
Insurance Exchanges: A Potential
Trap for the Unwary Employee

To the Editor:
An obvious, important goal of the Affordable

Care Act is to expand public and private health
insurance options through the use of open insur-
ance exchanges. Insurance exchanges can provide
competitively priced healthcare plans for Ameri-
cans with limited employer-provided insurance op-
tions. Yet, while exchange plans can be more cost-
effective than employer-provided plans, they do not
necessarily offer all of the tax benefits associated
with employer-provided plans or plans purchased
by self-employed individuals. (See section 106(a).)
The resulting lack of tax parity, as described below,
may undermine the competitiveness of exchange
plans and, indeed, the very goals of the ACA. To
bolster exchange use, a legal or regulatory change is
necessary to ensure that exchange premiums are
fully deductible, or alternatively, that taxpayers
have the option to pay exchange plan premiums
through a tax-efficient ‘‘cafeteria plan’’ or similar
structure.

For many Americans, the option to purchase
health insurance through an exchange is a welcome
opportunity. Exchanges are intended primarily for
lower-income Americans without employer access
to health insurance; and qualified individuals are
eligible for subsidies in the form of health insurance
premium tax credits. Specifically, the health insur-
ance premium tax credit is available for individuals
with modified adjusted gross income (MAGI) at or
below 400 percent of the federal poverty level (FPL).
(See section 36B.) For a family of four, 400 percent of
the current FPL is roughly $95,000. (See ‘‘Annual
Update of the HHS Poverty Guidelines,’’ 79 F.R.
3593 (Jan. 22, 2014).)

Nevertheless, the exchanges also offer competi-
tive plans as an alternative for employees with
unattractive employer plans. For employees of
some companies, for example, it could make more
financial sense to purchase a plan on an exchange
rather than through the employer. For instance, a
younger, healthy employee with a family might opt
for an exchange plan if the employer’s family plan
requires relatively high monthly premiums.

For those that do not qualify for the tax credit, a
major financial downside of exchange plans is that
exchange plan premiums are not fully excludable or

deductible from income, as they generally are for
employer plans or self-employed plans. Specifically,
under section 106(a) of the code, an employee’s
share of healthcare premiums on an employer plan
is excludable from taxable income. Alternatively,
under section 162(l)(1), health insurance premiums
are fully deductible for self-employed individuals.
Neither of these tax benefits applies to exchange
plan premiums paid by employees. Rather, pursu-
ant to section 213(a), an employee’s exchange plan
premiums are deductible only to the extent that
they (and certain other medical expenses) exceed 10
percent of adjusted gross income — an often pro-
hibitive limitation. These provisions effectively cre-
ate a significant tax disadvantage that employees
must consider before using an exchange.

A family of four with two working parents who
each earn $50,000 is not eligible for premium tax
credits because their collective income exceeds 400
percent of FPL; but as employees, they could not
deduct their exchange plan premiums (assuming
they do not qualify for the medical expense deduc-
tion because of the 10 percent floor). (See section
36B.) This family must factor in the relative tax
savings associated with their employers’ plans be-
fore using an exchange, thereby undermining the
competitiveness of the exchange option.

Although the ACA aims to extend healthcare
coverage to the lowest income Americans, one
overall goal is to reduce total healthcare costs. In
creating exchanges, the government also sought to
provide competitive health insurance options for
middle-income earners. While the ACA mandated
an affordability standard for employer coverage,
whereby an employee’s share of premiums cannot
exceed 9.5 percent of MAGI of the lowest paid
employee’s salary, this standard does not apply for
family plans. (See section 5000A(e)(1)(B); section
36B(c)(2)(C)(i).) So, for employees that need family
coverage, the affordability standard is of little help.
The reality is that some employees earn above the
400 percent FPL threshold but still cannot comfort-
ably afford their employer’s family health plan. In
this situation, employees are driven to the ex-
changes for better options only to discover the tax
disadvantages described in this article.

The lack of tax benefit for health plans purchased
on an exchange by certain employees seems arbi-
trary and contradictory to the stated goals of the
ACA. Health insurance is now a legal mandate and
a financial burden on working families, including
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those that exceed the 400 percent FPL floor, so there
should be a parallel tax benefit associated with
exchange plans. One proposal would be to exclude
exchange plan health insurance premiums from the
limitations on general medical expense deductions.
Another would be to allow for employees to fund
their exchange health insurance premiums through
a cafeteria plan or similar tax-advantaged structure.
Each of these proposals could be structured to yield
a similar tax benefit associated with other health
plans. Additionally, if the intention is to help work-
ing middle-class Americans and not necessarily
higher-income taxpayers, then there could be
phase-out limitations for higher earners.

Of course, with exchange plans set to increase
substantially over the coming years due to rising
costs, it could be the case that the government is
slowly and quietly closing the ‘‘loophole’’ of letting
employers, employees, and self-employed indi-
viduals exclude health insurance premiums on

employer-provided plans from taxable income.1
(The ACA, for example, included several tax in-
creases and new taxes, such as the tax on high-end
‘‘Cadillac’’ health plans.) If this were the case, then
parity could otherwise be achieved, albeit at the
expense of all taxpayers.

Under the current legal framework, however, if
the government truly wishes to reduce healthcare
costs for those Americans that are struggling to
obtain health insurance, then it should extend
health insurance premium tax deductions to ex-
change plans. This would effectuate the goals of the
ACA and eliminate an arbitrary, negative ‘‘trap for
the unwary’’ in the tax code. Indeed, such a change
is imperative to making health insurance more
affordable for many Americans who need it the
most.

Michael Nathanson
Bob Dockendorff
May 21, 2014

1See Paul H. Keckley, ‘‘The Impact of Health Reform on the
Individual Insurance Market: A Strategic Assessment,’’ Deloitte
Center for Health Solution, at 8 (2011).
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