Tax Credit for Small Emplovers Offering Health Insurance to Emplovees

General Overview

The health care reform law does not specifically require an employer to offer health coverage to
its employees. However, beginning January 1, 2010, small employers that provide health care
coverage to employees and that meet other requirements may be eligible for a federal income tax
credit to offset premiums they pay for certain employees. Small employers can find more
information on the tax credit at IRS.gov.

A report (dated April 5, 2010) issued by Congressional Research Service provides a description
of the small business tax credit and illustrations of the phase-out for qualifying employers’
contributions toward their workers’ health insurance premiums, based on §1421 and §10105(e) of
the Patient Protection and Affordable Care Act (PPACA, P.L. 111-148) that you may find useful.

This report can be found at http://www.ncsl.org/documents/health/SBtaxCredits.pdf.

On May 17, 2010, the Internal Revenue Service issued new guidance to make it easier for small
businesses to determine whether they are eligible for the new health care tax credit under the
Affordable Care Act and how large a credit they will receive. IRS Notice 2010-44, located on the
IRS website at IRS.gov., provides detailed guidelines, illustrated by more than a dozen examples,
to help small employers determine whether they qualify for the credit and estimate the amount of
the credit.

Frequently Asked Questions
When is the tax credit effective?

« The credit is effective January 1, 2010.
How can a small employer qualify for the credit?

< Small employers with less than the equivalent of 25 full-time employees, that pay
average annual wages below $50,000, and cover at least 50 percent of the cost of health
care coverage (based on the single rate) for their workers under a “qualifying
arrangement” are generally eligible for a tax credit.

How do small employers calculate “equivalent full time employees” and “average annual wages?”

* The law provides criteria/formulas to calculate “equivalent full time employees” and
“average annual wages” required for the tax credit. Small employers should consult with
their tax professional or legal counsel for assistance in applying these requirements in
each particular case. Small employers may wish to consult IRS Notice 2010-44 for
further information.

What is a “qualifying arrangement?”

« A qualifying arrangement is one in which the employer pays premiums for each employee
enrolled in health care coverage offered by the employer in an amount equal to a uniform
percentage (not less than 50 percent) of the total premium costs of the coverage. If an
employer pays only a portion of the premiums, only the portion paid by the employer may
be counted in calculating the credit. For purposes of the credit, any premium paid
pursuant to a salary reduction arrangement under a Section 125 cafeteria plan is not
considered as paid by the employer.


http://www.ncsl.org/documents/health/SBtaxCredits.pdf

How much is the tax credit?

e The credit is worth up to 35 percent of a small business’s premium costs in 2010. On
January 1, 2014, the credit increases to 50 percent. The size of the credit depends on the
average wages and number of employees. The full tax credit is available to small
employers with average wages below $25,000 and less than 10 full-time equivalent
workers.

Are non-profits eligible for the tax credit?

* Yes. Tax-exempt organizations are eligible for a 25 percent tax credit in 2010. In 2014,
this rate increases to 35 percent. (The credit rates are lower for non-profits to ensure that
the value of the credit is approximately equal to that provided to for-profit firms that
cannot claim a tax deduction for the amount of the credit claimed.)

How long does the tax credit last?

» The credit phases out gradually for employers with average wages between $25,000 and
$50,000 and for employers with the equivalent of between 10 and 25 full-time workers.

Are there limits on a small employer's eligible contribution to health insurance?

* Yes. To avoid an incentive to choose a high-cost plan, an employer’s eligible contribution
is limited to the average cost of health insurance in that state.

How can a small employer get more information?

» Additional information on the tax credit is available at IRS.gov.



