Stephanopoulos asks President Obama, “But do you reject that it’s a 
tax increase?” to which the president answers, “I absolutely reject that notion.”10

On the healthcare.gov website, the mandate is referred to as a fee, and the site 
answers the question “What happens if I don’t pay the fee?” by saying “The IRS 
will hold back the amount of the fee from any future tax refunds. There are no 
liens, levies, or criminal penalties for failing to pay the fee.”11 The fee is collected 
by the IRS, and if not paid, the government will collect it only by increasing 
one’s future taxes (reducing a tax refund). Does this make it a tax?

Reference to the public choice literature on voter behavior explains how 
the ACA’s supporters can have it both ways. Voters are rationally ignorant, 
so many may be unaware of the dual claims of the ACA’s supporters that the 
individual mandate is, for some purposes, not a tax, and for other purposes, it 
is. Voters vote expressively, so those who favor the ACA’s coverage will support 
it regardless of inconsistent claims. That support in the face of inconsistent 
claims is a good example of Caplan’s (2007) rational irrationality.
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The individual mandate requires that individuals obtain health insurance, 
or pay a tax (according to the Supreme Court) of $695 or 2.5 percent of their 
household’s income to the IRS.12 For many young healthy low-income indi-
viduals it may be less costly to pay the tax than to obtain health insurance, 
although these individuals may also be eligible for subsidized policies from 
government healthcare exchanges. The political appeal of the tax is appar-
ent: most Americans have health insurance, and realize that the minority who 
do not impose costs on those with insurance if, as is often the case, they do 
not pay their medical bills in full. So most Americans will see this as a justified 
tax that will be paid by other people as a consequence of making an irrespon-
sible choice.

The Employer Mandate
The ACA requires that employers of more than fifty employees provide health 
insurance to employees working 30 hours or more a week, or pay a tax of $2,000 
per worker. The most obvious effect of this tax is that employers will shift 
employees from full-time to part-time work. For low-wage full-time workers, 
employers will find it less costly to pay the tax than to provide them with health 
insurance.13 As with the individual mandate, this will push those who want 
health insurance toward government-subsidized health insurance exchanges 
to buy their insurance. The employer mandate and individual mandate are 
both designed to provide incentives to use the government exchanges.

Because employer-provided health insurance is not taxed (it is an expense 
to the employer and a nontaxable benefit to the employee), most health insur-
ance is provided by employers, creating an expectation of employer-provided 
health insurance and making those employers who do not provide it appear 
to be stingy toward their employees. The same motivations that provide gen-
eral support for minimum wage laws, sick leave, and paid vacation time make 
employer-provided health insurance look like something an employer that 
treats employees fairly would do. People who do not understand the marginal 
productivity theory of wages often conclude that employers are profitable and 
can afford to pay for health insurance for their employees. Even if this is true, 
employers still will not pay more to hire an employee—including the cost of 
health insurance—than the employee can produce in income for the employer. 
Whether employers can afford to pay for health insurance for their employees 
is an irrelevant economic argument, but a relevant political one.

If many people see things this way, the tax, which appears to be paid by 
someone else (the stingy employer), will be politically popular. Many voters 
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will not perceive the secondary effects, such as that mandated benefits will 
tend to lower wages and will cause part-time employment to be substituted for 
full-time employment.14 The tax is fairly well hidden, and it appears to most 
people to be paid by someone else, making it a politically viable policy.

Annual  Fee on Health Insurance Prov iders
The ACA specifies that health insurance providers pay an annual fee, deter-
mined by the share of total policies they write divided into the total amount 
of fees to be collected as specified in the Act. The Act has a fee schedule speci-
fying the total dollar amounts to be collected through 2018; after 2018, the 
current year’s fee total will be last year’s total adjusted for the rate of premium 
growth. For example, the total amount of fees collected in 2014 was $8 bil-
lion, scheduled to increase to $14.3 billion in 2018 and adjusted by premium 
growth after that. For 2018, an insurer’s fee will be $14.3 billion times by the 
fraction of total policies issued by that insurer. Thus, in 2018, an insurer that 
issued 10 percent of health insurance policies would pay a fee of $1.43 billion 
($14.3b × .1).

One issue insurers could have with this fee is that they will not know 
what their fee is until the end of the year. Because the fee is a cost to the 
insurers, they will have to estimate this cost as they price their policies. One 
might say that any insurer is always facing unknown costs, because they do 
not know what losses their policyholders will have in the upcoming year. 
Still, this fee adds another layer of financial risk to writing health insurance 
policies, so could be expected to drive up the cost of a policy by more than 
the fee associated with the policy.

Because purchasers of health insurance policies will have very inelastic 
demands for coverage, tax shifting theory suggests that this tax will be passed 
on to policyholders in the form of higher premiums, as Gruber noted in his 
comments on the ACA. The individual mandate makes the demand for health 
insurance even more inelastic, because people who do not buy it are subject 
to the tax. Placing the tax on insurers rather than on policyholders means the 
tax is less visible—likely invisible—to most policyholders. The tax lowers the 
political cost of financing the ACA, because buyers of health insurance will not 
mind a tax being put on insurers (and some will even favor taxing that profit-
able industry). Most buyers will not realize that the tax is shifted to themselves. 
Meanwhile, insurers will offer less political resistance to the tax, because they 
can pass it on in their premiums. One thing they cannot pass along, however, 
is the uncertainty about how much they will have to pay, because of the way 
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the tax is calculated. The big advantage here goes to the federal government, 
which knows exactly how much in tax revenues it will collect.

Medical  Dev ice Excise Tax
The ACA specifies a 2.3 percent medical device excise tax on “certain medi-
cal devices.” The tax was scheduled to begin being collected in 2013 but was 
postponed and is now scheduled to begin in 2018.15 This tax, like any excise 
tax, will be shifted at least partly to the purchasers of those medical devices, 
and because many medical devices are paid for by insurance, the consumers of 
these devices will often bear no direct cost as a result of the tax. Insurance rates 
will have to rise to cover the increased cost, but that cost increase is indirect 
and is spread among all policyholders rather than applied to just those who 
use the taxed devices. As a result, most people will be unaware of how much 
they are paying for this tax.

The tax has a “retail exemption” that offers further evidence that the tax was 
designed to be hidden from those who ultimately pay it. The retail exemption 
specifically exempts eyeglasses, contact lenses, hearing aids, and “the sale of 
any other devices that are of a type generally purchased by the general public at 
retail for individual use.”16 If consumers could see that they are directly paying 
the tax, then the device is exempt. The tax is only placed on devices for which 
the consumer cannot tell how much, if any, tax they are paying, and because 
insurance will pay for most of the devices, even the ultimate user will not bear 
the cost of the tax directly. Ultimately, this is a tax on insurance policies, which 
few policyholders will recognize. It would be difficult to design a tax that is 
better hidden from those who ultimately will pay it.

Excise Tax on Indoor Tanning Ser v ices
The ACA provides for a 10 percent excise tax on indoor tanning facilities that 
went into effect in 2010. This excise tax appears completely unrelated to health 
care. It was included as an excise tax on a consumer service that would face 
relatively little opposition. The provision excludes from taxation “photother-
apy services performed by a licensed medical professional on his or her prem-
ises,” so medical use of such services escapes taxation, while nonmedical use is 
taxed. The tax also exempts “physical fitness facilities that offer tanning as an 
incidental service to members without a separately identifiable fee.” The obvi-
ous motivation for this exemption is to avoid levying a tax on a large number of 
people who might object to it. Many more people have memberships at gyms 
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and fitness facilities than patronize indoor tanning facilities, so the exemp-
tion keeps those gym members from being taxed and therefore eliminates one 
reason for them to have a direct objection to ACA.

This tax is unusual among ACA taxes in that it is levied directly on the 
consumers who will bear the burden of the tax. This speaks to the low level of 
political clout that the ACA’s designers perceived could be wielded by those 
who provide or use indoor tanning facilities, perhaps because they were 
unaware of that provision in such an extensive piece of legislation. The Tax 
Foundation reports that revenues from the tax were slightly more than one-
third of the revenues projected when the ACA was passed, likely from a com-
bination of tanning salons going out of business and noncompliance from 
those in business.17

Pat ient-Centered Outcomes Research Trus t  Fund Fee
Provision 6301 in the ACA established a Patient-Centered Outcomes Research 
Institute (PCORI) that will undertake research to help clinicians and policy-
makers make informed health decisions. PCORI is funded by an excise tax 
on insurance policies and self-insured health plans. The amount of the tax 
is calculated by multiplying the number of people covered by a plan times 
the applicable dollar amount for that year. For 2015, the amount was $2.08 
per person covered, and the fee increases by the “inflation in National Health 
Expenditures, as determined by the Secretary of Health and Human Ser
vices.”18 Because healthcare expenditures rise more rapidly than the general 
level of prices, this provision means that PCORI tax revenues will rise faster 
than inflation.

The tax is placed on insurers, providing yet another case in which the tax 
is hidden from the people who will ultimately pay it. If healthcare expendi-
tures increase by an average of 5.5 percent a year and inflation is 2 percent a 
year (the Federal Reserve’s target rate), this tax, per policy, would increase by 
3.5 percentage points more than the rate of inflation. The inflation-adjusted 
tax per policy would double in about 20 years (using that modest assumption 
of increases in healthcare costs), and because of population growth, funding 
for PCORI would much more than double.

This back-of-the-envelope calculation illustrates what is likely a conserva-
tive estimate of the real increase in tax revenues for PCORI, but the larger 
point is that the program is designed so that the revenues funding PCORI 
will grow every year. The initial tax appears to be modest, and few observers 
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will calculate the future growth that is built into it. The tax is designed to take 
advantage of the rational ignorance of voters.

Annual  Fee on Branded Prescr ip t ion Phar maceut i cal  
Manufac turers and Impor ters
This tax is very complicated. It is calculated by dividing the aggregate amount 
to be collected under this provision by each taxpayer’s share of prescription 
pharmaceuticals sold. The aggregate amount to be collected varies by year; 
for 2015 it is $3 billion, rising to $4.1 billion in 2018, and then falling to 
$2.8 billion for 2019 and thereafter. Like the fee on health insurance providers, 
the ACA specifies the total revenue to be collected by the tax, which is then 
divided among the taxpayers.

A complicated formula determines each seller’s covered sales during the year, 
and then a progressive rate schedule determines the percentage of these sales 
that is counted in calculating the seller’s tax liability. Sales below $5 million carry 
no tax liability. Sales between $5 million and $125 million mean that 10 percent 
of the seller’s sales are covered by the tax. Sellers with sales between $125 million 
and $225 million count 40 percent of their sales; those with between $225 mil-
lion and $400 million count 75 percent of their sales; and those with more than 
$400 million count 100 percent of their sales. The total amount of sales subject 
to tax is summed, and each firm pays the percentage of the aggregate amount to 
be collected that corresponds with that firm’s sales subject to tax.

For example, assume that for a year after 2019, a firm calculates that it 
has made $200 million in covered sales. Its sales taken into account for tax 
purposes is 40 percent of $200 million, or $80 million. Now assume that its 
$80 million is 10 percent of the total for all firms. The aggregate amount of 
collections for the year is $2.8 billion, so this firm would owe a fee of $280 mil-
lion.19 Note that the progressive tax schedule does not adjust for inflation, so 
the longer-run effects of inflation alone will push these taxpayers into higher 
tax brackets over the years.

As with the fee on healthcare providers described above, the firms paying 
the fee cannot predict what their tax liability will be, because the ACA specifies 
only the total amount to be collected. Each taxpayer’s liability is determined 
by its share of that total amount, which is determined by its share of total sales 
and cannot be calculated ahead of time.

Ultimately, consumers will end up paying this tax, because demand for 
prescription drugs is very inelastic. One reason this is true is that the people 
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who consume the drugs are not the ones who pay for them, because a large 
share of prescription drugs are covered by insurance. That also means that the 
consumers of the drugs are the demanders, while it is the consumers of health 
insurance who pay the costs, further diluting any incentive for drug users to 
be price sensitive. The demanders of the drugs are not the ones who pay for 
them. One can see how a tax like this will face relatively little opposition from 
either suppliers or demanders. On the supply side, two factors weigh in: the 
ability to shift the tax to demanders, and the fact that there are few sellers of 
pharmaceuticals, so only a small group of firms would object to the tax. On the 
demand side, the tax is hidden as a component of everyone’s health insurance, 
and because demanders are unlikely to perceive that the tax is shifted to them, 
they do not object to taxing the sellers of pharmaceuticals, which are highly 
profitable corporations.20

Excise Tax on “Cadi l lac” Health P lans
Beginning in 2020, a 40 percent excise tax will be levied on high-priced health-
care plans, which the ACA defines as costing more than $10,200 for an indi-
vidual plan or $27,500 for family coverage.21 This tax was originally scheduled 
to go into effect in 2018 but has been delayed by Congress. The excise tax 
applies to any amount of the premium that exceeds those limits. The stated 
idea behind this tax is that excessively generous insurance plans insulate 
policyholders from the true cost of health care and so encourage overuse of 
healthcare services. (Of course, the purpose of any insurance is to insulate 
the policyholders against the costs for which they have purchased insurance.) 
The individual mandate in the ACA requires everyone to have a minimum 
amount of coverage, and this excise tax on high-cost plans would appear to 
be an attempt to also limit the maximum amount of coverage. The designers 
of the ACA appear to have in mind some correct amount of insurance cover-
age and do not want people to have too much or too little. In anticipation of 
this tax, some employers are already raising deductibles and co-pays for their 
plans, and limiting coverage to the extent that the law allows such limits.

Another argument supporting this tax is that the people most likely to 
have high-priced health insurance are upper-income people who get this cov-
erage through their employers. Because employer-provided health care is not 
taxable, this amounts to a tax subsidy to the (employed) rich, which is not 
available to lower-income workers who are more likely to have less generous 
insurance plans. A “tax the rich because they can afford it” argument tends to 
receive political support, because many voters question whether the rich pay 
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their fair share in taxes, and because the rich are a small percentage of voters. 
With regard to the ACA, many of those who would oppose the tax would not 
be supporters of the Act anyway, so this provision causes little change at the 
margin with regard to voters who would support it.

The limit that determines high-cost plans adjusts for inflation. The ACA 
specifies that in 2018 and 2019, the limit will rise by the increase in the 
Consumer Price Index (CPI) plus 1 percent; in 2020 and beyond, the limit will 
increase only by the same percentage as the CPI. Because healthcare expen-
ditures tend to rise faster than the CPI, over time, more and more plans will 
fall into the high-cost category. It is not much of a stretch to see that if this 
Cadillac tax remains as currently designed, almost every health insurance 
policy eventually will be taxed by it. But it is also not much of a stretch to 
foresee that as more plans are taxed, there will be a political backlash leading 
to a modification of the tax. Politically, it works if it appears to be a “tax the 
rich” tax, but does not if it appears to be a tax on the median voter’s health 
insurance.

The obvious popular appeal of this excise tax is that for most taxpayers, 
it will appear to apply to other people, not to themselves. As an increasing 
number of plans are covered, it will be interesting to see whether a political 
backlash will require a redefinition of high-priced, or whether the provision 
will stick and bring in tax revenue. A public choice viewpoint would suggest 
the former.

As the tax is currently designed, it amounts to a simple income tax on 
plans costing more than the limit. Employer-provided health insurance is 
not taxable, but the 40 percent tax rate on Cadillac plans is very close to the 
39.6 percent highest marginal income tax bracket. In effect, for people in that 
bracket, an employer-provided plan is not taxed up to the limit, and after that 
the cost of the plan is taxed as ordinary income.

CONCLUSION
The taxes incorporated into the Affordable Care Act provide a good example 
for illustrating how taxes are designed more generally. The economics of taxa-
tion rests largely on models of optimal taxation, where theoretical models are 
developed to illustrate how to minimize the burden of taxes or to maximize 
some definition of social welfare. The implied policy implication of optimal tax 
models is that policymakers should design tax structures so that they conform 
with those models. The reality is that taxes are a product of the political process, 
and policymakers actually design taxes to minimize the political resistance to 
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getting them approved—not to meet some economists’ standards of optimal 
taxation.

Whereas optimal tax models deal with efficiency and equity in taxation, the 
more important application of tax theory to the politics of taxation is tax shift-
ing. The key insight behind tax shifting is that the ultimate burden of a tax does 
not necessarily fall on the people initially targeted by the tax but can be shifted 
to others. Tax shifting is relevant to the politics of taxation, because knowl-
edgeable taxpayers will resist a tax less if they perceive that the burden of the 
tax will be shifted to others and will resist more if they realize the burden of 
the tax will be shifted to them. Most voters, however, are rationally ignorant 
of the effects of taxes. Rationally ignorant constituents may resist taxes that 
are placed directly on them, because the taxes are visible, but will offer less 
resistance—and perhaps will even support—taxes that are levied on others. 
In short, knowledgeable taxpayers will offer more political resistance to a tax 
when they are on the more elastic side of the market, while less knowledgeable 
taxpayers will offer more political resistance when a tax is placed directly on 
them rather than on the other side of the market. The taxes embodied in the 
ACA provide good examples of this fact.

Suppliers in the markets for health insurance and healthcare products have 
a concentrated interest in the healthcare market, and so will be knowledge-
able taxpayers. Demanders in those markets have inelastic supply schedules, 
partly because the demand for health care is, in general, inelastic, and partly 
because third-party payers shift the cost away from those who directly demand 
the services. Because demand is more inelastic than supply, the bulk of the 
burden of taxes in these markets will be shifted away from knowledgeable 
suppliers, toward rationally ignorant demanders. Thus, to minimize political 
resistance, taxes in the ACA were deliberately put on suppliers, who resist less 
because they can shift those taxes to demanders, and were not placed directly 
on demanders.

A review of the taxes in the ACA shows that almost all are taxes on provid-
ers, who the general public views as profitable businesses that can afford to pay 
those taxes. More than just limiting opposition to the taxes, this placement 
even leads to a degree of public support, because it appears that the taxes are 
being paid by others who are profiting from healthcare provision, who can 
afford to pay them, and who are impersonal corporations rather than real 
people. Opposition from those who ultimately bear the burden of the taxes 
is minimized in this way. Meanwhile, the more knowledgeable corporations, 
while they are not necessarily in favor of the taxes, offered less of a politi
cal roadblock to the passage of the ACA because, first, they understand that 
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ultimately most of the burden of the taxes levied on them will be shifted 
toward others, and second, because corporations represent fewer voters than 
the healthcare consumers on the demand side of the market.

The taxes in the ACA offer an interesting case study into the politics of 
taxation. The generally applicable lesson is that taxes are designed to minimize 
political opposition. They are not designed to minimize the welfare losses from 
taxation, promote equity, or maximize some characterization of social welfare, 
as is so often implied in economic models of taxation.

NOTES
1.	 After Professor Gruber made comments like those quoted below, members of the Obama 

administration were quick to distance themselves from both Professor Gruber and the state-
ments he made.

2.	 Professor Gruber gave at least five public talks in which he was recorded delivering a 
message similar to the one that follows, and the recordings were shown on television news 
programs and were available on many websites. The talks were addressed to academic 
audiences and not intended for the general public, so the comments ought to be viewed as 
Gruber’s explanation to his academic peers about the political decisions that were behind 
the selling of the ACA to the general public. One reviewer thought I was being too hard on 
Gruber and that Gruber had backed off of some of the comments he made, but he did make 
similar comments repeatedly and only sought to “clarify” what he meant after substantial 
public criticism.

3.	 A video containing this quotation can be found at www.forbes​.com /sites/theaboth-
ecary/2014/11/10/aca-architect-the-stupidity-of-the-american-voter-led-us-to-hide-
obamacares-tax-hikes-and-subsidies-from-the-public/#d008d52779b.

4.	 See www.healthcare.gov/fees-exemptions/. The fee listed is for 2016 and is adjusted for 
inflation in years after 2016.

5.	 National Federation of Independent Business et al. v. Sebelius, Secretary of Health and 
Human Services, et al., 567 U.S. (2012).

6.	 This quotation can be found at www.dailycaller​.com​/2014​/11​/16​/gruber​-seniors​-do​-a​
-terrible​-job​-choosing​-health​-plans​/.

7.	 This quotation can be found at www.cnn​.com​/2014​/11​/18​/politics​/gruber​-obamacare​
-promises​/.

8.	 Ringel et al. (2002) review the literature and find that the price elasticity of demand for 
health care is very inelastic—less than −0.2—but the larger point is that when healthcare 
costs are paid for by third-party payers, consumers will be very insensitive to the real cost 
of their health care.

9.	 A summary of the ACA’s tax provisions is given at www.irs​.gov​/uac​/Affordable​-Care​-Act​
-Tax​-Provisions, and the individual descriptions of those provisions have links to more 
detailed explanations. Unless otherwise noted, the facts about the ACA’s tax provisions come 
from that website.

10.	 See www.abcnews​.com​/blogs​/politics​/2012​/06​/obama​-in​-2009​-its​-not​-a​.tax/ for this state-
ment and additional statements by President Obama arguing that the individual mandate is 
not a tax.

11.	 See www.healthcare.gov/fees/fee-for-not-being-covered/.

12.	 This is the 2016 amount, which will be adjusted for inflation in future years.



Randall G. Holcombe

116

13.	 For some evidence on this, see www.fivethirtyeight​.com​/features​/yes​-some​-companies​
-are​-cutting​-hours​-in​-response​-to​-oabamacare​/. Because the ACA is relatively new and 
academic studies take some time to complete and go through a review process, one would 
expect more academic studies on the subject in the future.

14.	 Leibowitz (1983) and Baughman et al. (2003) provide statistical analyses showing that 
higher levels of fringe benefits are offset by lower wages.

15.	 See www.irs​.gov​/uac​/Medical​-Device​-Excise​-Tax​-Frequently​-Asked​-Questions.

16.	 The quote is from www.irs​.gov​/uac​/Newsroom​/Medical​-Device​-Excise​-Tax.

17.	 See www.taxfoundation​.org​/blog​/five​-years​-later​-indoor​-tanning​-excise​-tax​-revenues​-are​
-below​-2010​-aca​-projections.

18.	 See https://www.irs​.gov​/uac​/patient​-centered​-outcomes​-research​-trust​-fund​-fee​-questions​
-and​-answers, accessed June 27, 2017.

19.	 The description of the calculation comes from Department of the Treasury, IRS memorandum 
RIN 1545-BJ39, Final Regulations, Temporary Regulations, and Removal of Temporary 
Regulations, published in the Federal Register, July 28, 2014. The memorandum explaining 
the fee is sixty-one pages long.

20.	 The arguments of Caplan (2007) about irrational voters come into play here.

21.	 See “Excise Tax on ‘Cadillac’ Plans,” Health Policy Briefs, September 12, 2013, found at www​
.healthaffairs​.org​/healthpolicybriefs​/brief​.php​?brief​_id​=99.
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