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Tax Distortions 
•  Businesses and households change or “distort” decisions 

in order to reduce taxes and/or enhance subsidies 
•  E.g., ethanol subsidies and mandates 

–  too much farmland dedicated to corn-for-ethanol 
–  too little farmland dedicated to food production 
–  inflated food prices à too many resources dedicated to 

economizing on food 
–  too many applications using ethanol: too little fuel economy, 

too much engine corrosion, etc. 
•  This doesn’t mean that tax and subsidies are wrong, 

–  but they should generate sufficient benefits to justify the tax 
distortion costs. 
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ACA Components Related to Insurance Coverage 
•  HI Marketplaces/exchanges 

–  Premium tax credits 
–  Cost-sharing subsidies 

•  Employer mandate 
•  Individual mandate 
•  Medicaid expansions 

 

Two large, distinct, 
implicit taxes 

More significant than it 
first appears 



Penalties and Subsidies 
•  Large-employer mandate 

–  offer affordable comprehensive insurance to every full-time employee, or 
–  pay the lesser of $2,000 per employee-year (all FT employees) and $3,000 

per employee-year that the employer offering is not affordable. 
–  Not deductible for business tax purposes 
–  Indexed to health insurance costs 

•  Personal income tax credits awarded so that health expenses are 
“affordable” to families 
–  health expenses include premiums and out-of-pocket 
–  credits delivered directly to insurance company, and reconciled on F1040 
–  **not available to someone offered affordable coverage by his employer, 

although pre-ACA tax exclusion continues 
–  “affordable” means limited to ACA-specified percentages of income, 

ranging from about 5 percent at 133% FPL to about 18% at 401% FPL, 
depending also on the source of insurance (employer vs. non-group 
coverage) 
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Figure 4.1. Patterns of penalties and subsidies by employment 
situation, 2016
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$563
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Employer Penalty: Look at the Entire Iceberg 

•  Applies only to full-time employees, only during the 
months that they are on the payroll 

•  Indexed to health insurance costs 
•  Unlike salaries, penalties are not deductible from 

business taxes.  Salary equivalent of $2k penalty is 
about $3k. 



Source Side Effects: The Economic Consequences of the Health Reform.  acasideeffects.com 

Expense items Salary raised
ACA penalty 2,000 0
Salaries 0 3,046
Payroll tax 0 233 7.65% rate
Business income taxes 0 -1,279 39% rate
Net result for employer expenses including taxes: $2,000 $2,000

Table 3.1  The salary equivalent of the employer penalty
A $2,000 ACA penalty costs no less than raising salaries by $3,046

Scenario:        
Penalty imposed



Employer Penalty: Look at the Entire Iceberg 

•  Applies only to full-time employees, only during the 
months that they are on the payroll 

•  Indexed to health insurance costs 
•  Unlike salaries, penalties are not deductible from 

business taxes.  Salary equivalent of $2k penalty is 
about $3k. 

•  Anticompetitive (in the labor market): small employers 
do not pay, but it is difficult for them to outcompete 
penalized employers because doing so might sacrifice 
their small-employer exemption 



number amount w/o ACA w/ ACA average
< 49 0 0 0.650 0.650 0.650

49 10 $31,630 0.033 0.094 0.063
50 10.5 $33,212 0.022 0 0.011

51+ 1 $3,163 0.296 0.256 0.276
Employee-weighted average $ amount: $2,684 $3,783 $3,233

Notes : Marginal penalties are the average of the penalties incurred from adding one employee 
and the penalties saved by subtracting one employee.  The table assumes zero part-time 
employees and ignores the "look back" for determining large-employer status.  The possible 
frequencies are employee-weighted and are for purposes of illustration.

Table 3.2.  The distribution of marginal penalty amounts among 
employees not offered coverage

Coverage year 2016.  Dollar amounts in 2014 $.

Number of 
full-time 

employees

penalties triggered by the 
marginal employee possible frequency distributions

Source Side Effects: The Economic Consequences of the Health Reform.  acasideeffects.com 



Employer Penalty: Look at the Entire Iceberg 

•  Applies only to full-time employees, only during the 
months that they are on the payroll 

•  Indexed to health insurance costs 
•  Unlike salaries, penalties are not deductible from 

business taxes.  Salary equivalent of $2k penalty is 
about $3k. 

•  Anticompetitive (in the labor market): small employers 
do not pay, but it is difficult for them to outcompete 
penalized employers because doing so might sacrifice 
their small-employer exemption 

•  Disportionately hits low-skill workers 
–  A minimum wage worker has to work 8 hours/week (!) in 

order to produce the amount that will be owed as penalty 
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Figure 1.  2014 Health Payments as a Function of Household Income
and Policy Type
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full price 
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when leaving ESI 
job, and lasts only 
as long as non-
employment does 

discounted price 
FT workers at ESI employers need not apply 
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jump onto 
scale 

workers on ESI 
avg slope = 0.24 

(avg weighted by income interval 
and population frequency)  

subsidy appears 
when leaving ESI 
job, and lasts only 
as long as non-
employment does 
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The Income-Maximization Fallacy 

•  “Any tax rate less than 100 percent doesn’t matter, 
because working for even 1 percent of pay is better 
than no pay at all” 

•  Contradicted by common sense, and decades of 
econometric research 

•  Straw man: everyone adjusts to even a one percent 
change in their tax rate 

•  In many instances, the ACA will even change the work 
habits of income-maximizers: make more by working 
less 



Testimony	  of	  Stacey	  G.	  Reece,	  
Franchise	  owner,	  Spherion	  Staf8ing	  and	  Professional	  Recruiting	  	  



Table 2.  The ACA's Implicit Tax on Full-time Work: An Example
beginning in 2014, for employers offering health insurance to full-time employees.
All dollar amounts are annualized unless noted otherwise.
Subsidies are calculated for a family of four with one earner.

full-time position part-time position
Health insurance source ESI ACA exchange

Employee costs
weekly hours worked 40 29 (1)
weekly work expense 100$                   75$                     (2)

Employer costs
hourly basis 26 26 (3)
annual 52,000 37,700 (4) = 50*(3)*(1)
employer payroll taxes 2,679 2,679 (5) = 50*[(4)-(6)-(7)]*0.0765/1.0765

Health insurance premiums
employer 11,154 0 (6) = 78% of total premium (ESI only)
employee, excluded from tax base 3,146 0 (7) = 22% of total premium (ESI only)
employee, included in tax base 0 1,304 (8) = 3.7% of (12)
ACA 0 10,806 (9) = 70% of total health expenses - (8)

out-of-pocket health expenses
employee 3,000 1,038 (10) = 17% (6%) of total ESI (exch.) expenses
ACA 0 4,152 (11) = (3/7)*[(8)+(9)]-(10)

Employee income subject to tax
total 35,021 35,021 (12) = (4) - (5) - (6) - (7)
ratio to FPL 1.45 1.45 (13) = (12)/24100
after health & work expenses, annual 27,021 28,929 (14) = (12) - (8) - (10) - 50*(2)

Notes: Both types of employees work 50 weeks per year.  The ACA exchange plan is 
assumed to be a silver plan (70% actuarial value).

Results in this table are 
not a consequence of 
employer penalties 

17,300 

coincidence 
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Figure 1a.  Antique Farm Tractor Figure 1b.  Modern Farm Tractor 

Sources: Public domain photo (1a) download from Wikipedia Commons and credited to North Bedfordshire Gazette, 
1/23/1903.  Figure 1b used with permission under the Creative Commons Attribution 3.0 unported license (
http://creativecommons.org/licenses/by/3.0/legalcode) and was cropped. 



Figure 2a.  Antique Barber Shop Figure 2b.  Modern Barber Shop 

Sources: Public domain photo (2a) download from Wikipedia Commons and credited to Richardson (Texas) Historical and 
Genealogical Society.  Figure 2b used with permission under the Creative Commons Attribution 3.0 unported license (
http://creativecommons.org/licenses/by/3.0/legalcode) and was cropped. 
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Figure 7.3a.  Sector-specific penalties create compensating differences. 
Without a wage reduction in the ESI sector, the penalty encourages employees to change sectors in the 
direction of the arrow. 
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Figure 7.3b.  Sector-specific penalties create compensating differences. 
The penalty must depress ESI-sector wages as shown below in order for the no-ESI sector to retain 
employees.  The arrow indicates that employees are willing to move in either direction. 
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Behavioral Effects: Composition 
•  The FTET’s are far from uniform across employers, 

industries and regions 
•  Lack of uniformity harms total factor productivity, as 

activity is reallocated for tax reasons rather than 
business reasons 

•  Lack of uniformity changes the composition of the 
workforce: disproportionately less work by near retirees 
and low-skill workers 



Behavioral Effects: Employment vs. Hours 
•  Millions of people will continue to work FT schedules, 

despite the new FTETs 
•  for them, the FTETs are avoided by working fewer 

weeks and longer weekly schedules 
–  E.g., longer time returning to work, layoffs earlier in the 

business cycle, early retirement 
•  i.e., is possible that FTETs increase weekly work hours 

per employee 
•  More generally, FTETs increase the dispersion of 

weekly hours in the cross-section: 
–  More hours conditional on full-time employment 
–  More 29ers and more non-employment.  Also reporting bias. 

•  The FTETs by themselves reduce weekly employment 
per person more than 2 percent 



Massachusetts is Different? 
•  HHS: “The experience in Massachusetts … 

suggest[s] that the health care law will improve 
the affordability and accessibility of health care 
without significantly affecting the labor 
market.” 
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Conclusions 
•  The ACA has two major FTETs plus a major implicit 

income tax 
•  The economic significance of the new taxes varies 

widely across worker demographics, employers, 
industries, and regions 

•  These new tax policies will have a visible and 
permanent effect on the entire economy 
–  Reduce employment and aggregate hours about 3% 
–  Reduce national income about 2% 
–  The national productivity costs alone will be about $6K per 

year per person getting insurance (on top of the costs of the 
health care itself) 



“If you like your weak 
economy, you can keep it!” 


