
THE U.S. HEALTH CARE SYSTEM AND LABOR MARKETS

Brigitte C. Madrian

Working Paper 11980



NBER WORKING PAPER SERIES

THE U.S. HEALTH CARE SYSTEM AND LABOR MARKETS

Brigitte C. Madrian

Working Paper 11980
http://www.nber.org/papers/w11980

NATIONAL BUREAU OF ECONOMIC RESEARCH
1050 Massachusetts Avenue

Cambridge, MA 02138
January 2006

Written for the Federal Reserve Bank of Boston 50th Economic Conference, “Wanting It All: The Challenge
of Reforming the U.S. Health Care System,” June 15-17, 2005, Chatham, MA.  This paper draws quite
extensively on three previously written papers: “Health Insurance Portability, Labor Supply, and Job
Mobility,” July 2004, written for the Inter-American Conference on Social Security; “Health Insurance and
the Labor Market,” in Huizhong Zhou, ed., The Political Economy of Health Care Reforms (Kalamazoo, MI:
Upjohn Institute for Employment Research, 2001), and “Health, Health Insurance and the Labor Market”
(with Janet Currie) in Orley Ashenfelter and David Card, eds., Handbook of Labor Economics, Volume 3
(Amsterdam: Elsevier-North Holland, 1999).  The views expressed herein are those of the author(s) and do
not necessarily reflect the views of the National Bureau of Economic Research.

©2006 by Brigitte C. Madrian.  All rights reserved. Short sections of text, not to exceed two paragraphs, may
be quoted without explicit permission provided that full credit, including © notice, is given to the source.



The U.S. Health Care System and Labor Markets
Brigitte C. Madrian
NBER Working Paper No. 11980
January 2006
JEL No. I10, J3, J6

ABSTRACT

This paper provides a broad and general overview of the relationship between the U.S. health care

system and the labor market. The paper first describes some of the salient features of and facts about
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play a central role--on the health care system and health care outcomes.
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It is also interesting to consider the relationship between health insurance and job 

turnover from the employer's perspective.  For an employer that offers health insurance 

coverage, a sick employee is costly in two ways.  First, a sick employee may be less productive.  

Second, a sick employee (or a healthy employee with sick dependents) is likely to generate 

higher insurance claims.  Because of their medical expenditures, these employees may be 

relatively more attractive targets for layoffs.  The link between health insurance and employment 

may thus have an adverse impact on families with medical problems if these problems lead to 

claims-based layoffs (see Anderson 1997). 

 

Health Insurance and Labor Demand 

In addition to its impact of the employment and job choice decisions of individuals, 

health insurance may also affect the labor demand decisions of employers.  There are two 

features of health insurance provision that are particularly salient in this regard.  The first is that 

health insurance is a fixed cost of employment.  Expected employer expenditures on health 

insurance do not increase when the weekly hours worked by their employees increase, and they 

do not increase when compensation increases.  They only increase when more employees are 

hired.  This feature of employer-provided health insurance, its fixed-cost nature, gives firms an 

incentive to economize on the costs of providing health insurance in two ways.  The first is by 

hiring fewer employees but at longer weekly hours—this is one way to maintain production 

while reducing the overall costs of providing health insurance.  The second is by hiring fewer but 

more productive employees—employees who can produce more than the average employee 

would.  Cutler and Madrian (1998) provide partial evidence that firms have substituted long 

weekly hours for fewer workers as health insurance costs have increased over recent years.  
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Moreover, the effects are nontrivial.  The increase in weekly hours associated with the increase 

in health insurance costs between 1980 and 1993 resulted in a change in average weekly hours 

among those with health insurance equivalent to roughly half the change in labor input that is 

observed in a typical recession.  Baicker and Chandra (2005) examine the impact of rising health 

insurance costs on employment and find that a 10 percent increase in health premiums reduces 

the aggregate employment rate by 1.6 percent. 

The second feature of health insurance that is salient to the labor demand decision is the 

distinction between full- and part-time workers in the tax treatment of employer expenditures on 

health insurance.  Employer expenditures on health insurance are usually not subject to 

taxation—with one caveat: employers must satisfy a set of Internal Revenue Service 

nondiscrimination rules which stipulate that if a firm is to provide health insurance, it must make 

it widely available to substantively all employees.  In essence, employers cannot selectively 

decide that they will provide health insurance to some employees and not to others, either 

because of favoritism, or as a cost-saving measure.  However, certain groups of employees, 

namely part-time, temporary and seasonal workers, are exempt from the requirements of the 

nondiscrimination rules.  Thus, employers can deny health insurance coverage to part-time, 

temporary and seasonal workers while still obtaining favorable tax treatment for their health 

insurance expenditures on full-time permanent employees.  As health insurance becomes more 

expensive to provide, the non-discrimination rules give employers an incentive to hire part-time 

and temporary workers in lieu of full-time workers as a way to economize on insurance 

expenditures.  This could account for some of the phenomenal growth in the temporary services 

industry over the past two decades. 
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More concrete evidence that employers substitute from full- to part-time workers in the 

face of higher health insurance costs comes from the state of Hawaii.  In 1974, Hawaii mandated 

employer provision of health insurance to full-time, but not part-time workers.  Thurston (1997) 

finds that those industries most affected by the mandate, namely industries in which relatively 

few full-time workers were covered by health insurance, saw large increases in the fraction of 

workers employed in part-time jobs.  In contrast, industries in which almost all full-time 

employees were already receiving health insurance saw little shift in the fraction of full- vs. part-

time workers.  Baicker and Chandra (2005) also find a shift to part-time employment as a result 

of recent increases in health insurance costs. 

Thus, health insurance affects both the size and composition of the work force that firms' 

employ.  As health insurance becomes more costly to provide, employers have an incentive to 

reduce their health insurance costs by substituting overtime for employment, skilled labor for 

unskilled labor, and part-time and temporary workers for regular full-time employees. 

 

Health Insurance and Wages 

A final labor market outcome of interest, wages, is determined jointly by the labor supply 

decisions of individuals and the labor demand decisions of employers.  From the firm’s 

perspective, providing health insurance imposes an additional compensation cost on the 

employer and will reduce the level of wages it is willing to offer for a given level of labor input.  

From the worker’s perspective, employer-provided health insurance is simply another form of 

compensation and will reduce the level of wages required to supply a given level of labor input.  

In a competitive labor market, the level of total compensation received by employees will be 

determined by worker productivity.  The composition of that compensation between wages and 
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fringe benefits will be dictated by the value that employees place on having employer-provided 

health insurance relative to the cost to the employer of providing it.  If employees value 

employer-provided health insurance at less than the cost to the employer of providing it, the firm 

will not be able to pass the full cost of offering the insurance onto workers in the form of lower 

wages and will opt not to provide health insurance.  That employers do provide health insurance 

would seem to indicate that at least some employees are willing to accept a wage reduction at 

least equivalent to the cost to the firm of providing the insurance. 

Given the inherent risks of being uninsured, risk-adverse individuals should value having 

some sort of health insurance, although as noted above in Section II, there may be more than one 

way to obtain this insurance.  The value to employees having employer-provided health 

insurance have already been mentioned:  the tax deductibility of employer expenditures on health 

insurance, economies of scale from providing health insurance to a large group of individuals, 

and the ability to pool individuals into insurance groups in a way that largely overcomes the 

problem of adverse selection that plagues the individual market for health insurance.  These 

advantages of employer-provided health insurance are potentially large, and we should expect 

many employees to be willing to accept a wage reduction at least equivalent to the cost to their 

employer of providing health insurance.  However, some individuals have cheaper health 

insurance available from another source (for example, the government or a family member), and 

they may place a very low value on having employer-provided health insurance from their own 

employer. 

Despite the strong presumption of a trade-off between wages and health insurance, the 

early literature on this topic was focused not on the magnitude of the wage-health insurance 

tradeoff, but on the reasons why researchers could not find support that there is one (Currie and 
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Madrian, 1999).  The fundamental problem was a lack of appropriate data for estimating the 

magnitude of any such relationship.  More recent studies that have been careful in both finding 

suitable data and specifying the empirical relationship have found evidence of a wage-health 

insurance tradeoff.  Gruber and Krueger (1991) and Gruber (1994) exploit exogenous changes in 

the cost of benefits offered to workers and find that essentially the full amount of these cost 

increases are passed onto workers in the form of lower wages.8  Royalty (2003) examines the 

choices that workers make among health plans within a given firm when those plans receive 

different employer subsidies and require different employee contributions and finds evidence of 

an incomplete tradeoff between wages and health insurance.  Baicker and Chandra (2005), 

exploiting variation in health insurance costs driven by variation in medical malpractice 

payments, similarly find an incomplete tradeoff between wages and health benefits.  These 

recent studies all concur that there is a trade-off between wages and health benefits, but the 

magnitude of this trade-off, that is, whether workers are willing to accept a dollar-for-dollar 

reduction in wages in exchange for receiving health benefits or something less, is still open to 

question. 

Health insurance may also affect wages through mechanisms other than a direct trade-off 

between wages and fringe benefits.  For example, health insurance has the potential to affect the 

job matching process.  As discussed earlier, the costs of relinquishing health insurance upon job 

change may lead individuals to remain in their current jobs even if higher productivity job 

alternatives are available.  This productivity loss would presumably result in lower levels of 

compensation as well.  Gruber and Madrian (1997) find evidence that unemployed individuals 

                                                 
 8 Gruber and Krueger (1991) exploit changes across states in the cost of offering workers compensation 
insurance that are largely driven by changes in the medical component of workers compensation.  Gruber (1994) 
exploits the widespread adoption of maternity benefits following the Pregnancy Discrimination Act of 1978 to 
estimate the impact on wages of this type of additional health insurance. 
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who have access to continued health insurance coverage while out of work spend more time 

unemployed (presumably searching for better jobs) and are subsequently reemployed at higher 

wages. 

 

IV.   The U.S. Health Insurance System and Health Care Outcomes 

Despite a large and growing body of literature on the impact of  U.S. health insurance 

institutions on labor market outcomes, surprisingly little attention has been focused on the effect 

of U.S. health insurance institutions on health outcomes.  As Levy and Metlzer (2004) noted in a 

recent survey of the literature on health and health insurance:  “Literally hundreds of studies 

have documented the fact that the uninsured have worse health outcomes than the insured…Very 

few of these studies establish a causal relationship between health insurance and health, 

however.”  Beyond the question of whether health insurance as a general proposition impacts 

health is the question of whether, or how, the U.S. health care system impacts health. 

The U.S. system of health insurance provision is anything but stable for most individuals.  

Although some people may never experience a spell without health insurance, the type of health 

insurance coverage that individuals have is likely to change several times over the course of a 

lifetime as individuals change jobs or move between different types of public, private, or other 

coverage.  And many people will experience not only changes in the source of their health 

insurance coverage, but also intermittent or sometimes lengthy spells without any coverage.  

What implications does the patchwork-quilt nature of the U.S. health care system have for 

health? 

One way in which the system can impact both health and medical care expenditures is 

through its effect on the incentives to invest in socially efficient preventative care or disease 
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management.  Some forms of preventative medicine have both short-term costs and short-term 

benefits (e.g., a flu vaccine).  Others, however, have short-term costs but much longer-term 

benefits (e.g., weight control, smoking cessation, diabetes management).  Under the current 

system of health insurance provision in the U.S., no one may have the appropriate incentives to 

make socially efficient investments in preventative care if the costs accrue in the short-term (or 

on an ongoing basis) but the benefits (lower costs in the future) accrue only many years hence. 

Any investments in health that yield a payoff beyond an insured’s expected tenure with 

the insurance provider (either an employer, a public insurer, or a private insurer) will not be cost 

effective for the insurer to provide.  And individuals, who are largely insensitive to the price of 

medical care by virtue of being insured, will also have little incentive to make personal 

investments today that lead to reduced social costs in the future.  Moreover, to the extent that 

some types of preventative measures involve investments that are not specific to the insurer or 

the insured (e.g., investments in computer systems to help doctors monitor patient conditions that 

are not specific to the patients covered by a particular insurer), the large number of agents in the 

current system will result in a free-rider problem and underprovision of socially valuable 

preventative investments. 

 Beaulieu, Cutler and Ho (2003) discuss these problems for the specific case of diabetes 

management.  They analyze monitoring systems that reduce the long-run costs of diabetes, but 

that yield a pay-off only over the time span of several years.  They note that from a social 

perspective, the long-run benefits of these monitoring systems far exceed the costs.  But, from 

the perspective of a profit-maximizing insurer, the private benefits to the firm are negative for 

the first few years, and the firm only begins to break even after a decade.  As a consequence, 
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firms with high levels of turnover are unlikely to invest in such systems because other insurers 

are the ones who will reap the benefits. 

Another way in which the system can impact health is through disruptions in the 

continuity of care as individual move between different health insurance providers or between 

spells of insurance and uninsurance.  The “start-up” costs of interacting with the health system 

following a change in health insurance (e.g., finding a new doctor) may lead individuals to delay 

getting treatment.  Or, individuals who lose health insurance coverage may delay getting needed 

treatment, hoping to obtain insurance coverage before things get “too bad”.  Individuals who are 

transitioning from one doctor to another as a result of a change in health insurance coverage may 

also generate increased medical expenditures through the duplication of tests or diagnostic 

procedures done to generate measures of baseline health status or to determine an appropriate 

course of treatment.  Their health may also suffer if there are miscommunications between the 

old and new medical care providers about the nature of an individual health condition and/or its 

treatment. 

 

V.   Conclusion 

There is an important relationship between labor market outcomes and the institutions 

and rules governing health insurance provision in the U.S.  Health insurance is an important 

factor in almost every labor market decision made by individuals:  whether to work, where to 

work, and how much to work.  It is also an important factor in the human resource decisions 

made by employers:  how many workers to hire, whom to hire, and how to structure the terms 

and conditions of employment. 
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An important lesson to be learned from the experience of the U.S. is that while employer 

provision of health insurance is a convenient way to finance insurance benefits without involving 

the government budget directly, not everyone is tied to the labor market.  Reliance on and 

encouragement of employer provision of health insurance will invariably result in government 

programs to fill in the gaps—to cover the otherwise uninsured either in whole or in part.  But it is 

the interplay between these various institutions, some tied directly to the labor market and others 

not, that results in distortions of the labor market decisions of individuals and firms.  This type of 

fragmented system may also lead to inefficiencies in the provision of health care services, such 

as inadequate investments in disease management of preventative medicine.
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