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Summary

The Health Coverage Tax Credit (HCTC), which pays 65 percent of health
insurance premiums for about 16,000 trade-displaced workers, early retirees
receiving payments from the Pension Benefit Guaranty Corporation, and their
families, is the country’s only use of refundable federal income tax credits to
cover the otherwise uninsured. Available in “advanceable form” paid directly to
insurers when monthly premiums are due, similar credits play a significant role
in many national health reform proposals that seek to cover large numbers of

larger group of uninsured Americans.

uninsured. For example, in the current presidential campaign, three
Democratic and three Republican candidates propose such tax credits.

HCTCs thus provide a unique opportunity to learn lessons that can shape the
design of policies intended to help large groups of uninsured. However, the
HCTC program has experienced significant problems. No more than 15
percent of eligible workers and their families participate. Moreover,
administrative costs are high, consuming roughly 34 percent of all national
spending related to HCTC advance payment.

Congressional proposals to reauthorize Trade Adjustment Assistance (TAA)
would increase the percentage of premiums covered by the credit from 65
percent to somewhere between 80 and 95 percent, depending on the bill.
Such an increase would lower the most serious barrier to participation—
namely, that most eligible workers are unable to afford their current 35 percent
premium share. However, to fully remedy the low level of HCTC participation,
proposals must also address the program’s complexity; the requirement for
workers to pay premiums in full before the credits begin in advanceable form;
and the absence of coverage options, for many workers, that are viewed as
sufficiently valuable to purchase. This paper describes these congressional
proposals and suggests additional approaches both to address HCTC’s
problems and to prevent similar difficulties with future tax credits aimed at a

Why does HCTC matter?

As explained in more detail below,
Health Coverage Tax Credits (HCTCs)
pay 65 percent of health insurance
premiums for workers displaced by
trade liberalization and certain other
people. During a typical month, HCTC
subsidizes health coverage for 16,000
households. Its success or failure
matters, not just to the workers who
depend on the program for health
coverage, but also to broader national
trade and health policy.

In terms of trade, HCTC represents the
country’s first attempt to ensure that,
when workers are displaced by trade
liberalization, they retain health
insurance. Both supporters and
opponents of trade liberalization agree
that, whether or not globalization
improves the nation’s net well-being, it
benefits some and hurts others. Along
with other Trade Adjustment Assistance
(TAA), HCTC cushions the blow
experienced by the latter.

From a health policy perspective,

federal income tax credits to subsidize
coverage for millions of uninsured
Americans figure prominently in
national health reform proposals by
both parties. The current presidential
campaign, for example, has featured tax
credit proposals from leading
candidates in both parties.!

Enacted as part of the Trade Act of 2002,
the HCTC program represents the
country’s only current use of federal
income tax credits to subsidize health
coverage for people who might
otherwise be uninsured.The only
previous use of credits to help the
uninsured involved the so-called
“Bentsen child health tax credits” in the
early 1990s, which were quickly
repealed after little utilization by low-
income families® and reports of
widespread marketing fraud by insurers.?

HCTC’s administrative infrastructure
was developed from 2002 to 2003 as
the foundation for a much larger tax
credit system.’ President Bush was then
proposing health insurance tax credits
for two additional groups: low-income
families without access to employer-
based coverage and workers laid off
due to the economic slowdown at the
time. While HCTC has achieved
important objectives, serious problems
have also emerged. Lessons learned
from this program can thus improve the
design of future tax credits serving a
much larger group of Americans.

In addition, the success or failure of
HCTC may directly affect the fate of
broader national reforms. Health
insurance tax credits are one of the few
health policy proposals that have
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The current HCTC program

In addition to the aspects mentioned
above, HCTC’s general features’
include the following:

e Eligibility. Two main groups
qualify for HCTC: displaced
workers whose job loss is
certified by the U.S. Depart-
ment of Labor (DOL) as trade-
related and who qualify for TAA
income support, which lasts for
up to two years after the end of
unemployment compensation;
and early retirees, age 55-64,
who receive payments from
the Pension Benefit Guaranty
Corporation (PBGC) because
their former employers
experienced financial hardship
and no longer pay promised
defined-benefit pensions.
Workers in disqualifying
coverage (e.g., Medicare and
employer coverage where the
firm pays at least 50 percent
of premiums) are ineligible
for HCTC.

* Refundability. The credit is
refundable. This means that it is
paid in full to eligible individuals,
whether or not they otherwise
owe federal income tax.

e Advanceability. Credits can be
claimed either at the end of the
year or in “advanceable” form,
paid directly to insurers when
monthly premiums are due.

* Qualified bealth plans. HCTC
generally® subsidizes only COBRA
coverage’ offered by former
employers and state-qualified
plans that meet the following
consumer protection
requirement: If an HCTC-eligible
worker was covered during three
of the five months preceding
enrollment in a state-qualified
plan, the insurer may not exclude
treatment of preexisting
conditions and must guarantee
issue of a policy.?

received strong bipartisan support over
the years.The challenging task of
developing consensus around reform
would grow still harder if HCTC’s
problems led policy-makers to take tax
credits off the table as a viable option
for the uninsured.

HCTC’s challenges

HCTC has numerous accomplishments
to its credit, including avoidance of the
kind of marketing fraud that plagued
the Bentsen tax credits; recruitment of
state-qualified plans in almost every
state; and successful establishment of
an unprecedented advance payment
infrastructure less than a year following
HCTC’s statutory creation. Most
important, HCTC has subsidized health
coverage for tens of thousands of
people, many of whom may have been
uninsured without the credit. However,
as one would expect with almost any
groundbreaking initiative, HCTC has
also experienced problems. Described
below are two of the most significant
problems: limited participation by
eligible workers and high
administrative costs.

Limited participation

Several months after HCTC advance
payment first began, the program’s
failure to enroll more than a small
proportion of eligible workers received
significant press attention.’

Despite outreach efforts involving the
national media, Governors’ offices and
state agencies, health plans, unions,
community groups, and federal site
visits and mailings, participation
remains a problem. However, it is not
easy to determine the precise
percentage of eligible workers who
receive HCTC. Approximately 362,000
households a year meet some of the
primary requirements for HCTC
eligibility—that is, they are either (a)
laid-off workers who qualify for TAA
because DOL has certified their
displacement as resulting from trade
liberalization; or (b) recipients of
PBGC pensions who are age 55
through 64. Based on surveys
suggesting that between 36 and 50

percent of otherwise eligible workers
receive disqualifying coverage,'
between 181,000 and 232,000 out of
these 362,000 households qualify for
HCTC. In 2006, 28,000 households
received coverage financed by HCTC,"
implying that between 12 and 15
percent of eligible households used
the credit.

It bears emphasis that these
participation estimates are
approximations. Some of the above-
described surveys are less reliable than
surveys conducted by, for example, the
Census Bureau. Moreover, surveys
showing the characteristics of workers
displaced from one industry may not
predict the characteristics of those
displaced from another. Accordingly, the
above estimates describe the general
magnitude of participation levels, rather
than precise HCTC take-up rates.

Prior research has identified the
following as the most important causes
of low HCTC participation:

» Affordability. Many in the target
group are unable to afford their 35
percent premium share. Several
surveys of workers and state officials
confirm that this is the most
important barrier to program
participation.”

» Liquidity. Beneficiaries must pay
premiums in full before the start of
advance payment. Typically, this leads
to three months of unsubsidized
premium payments, which many
displaced workers and early retirees
cannot afford. As of September 2000,
18 states used DOL grants to operate
so-called “bridge” programs that pay
65 percent of premiums while
workers wait for advance payment
to begin.' In other states, workers
pay full premiums while awaiting
advance payment but can claim
HCTCs for such payments on year-
end tax forms.

» Complex enrollment. Many
beneficiaries find the program
confusing and hard to navigate. For
example, application forms must be
filed with between three and five
public and private agencies,
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depending on individual
circumstances."”

» Limited coverage. Many
beneficiaries find state-qualified
coverage to be of little value. After
job loss, many workers experience
gaps in coverage' that permit state-
qualified plans to exclude coverage
of preexisting conditions, making
the insurance substantially less
beneficial."” Moreover, state-qualified
coverage frequently includes
nothing but high-deductible options.
Some states offer only plans that
exclude or severely limit such basic
services as prescription drugs,
mental health, maternity care, or
preventive care. Not only does an
absence of high-value coverage
reduce participation, those who
enroll may face out-of-pocket costs
and restrictions on covered benefits
that impede access to necessary
care. Conversely, a number of states
include no high-deductible plans,
which some workers may prefer.'

High administrative costs

Although they have declined
substantially over time, administrative
costs for advance payment under HCTC
remain high.As of 20006, $1 in IRS
administrative costs was required to
deliver each $5 in HCTC subsidies."”
These costs result primarily from the
many monthly transactions required for
every beneficiary. Each month, the IRS
invoices the beneficiary for his or her
35 percent share; tracks receipt of the
beneficiary’s payment; combines it with
the 65 percent HCTC; forwards the full
monthly premium payment to the
Treasury Department’s Financial
Management Service, which sends it
(along with information identifying the
beneficiary) to the insurer in time for
the plan’s regular monthly due date for
premiums; and provides the plan with
additional confirmation of the monthly
transaction.

This system was designed to recruit
health plans by making their
participation as simple and inexpensive
as possible—and the strategy worked.
By March 2006, 40 states, with 87

percent of potentially eligible
individuals, had arranged state-qualified
coverage, which included 280 plan
options. However, this participation
was achieved through the federal
government’s assumption of significant
administrative costs that otherwise
could have been borne by health plans.

Entirely apart from IRS spending, a
portion of each premium paid to a
health insurer covers the plan’s
administrative costs, which are
particularly high with non-group
coverage. Including both health plan
and IRS expenses, total administrative
costs consume approximately 34 cents
out of every federal dollar spent on
HCTC advance payment, according to
one estimate.” Because the cost of
running the program is so high relative
to the benefits being provided, using
tax credits in larger reforms would
create considerable inefficiency unless
administrative costs can be
substantially reduced.

Addressing these problems

This section of the paper describes
possible approaches to overcoming
HCTC’s problems. With Congress now
considering changes to HCTC as part of
TAA reauthorization,* the discussion
below identifies ways to build on
pending legislative proposals to make
HCTC more effective, while
highlighting strategies to avoid similar
problems with broader tax credits in
future reform proposals.

Improving participation in the
HCTC program

Affordability

Congressional proposals would make
coverage considerably more affordable,
increasing the percentage of premium
covered by HCTC from the current 65
percent to a higher amount between 80
and 95 percent, depending on the bill.
The broad consensus that tax credits
paying 65 percent of premiums are
insufficient to make coverage affordable
to displaced workers and early retirees
suggests that future tax credits must
pay more than 65 percent of premiums

for most low-income uninsured to
enroll.*

Liquidity

Congress has proposed two
mechanisms® to address workers’ need
to pay full premiums before the start of
HCTC advance payment.The first
would require that, once advance
payment begins, the IRS must refund
HCTCs covering the applicable
percentage of initial premium
payments. Unfortunately, many
displaced workers may remain unable
to “front” full premium payments while
awaiting even prompt refunds.

The second mechanism would
appropriate DOL funds that state
workforce agencies can use to provide
“bridge” coverage, subsidizing
premiums while workers wait for
advance payment to start. While it
represents a creative solution within
the confines of HCTC, the current
system of divided responsibility for
eligibility determination and payment
of premium subsidies across multiple
government agencies is inherently
awkward and inefficient. A better
remedy would eliminate the need for
workers to pay full premiums while
waiting for advance payment.

This problem’s source is that workers
cannot apply for HCTC advance
payment unless they are already
enrolled in a qualified plan.The
problem can be solved by giving
taxpayers the option to establish,
without enrolling in qualified coverage,
that they have the individual
characteristics needed for eligibility.””
After taxpayers receive such
determinations of individual eligibility,
they could enroll in coverage the IRS
certifies as qualified. They would then
pay the worker’s portion rather than
100 percent of premiums. Other health
subsidy programs where enrollees make
partial premium payments, such as
Medicare and the State Children’s
Health Insurance Program (SCHIP),
work this way; only after individual
eligibility is established do applicants
enroll in qualified coverage and pay
their share of premiums, and at no time
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must they pay full premiums. A similar
structure for determining eligibility may
be needed for future credits to avoid
serious liquidity problems and, as noted
below, to simplify enrollment.

Complex enrollment

One congressional proposal® provides
state workforce agencies with grants
that can fund individual assistance to
help workers obtain HCTCs.” A second
proposal requires federal agencies to
develop coordinated application
procedures for HCTC.* As these
proposals suggest, both individual
consumer assistance and simplified
enrollment procedures are needed to
achieve high levels of participation
with any tax credit proposal. For
example, HCTC enrollment has
substantially exceeded national average
levels when particular unions became
deeply involved providing individual
assistance.’* Even with a much simpler
program like child health coverage
through Medicaid and SCHIP, intensive
consumer assistance has greatly
increased enrollment.* Experience with
the latter programs likewise shows the
importance of procedural
simplifications,* which helped 79
percent of eligible children enroll,
according to recent data.>

With tax credits, however, the IRS’s
understandable commitment to privacy
means that, for application assistance to
be effective, policy-makers must
establish consumer-friendly procedures
through which taxpayers can grant
permission for consumer assistance
programs to access the consumer’s
otherwise-confidential information.” In
addition, people who potentially qualify
for credits need routine and convenient
opportunities to request assistance, as
happened with an IRS pilot project that
achieved unparalleled success enrolling
eligible workers into HCTC.*

Moreover, enrollment simplification
allowing workers to apply by filing one
form with a single agency might be
possible if the IRS let applicants seek
individual eligibility determinations
before enrolling in qualified coverage,
as discussed above.?” Combining
effective consumer assistance and

simpler application procedures could
increase enrollment significantly, with
both HCTC and broader tax credits.

Limited coverage

Congressional proposals would greatly
reduce the number of workers
exposed to preexisting condition
exclusions. Coverage gaps between job
loss and notice of potential HCTC
eligibility would be disregarded in
determining whether workers had
continuous coverage. So long as
workers with continuous coverage
before job loss sought to enroll in
HCTC within 63 days of receiving
notice of eligibility, preexisting
conditions could not be excluded.**
However, the other benefit limitations
described above would remain.

In addressing those limitations, policy-
makers need to decide the types of
coverage for which they want tax
credits to be used. Some policy-makers
may seek to assure access to relatively
comprehensive plans typical of
employer-sponsored insurance; others
may prefer high-deductible plans; still
others may wish to ensure that each
beneficiary has a choice between more
comprehensive and high-deductible
coverage.*” For simplicity of exposition,
the following discussion assumes that
policy-makers want each beneficiary to
have the latter choice, but the main
point is to illustrate three methods for
giving tax credit recipients access to
whatever types of coverage policy-
makers support:

» Nationally available coverage
options.Adding several plans that
are available throughout the country
(for example, national plans in the
Federal Employees Health Benefits
Program, or FEHBP) to the roster of
automatically qualified coverage
could offer both comprehensive and
high-deductible insurance to all
HCTC beneficiaries, supplementing
the plans arranged by each state.” To
protect existing FEHBP enrollees,
HCTC premiums could be based on
a distinct risk pool comprised
entirely of HCTC beneficiaries."

» State coverage requirements. Policy-

makers could require each state, as a
condition of the tax credit being
available to its residents, to arrange
at least one qualified plan in each
category. Comprehensive plans
could be defined in terms of either
particular covered benefits or
actuarial value.*

» State coverage options. Each state
could have the option of either
offering a choice between
comprehensive and high-deductible
coverage or allowing the federal
government to provide the coverage
type not arranged by the state. Faced
with similar options under other
federal laws, most states make such
arrangements themselves rather than
allow a “federal fallback” to operate.*

If policy-makers wish to avoid the
problems that have emerged under
HCTC, a broad-based health insurance
tax credit needs to take explicit
account of the type of coverage and the
range of consumer choices that policy-
makers prefer. Once coverage goals are
defined, policy-makers can provide
access to that coverage through federal
fall-back options if the requisite plan
type is not otherwise available; an
organized purchasing entity offering
insurance; or state obligations to
arrange specific types of coverage.

Reducing administrative costs

HCTC’s administrative costs involving
non-group coverage can be reduced by
limiting tax credits to plans outside the
non-group market. Moreover, a tax
credit with more enrollees could realize
economies of scale.The IRS estimates
that, if HCTC served three times as
many taxpayers, total administrative
costs would increase by only 40
percent—in other words, per capita
administrative costs would fall by more
than 50 percent. TAA reauthorization
proposals would achieve some of these
efficiencies by increasing the number
of people eligible for HCTC.*

With a new tax credit serving a much
larger population, or with a major
HCTC expansion, IRS administrative
costs could be further lowered by
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cutting the number of monthly
transactions per beneficiary. Advance
payment could be restructured so
health plans first billed beneficiaries
each month for their premium share
and then invoiced the IRS for credits
covering the remainder of premium
costs.”The IRS would engage in a
single monthly or quarterly”” transaction
to pay advance credits for all tax credit
enrollees in a given plan.”® The Centers
for Medicare & Medicaid Services
(CMS) take that approach today in

delivering monthly, low-income
premium subsidies to health plans that
provide Medicare Part D prescription
drug coverage.” To effectively use this
Medicare-type approach with tax
credits, the IRS needs to establish
mechanisms that, at the point of
enrollment, confirm to both health plan
and enrollee that the other qualifies for
credits.” In this way, a future tax credit
serving large numbers of people could
have a significantly more efficient
advance payment system.

Conclusion

Congressional proposals would make
real progress addressing some of the
most significant causes of low HCTC
participation. Additional refinements
could make those proposals even more
effective. Larger changes will be
needed, however, if broad national
reforms extend tax credits to a much
bigger group.
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coverage, so when they shift to HCTC-qualified
plans, consumer protections apply.

Congressional proposals to substantially
increase the percentage of premium covered

by HCTC would help spread health care risk
across both comprehensive and high-
deductible plans, promoting the sustainability
of each option. Large percentage subsidies in
FEHBP have prevented significant risk
segmentation. B. M. Gray, T.M. Selden, 2002,
“Adverse Selection And The Capped Premium
Subsidy In The Federal Employees Health
Benefits Program,” The Journal of Risk and
Insurance,Vol. 69, No. 2, 209-224. In broader
proposals, subsidized reinsurance and risk-
adjusted payments to plans that do not affect
premiums charged to consumers can further
lessen adverse selection and risk of
destabilization.

i Offering such nationwide qualified plans

would yield many other benefits. Such offers
would address the difficulty that workers face
in identifying which plans qualify for the
credit. Administrative costs would fall if
enrollees shifted into nationwide and out of
non-group plans, with their high administrative
costs. If numerous HCTC beneficiaries enrolled
in a small number of national plans, the IRS
could negotiate a more efficient approach to
delivering advance payment, potentially
reducing program administrative costs,
particularly if HCTC were limited to coverage
purchased through the federal plans. Federally-
arranged plans could be prohibited from
varying premiums based on age, gender, health
status, or other individual characteristics, as
with FEHBP today.

However, if a plan has few HCTC enrollees, and
some of them have major health problems,
HCTC premiums could be high. Large premium
subsidies would provide some protection, as
would limiting the number of qualifying FEHBP
plans, thus increasing the number of HCTC
members per plan. Nevertheless, especially if
healthier beneficiaries disproportionately
enroll elsewhere, affordability may remain a
problem.
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2 For example, Medicaid requires each state to

provide children with a federally-specified set
of benefits, but SCHIP requires coverage with
an actuarial value based on the state’s choice
among the FEHBP standard Blue Cross/Blue
Shield plan, state employee coverage, and the
most highly-subscribed Health Maintenance
Organization in the state. “Actuarial value” is a
measure of the global comprehensiveness of a
given package of benefits and out-of-pocket
cost-sharing rules, reflecting the expected
average claims costs of a standardized
population.
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For example, the Health Insurance Portability
and Accountability Act of 1996 (HIPAA)
requires each state to arrange individual
insurance for people with expiring COBRA
coverage. If a state does not make its own
arrangements, a “federal fallback” applies. Only
9 states and D.C. use this fallback. Kaiser Family
Foundation, “Non-Group Coverage Rules for
HIPAA Eligible Individuals, 2006,
Statebealthfacts.org, data as of December
2000.

Statement of David R. Williams, Director of
Electronic Tax Administration and Refundable
Credits, Internal Revenue Service, Testimony
Before the House Committee on Ways and
Means, June 14, 2007.

% For example, the Congressional Budget Office
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(CBO) estimates that, by extending TAA to
service-sector workers and allowing industry
wide certification of trade-related, adverse
effects, H.R. 3920 would increase the number
of TAA recipients by roughly 50 percent. CBO,
Cost Estimate: H.R. 3920, Trade and
Globalization Assistance Act of 2007, October
29,2007.

Of course, this would increase plans’
administrative costs and delay payment. While
that might create difficulties with a relatively
small program like the current HCTC, such
costs and delays need not deter policy-makers
from using this administrative structure if the
HCTC-eligible population expands significantly
or if a new credit serves a much larger group.
Health plans already accept such administrative
expenses and delays with Medicare Part D,
presumably building the resulting costs into
their premiums. If policy-makers wish to avoid
similar cost-shifts with future tax credits,
insurers could receive supplemental credits,
perhaps equaling 1 or 2 percent of premiums.
The latter approach is borrowed from COBRA,
which requires enrollees to pay 102 percent of
premiums, with the extra 2 percent covering
employers’ administrative costs.

If credits were paid quarterly, plans would
need interest payments compensating for
resulting delays.

Alternatively, CMS could adapt its current
infrastructure to administer advance payment
for IRS.

When enrollees receive low-income subsidies,
Part D plans bill them for the applicable,
reduced premium amount.At the end of the
month, CMS makes adjustments for each plan,
including payments that compensate for all
premium reductions provided to subsidized
enrollees. Kim Miegel, Technical Advisor, CMS
Division of Enrollment and Payment
Operations, “Beneficiary Premium Payment,”
Medicare Advantage and Prescription Drug
Plans Enrollment and Payment Conference,
August 30 - September 1, 2005, available at
http://www.cms.hhs.gov/MedicareMangCareSy
s/Downloads/Day1PDPEnrollmentConference.z
ip. Suggesting this mechanism’s general
effectiveness in delivering subsidies, in 2006
less than 1 percent of CMS’ total year-end
corrections to monthly payments made to Part
D plans involved low-income subsidies. CMS,
2006 Part D Payment Reconciliation,
downloaded on November 27,2007 from
http://www.cms.hhs.gov/MCRAdvPartDEnrolD
ata/Downloads/2006%20Part%20D%20Payment
%20Recon.pdf.

With this approach, it is critically important for
the tax credit statute to make clear that either
the health plan or the taxpayer can be liable to
the IRS for wrongful advance payments,
depending on the circumstances surrounding
the error. Without such a provision, taxpayers
could be subjected to significant penalties
based on health plan actions over which the
taxpayers have no control.
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