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When Congress addresses Obamacare’s punitive 
and disruptive “Cadillac tax” on more expen-

sive employer-based plans, it should not do so with-
out beginning to address the inequity inherent in 
the federal tax treatment of health insurance.

The first step Congress should take is to set a 
limit on the tax exclusion for employer-provided 
health insurance. Support for a cap on this tax exclu-
sion has a long history of bipartisan support. It is the 
most fiscally responsible and least disruptive way to 
begin addressing the long-standing inequity in the 
tax treatment of health benefits. In addition, Con-
gress should create an alternative health care tax 
relief option that is available to all taxpayers, regard-
less of income or source of coverage.

These interlocking reforms, whether simultane-
ous or subsequent, should be created in a way that 
leads to equal treatment by the federal tax code no 
matter where health insurance is purchased. Forgo-
ing this opportunity would be a significant setback 
to achieving patient-centered health care reform.

Background
Federal tax policy is the most important factor 

shaping america’s health insurance markets. There 
are a variety of different tax provisions concern-

ing health insurance, but the most significant is the 
unlimited exclusion of the cost of employer-spon-
sored insurance from taxable income when calcu-
lating a worker’s federal income and payroll taxes. 
approximately 150 million people benefit from this 
tax provision, valued at about $275 billion in 2016.1 
While this tax policy is very advantageous to work-
ers, contrary to a common misperception, it actually 
offers little or no benefit to employers because busi-
nesses are able to deduct the cost of employee com-
pensation as a business expense, regardless of the 
form the compensation takes.

americans today can get an unlimited tax break 
for health insurance if, and only if, they get health 
insurance through the place of work. If they do not 
or cannot get health insurance through the place 
of work, they often must pay for their insurance 
coverage with after-tax dollars, which means that 
they could pay anywhere from 20 percent to 50 per-
cent more for health insurance.2 This is profoundly 
inequitable.

Not only does federal tax policy discriminate 
against americans based on their job status, but it 
also distorts the normal functioning of the health 
care markets. The absence of limits on the amount 
of health benefits that may be excluded from tax-
able income creates incentives for overinsurance and 
overconsumption of health care and induces consum-
ers to be indifferent with respect to the prices charged 
by competing medical providers. That, in turn, drives 
up the cost of health care across the board.

The current tax treatment also frustrates personal 
ownership and portability of health coverage, which 
means that when persons leave their jobs, they lose 
their coverage. Moreover, it is profoundly regressive 
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because it offers more value to high-income employ-
ees enrolled in expensive health plans. There is an 
enormous intellectual consensus among prominent 
health care economists and policy analysts regard-
ing the distortionary effects of the current system.3

Obamacare’s Cadillac Tax
Obamacare set an indirect limit on the existing 

tax exclusion for employer-sponsored coverage by 
imposing a punitive 40 percent excise tax on high-
cost health plans, commonly referred to as the “Cadil-
lac tax.” For purposes of the excise tax, Obamacare 
defines “high cost” as any plan exceeding $10,200 for 
single coverage and $27,500 for family coverage. The 
40 percent excise tax applies to any health insurance 
spending above those thresholds. Originally, this tax 
was slated for implementation in 2018, but Congress 
subsequently delayed the effective date until 2020.

The Cadillac tax aims to limit the tax exclusion 
for employer-provided health plans through a puni-
tive excise tax mechanism, a circuitous and disrup-
tive way of trying to control costs. Specifically, in 
order to avoid the Cadillac tax penalty, employers 
must modify their health plans by cutting benefits 
and increasing out-of-pocket costs for enrollees.

In contrast, if Congress simply set a limit on the 
pre-tax amount of health plan funding similar to 
the existing limit on the pre-tax amount of 401(k) 

retirement plan funding, there would be no need for 
employers to change their plans. If an employer and 
workers wanted a plan that cost more than the limit, 
the only consequence would be that the extra spend-
ing would show up at the end of the year on the work-
er’s W-2 form as taxable income. Group life insurance, 
offered by many employers, currently works this way.

What Needs to Be Done
Neutrality in the federal tax treatment of health 

insurance is the single most important policy change 
that could improve the functioning of america’s health 
insurance markets. To bring greater fairness and neu-
trality to the insurance market, Congress should move 
the tax treatment of health insurance in a direction that 
is impartial with regard to where coverage is purchased.

a necessary first step is to repeal the Cadillac tax 
while at the same time taking the fiscally respon-
sible step of capping the amount that can be spent 
pre-tax on employee health benefits. This is similar 
to the pre-tax limits placed on other employee ben-
efits, such as retirement plans, life insurance, and 
dependent care. This is an important opportunity 
to achieve a major bipartisan goal for health care 
reform. Capping or eliminating the exclusion has 
been a staple of proposed health policy reforms for 
many years and enjoys bipartisan support among 
health economists and analysts.4
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The second step in achieving equity is creating an 
alternative health care tax relief option that is avail-
able to all taxpayers, regardless of income or source 
of coverage. Whatever form the tax relief takes, it 
must be on a path to equal the value of the capped 
employer exclusion over time.

Individuals with access to employer-sponsored 
coverage would be able to choose whether the tax 
exclusion or the new tax relief option should be 
applied to the value of their employer-sponsored 
benefits. The new cap on the employer exclusion 
should be indexed to decrease as needed in future 
years so as to maintain at a baseline level the aggre-
gate amount of tax relief provided by both the new 
option and the exclusion.5

Such tax relief would foster personal choice, por-
tability, and ownership of health plans. This would 
unleash competition among insurance carriers and 
create a level playing field so that the government 
would no longer favor, either through law or through 
regulation, one type of insurance over another or 
one class of consumers over another. a genuinely 
open and competitive market for health insurance 
fostered by individual tax relief would also exert a 
downward pressure on health care costs.

Conclusion
Current federal tax policy treats workers and 

their families who do not or cannot get health insur-
ance through employment-based coverage unfair-
ly and contributes to disruption in coverage when 
employees change jobs. Obamacare imposes a hefty 
excise tax on expensive employer coverage, a puni-
tive measure that adds to the complexity of the cur-
rent health care system.

Congress should repeal Obamacare’s Cadillac tax 
and set a simple cap on the employer exclusion. In 
addition, Congress should create a new type of indi-
vidual tax relief that would be available to everyone, 
regardless of where they purchase coverage. Togeth-
er, these policies would help to ensure that the fed-
eral government is not favoring one type of coverage 
or consumer over another and would go a long way 
toward restoring a functioning market in health 
care that is responsive to consumers.
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