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Small Business Tax Credits. The Affordable 
Care Act offers incentives so that more of 
these companies will help provide their 
employees with health insurance.

what’s the issue?
Small businesses frequently face steep premi-
ums for health insurance coverage and, as a 
result, their workers are more likely to be un-
insured than those who work for larger com-
panies. Various provisions of the Affordable 
Care Act are intended to address the problem. 
The most targeted effort now in effect is a fed-
eral tax credit that will offset up to half of the 
premium costs for small businesses.

The federal government has notified 4 mil-
lion companies that they may be eligible for 
the credit. The Congressional Budget Office 
estimates that the tax credits will reduce tax 
payments for small employers by $40 billion 
over the 10 years between 2010 and 2019. This 
brief describes the tax credit, issues related to 
its implementation, and some other provi-
sions of the law that may help to expand cover-
age for workers employed by small businesses.

what’s the background?
In the United States, most workers obtain 
health insurance through their employers, 
but companies are not required to offer cov-
erage. Small businesses in particular are less 
likely to offer health insurance than are large 
firms (Exhibit 1). According to a recent re-
port by the Commonwealth Fund, one-third 
of working adults were employed by compa-
nies having fewer than 50 employees in 2007 
(the most recent year available). During that 

year, 36 percent of employees at these smaller 
firms were uninsured, compared to 15 percent 
of employees at larger firms.

Part of the reason for the disparity is a sig-
nificant difference in insurance costs per en-
rollee for small groups, compared to the larger 
groups of employees insured by bigger com-
panies. On average, small firms pay up to 18 
percent more in premiums than do large firms 
for the same health insurance coverage.

why costs differ: The difference stems 
from several factors. First, insurers charge 
smaller companies higher administrative 
costs for health coverage, because small com-
panies typically buy through insurance agents 
who are paid by the insurer, whereas larger 
companies often deal with insurers directly. 
In addition, many states permit “medical un-
derwriting” for small companies—that is, ad-
justing the amount of the premium charged 
based on the medical history of the company’s 
workers. This underwriting process adds to 
administrative costs.

Finally, where medical underwriting is 
used, premiums can vary significantly across 
otherwise-similar small firms, based on the 
health status of their workers, and may be 
unaffordable for companies with sicker work-
ers. This is because the average rate of use of 
health care varies more widely across smaller 
groups than across larger groups. In contrast, 
insurers don’t medically underwrite larger 
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groups, since the risk that any one individual 
is or could become sick can be more evenly 
spread across all members of the larger pool.

Another reason that premiums for some 
smaller firms can be high is that, even where 
medical underwriting is prohibited, most 
states currently allow insurers to use specific 
individual characteristics—including age and 
gender—to predict future costs for each small 
group. Thus, employer groups with sicker, old-
er, or more female employees are likely to face 
higher premiums. Despite the higher cost, 
coverage offered by small employers is often 
less comprehensive than that offered by larg-
er employers. Only 48 percent of workers at 
small companies were considered adequately 
insured compared to 73 percent at companies 
with 50 or more employees, according to the 
Commonwealth Fund.

what’s in the law?
The Affordable Care Act will reform the health 
insurance market by limiting or eliminating 
many practices that create barriers to obtain-
ing coverage. In particular, effective in 2014, 
both medical underwriting and gender rating 
will be prohibited, and premium variation 
based on age will be limited. The law will also 
make it easier for individuals and small firms 
to buy coverage through state-run insurance 
exchanges, and will give purchasers more in-
formation about their coverage options.

In addition, insurance market reforms man-
dated by the Affordable Care Act improve cov-
erage for individuals and small groups. These 
include prohibitions on lifetime benefit caps 
and rescissions, a phased-in ban on annual 
limits, annual review of premium increases, 
and limits on the share of premiums spent 
on nonmedical costs. (See the Health Policy 
Brief published November 24, 2010, for more 
information.)

tax credits: The Affordable Care Act also 
includes a new federal income tax credit for 
health coverage targeted to small businesses 
with fewer than 25 employees, or those with 
enough part-time workers to constitute fewer 
than 25 “full-time equivalents.” Here is how 
it works:

• Starting in 2010, employers with 10 or 
fewer full-time employees (or full-time equiva-
lents) that have average wages of up to $25,000 
are eligible for the maximum credit of 35 per-
cent of the amount the company contributes 
toward insurance premiums (25 percent for 
tax-exempt employers).

• The tax credit offsets a portion of the 
employer’s federal income tax liability for the 
year. Tax-exempt employers receive the credit 
as a refund, with the proviso that the refund 
cannot exceed the amount of federal income 
tax and Medicare payroll tax that the employ-
er withholds from the employees’ wages, plus 
the Medicare tax paid by the employer.

• The tax credit decreases as the number 
of employees approaches 25 and as average an-
nual wages approach $50,000.

• To qualify for the credit, an employer 
must pay at least half the premium for each em-
ployee. The percentage paid by the employer 
should generally be uniform for all employees, 
although special provisions will apply when 
a small employer offers its workers a choice 
of health plans. Since the law was enacted in 
March 2010, and employers may not have had 
time to adjust their policies, the Internal Rev-
enue Service (IRS) in 2010 allowed employers 
who paid at least half the premium to qualify, 
even if the percentage of premium paid was 
not uniform across their entire work force.

• From 2014 on, the maximum credit will 
increase to 50 percent (35 percent for tax-
exempt employers). However, coverage will 
have to be purchased through one of the new 
state-based health insurance exchanges. The 
credit will only be available to any employer 

exhibit 1

source Kaiser Family Foundation and Health Research and Educational Trust, Employer Health 
Benefits Annual Surveys for 2000, 2009, and 2010.
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for two consecutive tax years after 2013. Ex-
hibit 2 shows how the tax credit would reduce 
the employer’s health insurance contribution.

There are a number of complexities involved 
in determining how many workers a small 
business has. The IRS will allow companies 
different options, as follows:

• Small firms may count the actual number 
of hours per week that their employees work, 
or may estimate the number of full-time work-
ers based on number of days or weeks worked.

• Part-time workers are included in the 
calculation, but not company owners or their 
family members.

health insurance exchanges: By 2014, 
states are required to establish Small Business 
Health Options Program (SHOP) exchanges 
that will help companies with fewer than 
100 employees to purchase health insurance.  
States may choose to combine the SHOP ex-
changes with a separately required exchange 
for individuals.  Prior to 2016, states may also 
choose to limit the SHOP exchanges to em-
ployers with fewer than 50 workers.

If individuals and families are not offered 
employer-sponsored coverage from the firms 
they work for, they may buy subsidized cover-
age through the individual exchanges. Subsi-

dies will be available to those whose income 
is between 133 percent and 400 percent of 
the federal poverty level, which in 2010 is 
$22,050 for a family of four. Since larger com-
panies and firms with higher average salaries 
are more likely to already offer their employ-
ees health insurance, a significant portion of 
those benefiting from the subsidies are likely 
to be employees at small businesses.

what’s the debate?
The small employer tax credit, along with 
many other aspects of the Affordable Care Act, 
has been a subject of some debate.  Supporters 
of the program argue that it is targeted to com-
panies that are the least likely to offer cover-
age and that have seen the greatest decline in 
coverage since 2000. Supporters contend that 
the credit will help keep companies from drop-
ping coverage or reducing benefits and could 
allow firms to make salary improvements that 
they would not otherwise make.

Critics, on the other hand, say that the tax 
credit program is too complicated and too lim-
ited in scope and will primarily help compa-
nies that are already offering coverage. They 
argue that the credit could actually provide a 
disincentive to hire new workers for compa-
nies on the edge of qualifying for the program 
since going from 24 to 25 employees or more 
means the employer will no longer qualify for 
the credit. Although the program is often cited 
as a benefit to small business, critics contend 
that it will do little to address rising health 
care costs, a prime concern of small business 
owners.

The effects of the tax credit are uncertain. 
Estimates performed for the Commonwealth 
Fund by researchers at the Massachusetts 
Institute of Technology are that 16.6 million 
employees work at small businesses that are 
eligible for the credit. However, because the 
value of the tax credits is relatively modest, 
they may only incentivize firms that employ 
about 3.4 million of those workers—or about 
1 in 5 workers in eligible firms—to take up the 
credit between 2010 and 2013. The research-
ers did not estimate what could happen from 
2014 on, when the value of the credit rises to 
50 percent of a firm’s contributions toward in-
surance premiums.

To some degree, the direct impact of the 
health reform law on small businesses will 
be difficult to isolate from other changes to 
health coverage and premiums. For example, 
recently, the percentage of very small firms 

exhibit 2

Small Business Tax Credits under the Affordable Care Act for Family 
Premiums

source Commonwealth Fund analysis using premium estimates from Kaiser Family Foundation Health 
Reform Subsidy Calculator. notes To be eligible for tax credits, firms must contribute at least 50 
percent of premiums. For-profit firms receive up to 35 percent of their contribution in tax credits in 
2010–13, and up to 50 percent from 2014–16. Projected premium for a family of four in a medium-
cost area in 2009 (age 40). Premium estimates are based on an actuarial value of 0.70 (the average 
percentage of medical costs covered).
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that offer health coverage to their workers has 
jumped from 46 percent in 2009 to 59 percent 
in 2010. Some supporters of the Affordable 
Care Act suggest that the increase is attrib-
utable to the new small business tax credits.  
Other observers explain the increase by hy-
pothesizing that companies in this category 
that did not offer benefits were more likely to 
fail and, having done so, were no longer in-
cluded in the data.

what’s next?
Eligible companies will begin claiming the 
credit for 2010 premiums when they file tax 
returns due in the spring of 2011. As they as-
sume control of the House of Representatives 
in 2011, Republicans have pledged to seek 
changes to or repeal the health care law. Leg-
islative activity in the House may target pro-
visions disliked by the business community, 
although the small business tax credit is not 
likely to be among them.■
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