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in assessing the proposed American Health Care 
Act (AHCA), H.r. 162,1 the tax policy provisions 

should be evaluated in terms of their impact on 
health care costs, particularly the premium costs 
facing individuals and families.

The federal tax treatment of health insurance is 
a central issue in health insurance market reform.2 
Under current law, rooted in World War ii–era tax 
policy, Americans enjoy unlimited tax relief if—and 
only if—they get their health insurance coverage 
through the place of work. Technically, this tax break 
is referred to as the “tax exclusion” for employees 
with job-based health insurance, meaning that for 
purposes of calculating a worker’s tax liability (fed-
eral income and payroll tax liability), their group 
health insurance coverage is excluded from their 
taxable compensation. The Congressional Budget 
Office (CBO) estimates the value of the federal tax 
exclusion at $275 billion annually (in 2016 dollars), 
identifying it as the “largest single tax expenditure 
by the federal government.”3

in 2010, the Obama Administration and its allies in 
Congress focused laser-like on the revenue potential 
of taxing employer-based plans, as one of the many 
tax measures used to finance the law’s major entitle-
ment expansions. Thus, in enacting Obamacare, they 

included a “Cadillac tax” on “high cost employer-
sponsored health coverage.”4 That provision imposes 
a 40 percent excise tax on the portion of health-plan 
spending that exceeds specified maximum levels—
projected to be $10,800 for self-only coverage and 
$29,100 for family coverage in 2020. The tax was orig-
inally scheduled to take effect in 2018, but Congress 
subsequently delayed the effective date until 2020. 
According to the CBO, by 2025, the cumulative rev-
enue from the tax would amount to $70 billion.5

What the AHCA Does
Concerning tax policy, the House bill would 

repeal 12 specific Obamacare taxes, effective in 2017, 
as well as the individual and employer mandate tax 
penalties. According to the CBO, between 2017 and 
2026, revenue reductions from the bill’s tax cuts 
would amount to $882.8 billion.6 However, the bill 
leaves the Cadillac tax intact.

The House bill does not repeal Obamacare’s 40 per-
cent excise tax on “high-cost” employer health plans, 
but merely further delays its implementation until 
2026. in other words, any amount above the statuto-
ry thresholds would, beginning in 2026, be subject to 
this punitive tax. Because the thresholds for this tax 
on health plans are indexed to general inflation, as 
measured by the Consumer price index (Cpi), which 
increases more slowly than growth in health spend-
ing, the number of workers in employer coverage that 
would be affected by the tax is projected to increase 
rapidly over time. The major purpose of Obamacare’s 
insurance excise tax was to raise revenue to finance 
Obamacare programs, not to initiate any comprehen-
sive reform of federal health insurance tax policy that 
would control the growth of health care costs. 
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Furthermore, the AHCA does not address the 
inequitable and inefficient federal tax treatment 
of health insurance, especially the tax exclusion. 
The federal tax exclusion on insurance is the major 
policy-driven contributor to increased cost growth. 
The CBO notes that it contributes to increased 
health care spending because the “open-ended” tax 
break encourages people to enroll in health plans 
that cover a large number of medical services while 
encouraging employees to pay “a smaller share of 
the costs.”7 in short, it drives over-insurance, and 
thus the excessive reliance on third-party payment 
for medical services.

The fact that current federal tax policy is a sys-
temic driver of health insurance costs is attested to 
by independent analysts and top economists across 
the political spectrum.8 Because it is offered only to 
those who obtain health insurance through their 
place of work, this federal tax policy also under-
mines portability of coverage, and contributes to 
the opacity of health care costs. it is inefficient and 
regressive in its application to American workers 
and their families, and it profoundly distorts the 
health insurance markets and directly undercuts 
consumer choice and competition. Thus, the reten-
tion of current law has a major negative impact on 
the health care sector of the economy.

in an earlier draft of the AHCA in February, 
House leaders proposed to repeal the unpopular 
Cadillac tax and replace it with a cap on the unlim-

ited tax exclusion on employer-sponsored health 
insurance. This would have been a major contri-
bution to health care cost control. As Dr. Hanming 
Fang, professor of economics at the University of 
pennsylvania, observes, “A cap would be designed to 
incentivize workers to select plans that offer fewer 
benefits and include more cost-sharing, which econ-
omists generally endorse because cost-sharing helps 
to reduce unnecessary health care spending, which 
in turn could drive down costs throughout the entire 
system.”9 (Emphasis added.)

Capping the exclusion would, over time, also 
generate a substantial portion of revenue, and help 
achieve the longtime conservative goal of estab-
lishing a competitive, consumer-driven market for 
health insurance through the provision of individu-
al tax relief for persons who do not, and cannot, get 
health insurance at their place of work. As an illus-
trative example: The CBO has previously scored 
different versions of the cap on the exclusion, with 
different 10-year revenue estimates, ranging from 
$193 billion to $476 billion.10 Capping the exclusion, 
as Congress caps every other employee tax-favored 
benefit, would also be less disruptive than imple-
menting the Cadillac tax. Additionally, it would be 
more equitable, efficient, and would make the over-
all legislative product less expensive.  

The version of the House bill unveiled on March 6, 
2017, dropped the proposed cap on the tax exclusion 
and kept the Cadillac tax, rescheduling its imple-
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mentation in 2026.11 This was a significant retreat. 
As Joseph Antos and James Capretta remarked, 

“removing the tax cap eliminates the most effective 
tool to discipline cost growth and perpetuates a sig-
nificant distortion in tax and health care policy.”12

The result is a serious missed opportunity. 
Though Congress might revisit the federal tax exclu-
sion in future tax reform legislation, both organized 
labor and powerful corporate interests are likely to 
remain strongly opposed to change. Congress should 
nonetheless resist the preservation of the status quo, 
especially in light of its inequity, inefficiency, and 
utter incompatibility with the creation of a revital-
ized health insurance market driven by consumer 
choice and real free-market competition. 

Repeal the Cadillac Tax and Cap the 
Exclusion

Congress should repeal the Cadillac tax effective 
in 2020 and establish a cap on the tax exclusion for 
group coverage. For the cap, Congress could set the 
base at the estimated level for the imposition of the 
Cadillac tax on “high cost” health plans beginning 
in 2018: $10,200 for individual coverage, $27,500 
for family coverage, and index these thresholds 
to inflation. This would be superior to the Cadil-
lac tax as a cost control measure because, unlike 
the cap, it would not force employers to alter their 
benefit plans, but would simply limit the amount of 
employer-sponsored benefits counted as employees’ 
pre-tax compensation. Workers could still buy addi-
tional coverage with after-tax dollars, just as employ-
ers could still offer richer coverage that exceeds the 

capped amount. in either case, a cap would encour-
age both employees and employers to explore a more 
rational balance between health care spending and 
wage increases: Every one-dollar increase in health 
benefits is roughly equal to a dollar decrease in wages 
and other compensation.13

Conclusion
The AHCA’s repeal of the tax penalties that accom-

pany Obamacare’s individual and employer man-
dates are important steps in the right direction. The 
bill falls short, however, by failing to address the cen-
tral tax policy issue that dominates American health 
care policy. By failing to apply a cap to the unlimited 
tax exclusion, the latest version of the House bill guts 
a crucial component of health reform.

if congressional leaders are serious about control-
ling the growth of health care costs, and thus making 
insurance premiums more affordable for millions of 
Americans, they must reform the health insurance 
markets. Congress cannot accomplish that goal effec-
tively, and lay the groundwork for a genuine consum-
er-driven market in health insurance and health care, 
unless it reforms the tax treatment of health insur-
ance. That begins with capping the exclusion, and cre-
ating an equitable system of individual tax relief.

—Robert E. Moffit, PhD, is a Senior Fellow in the 
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