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F ederal income tax credits intended for the purchase of health
insurance coverage have, perhaps more than any other policy
element, repeatedly surfaced in proposals offered by both

Democrats and Republicans to address the steady increase in the num-
ber of uninsured Americans.The new system of Health Coverage Tax
Credits (HCTCs) established under the Trade Act of 2002, the United
States’ first experiment in roughly a decade with fully refundable and
advanceable federal income tax credits for health insurance, offers a
tremendous opportunity to learn whether such credits can be effective
and, if so, how they can best be structured.

In studying the progress made in implementing the Act’s provi-
sions through the end of 2003, we have noted important successes as
well as potential weaknesses that may require correction. Officials have
done a remarkable job establishing the federal and state infrastructure
for the new program, and beneficiaries in many states are offered
numerous coverage options from which to choose. On the other hand,
take-up of the tax credits has been quite limited thus far; many
HCTC health plans treat beneficiaries very differently based on their
age, gender, and prior health history; and the new program’s adminis-
trative costs may be quite high (although some such costs involve nec-
essary infrastructure development rather than ongoing operational
expenses). It bears considerable emphasis that, roughly six months after
the start of advance payment, it is far too soon to come to any conclu-
sions about the success or failure of HCTCs. Nevertheless, it is already
clear that Trade Act health coverage is likely to teach policymakers
important lessons about the viability and potential design features of
tax credits that could cover a much larger group of uninsured Americans.
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BACKGROUND
During the current presidential campaign, President
Bush and all but one of the Democratic candidates
who have issued detailed health reform plans have
proposed health insurance tax credits. However,
except for a brief and unhappy experience with
child health insurance tax credits in the early 1990s,
federal income tax credits to cover the uninsured
have existed in theory only.That changed on August
6, 2002, when President Bush signed into law the
Trade Act of 2002.The HCTCs created by this
legislation pay 65 percent of the cost of health
insurance premiums for a small group of displaced
workers and early retirees. Eligible for these HCTCs
are approximately 200,000 to 300,000 workers
(and their dependents) in two general categories:

Workers certified by the Department of Labor
as displaced by international trade, who either
receive Trade Adjustment Assistance (TAA) cash
payments or who would qualify for such pay-
ments but for their receipt of unemployment
insurance; and

Early retirees age 55 to 64 who receive pension
payments from the Pension Benefit Guaranty
Corporation, a federal corporation that assists
retirees from certain companies that no longer
pay promised pensions because of bankruptcies
or other reversals.

HCTCs may be used to purchase qualified
policies, which fall into two major categories:1

COBRA insurance, which allows former
employees to remain in health plans offered by
their previous employer. HCTCs may be used to
enroll in this coverage anywhere in the country,
without any need for state action. Under federal
law in effect for more than a decade, employers
that insure their workers and have 20 or more
employees must offer COBRA coverage to cer-
tain laid-off workers and their families.

Health plans that states make available through
arrangements with particular insurers. Such

plans cannot receive funding from Medicaid or
the State Children’s Health Insurance Program.
Based on a statutory interpretation adopted by
the Bush administration over the objections of
some key lawmakers, such plans may include
nongroup insurers for any HCTC enrollee.

Fully refundable, HCTCs are available to
workers of any income level, including those who
owe little or no federal income tax. Rather than
waiting to claim HCTCs on end-of-the-year tax
returns, beneficiaries can arrange for the advance
payment of HCTCs to their health insurers when
monthly premiums are due.

PRELIMINARY FINDINGS
This brief (and the accompanying full report)
draws on dozens of interviews with stakeholders
and policymakers, a review of relevant documents,
and a survey of health plans offered to HCTC
beneficiaries in 15 states. Our main findings are
discussed below.

Successful Infrastructure Development
Federal officials have made tremendous progress
establishing this new program. By the statutory
due date of August 1, 2003 (less than a year after
the Trade Act was signed into law), the interagency
HCTC team and its contractors had up and run-
ning a federal–state–private system for making
advance payments to insurers, relying primarily on
electronic exchange of information and payments.
No similar payment system has ever existed before.

The HCTC team has had to overcome
more than the inevitable difficulties of pulling
together an effective interagency collaboration
involving multiple cabinet level departments.The
tasks involved were novel and complex, and each
agency on the HCTC team was simultaneously
addressing other major challenges related to its
core mission.

This work resulted in accomplishments at
the state as well as the national level. By the end of
2003, state-based coverage was available in 26 states

http://www.cmwf.org/programs/insurance/dorn_tradeactfullrpt_725.pdf
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and the District of Columbia, jurisdictions that
together included three-fourths of all projected eli-
gible workers in the country (Table 1, pages 8–9).2

Not only has this program been established
faster and in a wider geographic area than many
expected, HCTC officials have often been nimble
and creative in developing effective policy. For
example, officials used grants from the Department
of Labor to pilot-test advance-payment systems in
two states before August 2003, and advance-pay-
ment mechanisms have been simplified several
times to save administrative costs and to prevent
consumer mistakes from placing coverage at risk.

Enrollment Challenges
Despite these accomplishments, relatively few eli-
gible individuals have taken up HCTCs. By the
end of December 2003, fewer than 8,400 workers
had enrolled in HCTC advance payment—3.6
percent of the 235,000 workers who were identi-
fied as potentially eligible for HCTCs and were
mailed outreach materials (Table 1, pages 8–9).
Including dependents, total enrollment reached
13,247 by the end of December.Additional house-
holds will claim HCTCs on their year-end federal
income tax forms for 2003.

It is still early in the program’s history.
Advance payment did not begin until August
2003, and enrollment will surely grow as officials
move up the learning curve and word of the new
program spreads among potential beneficiaries.
However, several obstacles are already evident that,
unless addressed, may limit future take-up of
HCTCs.The following sections briefly touch on
each obstacle in turn.

Affordability oof tthe bbeneficiary’s 335 ppercent 
premium sshare. For many displaced workers and
early retirees, even 35 percent of a health insurance
premium is more than they can afford. For workers
using advance payment of HCTCs in December
2003, their 35 percent share of the annual pre-
mium was $1,713, on average, for single coverage.
In that same year, actively employed workers made

annual premium payments of only $508, on aver-
age, for single coverage available from their
employers. HCTCs thus presuppose that many
workers will pay more for health insurance pre-
cisely when unemployment causes family income
to fall by an average of 40 percent.

Some early evidence suggests that, in fact,
many low-income workers who are potentially
eligible for HCTCs may be declining the credits.
For example, in Maryland, half of Bethlehem
Steel’s Pension Benefit Guaranty Corporation
retirees have pensions under $10,780 a year. Only
5 percent of such retirees enrolling in Maryland’s
state-based HCTC coverage have pensions below
that level.3

Timing oof aadvance ppayment. To receive
advance payment, beneficiaries must first enroll in
a qualified health plan and pay premiums in full
for one or more months until advance payment
starts. On annual tax forms, beneficiaries can claim
HCTCs to reimburse such costs. However, those
who cannot afford to front the premium payments
will remain unenrolled and uninsured.As a stopgap
measure, a number of states have ameliorated this
problem by using limited federal grant funds to
pay 65 percent of premiums until advance pay-
ment starts.

Outreach iissues. The program’s main outreach
strategy is to mail a 20-page booklet to each indi-
vidual whom the Pension Benefit Guaranty
Corporation or state workforce agencies identify as
potentially eligible. Unfortunately, the material is
detailed and complex, as is the HCTC program
itself. In some recent years, 80 percent of TAA par-
ticipants have not been high school graduates, which
suggests that these complicated materials may be
ineffective with many eligible workers.At in-per-
son outreach events, many workers have required
one-on-one sessions lasting 20 minutes or longer to
explain HCTCs. Obviously, a larger-scale program
cannot depend on such individualized instruction.

This outreach strategy also misses one of the
largest groups of HCTC-eligible individuals—
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namely, recently displaced workers who are still
receiving unemployment insurance, but who will
qualify for TAA cash payments when their unem-
ployment benefits expire. State workforce agencies
lack complete lists of such individuals, so many
never receive written information about HCTCs.
Moreover, current outreach materials do not
explain the key step required for these workers to
be considered for HCTC eligibility—namely,
applying for TAA cash benefits.

Limited aappeal oof aavailable ccoverage ooptions. It is
not yet clear what types of health coverage have
the greatest appeal to HCTC beneficiaries. Some
may not be enrolling because they find little value
in the plans offered by their states, which may have
high deductibles or other strict benefit limits as
noted below. On the other hand, some potentially
eligible individuals may be deterred from enroll-
ment because they find these state-based options
too comprehensive, hence too expensive. More
time will be needed to reach definitive conclusions
about the insurance preferences of these displaced
workers and early retirees. However, despite the
extraordinary diversity among the states in the
coverage they offer (described below), no state has
enrolled into advance payment more than 10 per-
cent of its potentially eligible workers. If limita-
tions in the types of available state-qualified
coverage were the major factor responsible for low
take-up rates to date, at least one or two states
presumably would have much higher enrollment
levels.

The Potential for High Administrative Costs
The administrative cost of advance payment is cur-
rently unstated but likely to be quite high. Such
spending could be worthwhile if it creates a sub-
sidy infrastructure that could later be expanded, at
little marginal cost, to a much larger population.
On the other hand, high administrative costs may
require careful justification if they are part of
ongoing program operation and will therefore
expand proportionately as enrollment grows.

Characteristics of Qualified Plans
This brief has already noted that potentially eligi-
ble workers may not enroll if they believe that
HCTC plans cost too much or offer too little.This
section goes beyond that take-up issue and
explores several other aspects of the qualified plans
for which HCTCs may be used.

Workers wwithout aaccess tto qqualified pplans. Some
workers who are otherwise eligible for HCTC do
not have access to COBRA because their former
employer has fewer than 20 workers, no longer
offers or did not previously provide health cover-
age, or for other reasons. In the 24 states (plus
Puerto Rico) without state-based coverage at the
end of 2003, most workers without access to
COBRA will be unable to use HCTCs to pur-
chase health insurance. Fortunately, jurisdictions
without state-qualified plans now include only one
of four HCTC-eligible workers.

Distribution oof eenrollment aand pplans. In states
offering state-qualified coverage as of December
2003, HCTC enrollment was evenly split between
COBRA plans and state-qualified coverage.At that
time, state-based plans included the following:

In 11 states, nongroup coverage with medical
underwriting that determined premiums based
on the insurer’s assessment of each individual’s
medical history;

In 13 states, high-risk pools, which, outside the
HCTC program, primarily served individuals
whose medical history made it difficult to get
comprehensive, affordable coverage in the non-
group market; and

In six states,4 community-rated plans, most of
which charged the same amount to all enrollees
in a particular area, but some of which varied
premiums by age or gender.

(For information about coverage available in each
state, see Table 1, pages 8–9.)

Consequences oof ffewer ffederal rrequirements.
Embodying a much less heavily regulated approach



11 of 15 states, even the most generous plan
excluded or severely limited at least two of the fol-
lowing benefits: maternity care, mental health care,
prescription drugs, or preventive care. (Of course,
as noted above, some HCTC beneficiaries may
prefer coverage that has relatively limited benefits
but lower premiums as a result.)

Both national data and our survey found
considerable variation in the cost to beneficiaries
of state-based coverage (Figure 1). Nationally, ben-
eficiaries’ average annual premium payments to
meet their 35 percent share varied, in November
and December 2003, from $974 for single coverage
in the lowest-price quartile of state-based plans to
$3,904 in the highest.According to our survey,
premiums varied by age in 12 of 15 states, by gen-
der in eight, by geography in seven, and by indi-
vidual health history in five. Not surprisingly,
lower-risk individuals were charged more in com-
munity-rated plans than in risk-rated plans. For
example, in plans that charged women and men
the same amounts, men (who consume less health
care, on average, than do women) were required to
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to health coverage than previously enacted pro-
grams such as Medicaid, the State Children’s
Health Insurance Program, and Medicare, the
Trade Act does not impose any minimum benefit
requirements or general premium rating rules.
Such issues are generally left to the health plans
and the states.

For a more detailed understanding of the
coverage HCTC beneficiaries receive under this
new approach, we surveyed 15 broadly representa-
tive states, which included six nongroup plans,
seven high-risk pools, and five community-rated
plans. In most states, we found significant con-
sumer choice. Of the 15 states we surveyed, nine
provided five or more state-qualified options from
which HCTC beneficiaries could choose (Table 2,
page 10).The most common variation
was a choice among deductibles, which typically
ranged between a low of $250 to $500 and a
high of $2,500 to $5,000 for a single, covered
individual.

However, many of these plans had tight ben-
efit limitations, in addition to large deductibles. In

Example of State-Based HCTC Coverage in December 2003: North Carolina

A healthy, 25-year-old man could purchase a fairly comprehensive policy with a $250 deductible by
making a 35 percent premium payment of $576 a year.

A healthy, 25-year-old woman buying that same policy would, to include routine maternity care,
have to pay $1,908 a year as her 35 percent premium share.To bring that payment down to $564 a
year, she could select a policy with a $1,000 deductible and no maternity care.

A healthy, 60-year-old man would need to make 35 percent annual premium payments of $1,080 in
order to buy a policy with a $5,000 deductible. If that man lacked continuous coverage before
enrolling, his preexisting conditions would be excluded for 12 months.

A 25-year-old man with significant prior health problems that placed him in the insurer’s highest
risk category would have to make 35 percent premium payments of $1,688 a year in order to buy a
plan with a $5,000 deductible. If that man lacked continuous coverage before enrolling, the plan
would exclude his preexisting conditions for 12 months.



pay an average of 36 percent more than they
would pay in plans with premiums that vary by
gender. On the other hand, most state-qualified
plans with risk-rated premiums charged women,
middle-aged or older workers, and (in some states)
consumers with prior health problems significantly
more than young, healthy men enrolling in identi-
cal coverage.

Regardless of premium levels, the Trade Act
requires state-based plans to meet certain con-
sumer protection requirements, including guaran-
teed issue of health coverage and no exclusion of
preexisting conditions. However, the Trade Act
guarantees these protections only to beneficiaries
with three months of continuous health coverage,
without any gap in coverage lasting 63 days or
longer. Under the Bush administration’s statutory
interpretation (which some key legislators disputed),
such continuous coverage must be in effect imme-
diately before enrolling in state-based HCTC plans.

Our survey found that most state-based
plans limit these consumer protection measures to
beneficiaries who meet this requirement for prior
continuous coverage. In seven of the 15 states we
surveyed, plans did not guarantee insurance to
HCTC beneficiaries with recent coverage gaps. In
14 of 15 states, HCTC beneficiaries with recent
coverage gaps either were denied coverage alto-

gether or could have their preexist-
ing conditions excluded. In nine
states, such exclusions could last for
12 months after coverage began.

Officials estimate that, under
the “best case scenario,” it takes five
months for a TAA beneficiary to
receive the first HCTC advance
payment following the loss of a
job. In part, this is because, when a
petition is filed with the
Department of Labor claiming that
a layoff resulted from foreign com-
petition, 60 days must pass before
laid-off workers may qualify for

TAA.Workers who cannot afford to pay full pre-
mium costs based on the hope of year-end tax
refunds may thus experience coverage gaps lasting
63 days or more, which will subject them to
denials of state-based coverage in many states and
preexisting condition exclusions in almost all states
we surveyed.

POLICY ALTERNATIVES
Following are suggested strategies that could allow
HCTCs to reach two different but complementary
goals: to help guide the design of future reforms
and to improve HCTCs’ coverage of the uninsured.

Revising HCTCs to Provide Better Information
About Coverage Expansion Strategies
For the country’s experience with HCTCs to
yield the most useful possible information, policy-
makers need to consider the following steps:

Modifying HCTC legislation to grant IRS
the flexibility to test and evaluate alternative
policies in two areas: (a) simpler and more
consumer-friendly advance payment mecha-
nisms; and (b) higher credit levels, particularly
for low-income populations; and

Modifying HCTC legislation and policy to
provide a fairer test of health insurance tax
credits by simplifying eligibility, eliminating

6 The Commonwealth Fund
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barriers to coverage, improving outreach, and
otherwise increasing take-up.

Revising HCTCs to Cover the Uninsured
More Effectively
For HCTCs to do a better job of covering the
uninsured, policymakers need to consider addi-
tional modifications to HCTC legislation:

Beneficiaries—particularly those with low
incomes—could receive HCTCs covering more
than 65 percent of premiums.

States could be given the option to provide
HCTC beneficiaries with access to health plans
that participate in the Federal Employees
Health Benefits Program.This could expand
state options and beneficiary choices, increase
access to comprehensive coverage, and facilitate
the development of simpler, more consumer-
friendly mechanisms for advance payment.

CONCLUSION
The country has just begun an experiment in
using refundable, advanceable federal income tax
credits to cover the uninsured.The Bush adminis-
tration has already surmounted a number of diffi-
cult and important hurdles. For the program to
achieve its goals, however, problems remain that
may need to be addressed.

Of course, problems are precisely what can
be expected in any new program that departs sig-
nificantly from previous policy. Even the State
Children’s Health Insurance Program, which is
now widely acclaimed as a success, had to over-
come major start-up challenges. For the HCTC
program as well it will take some time to assess the
significance of any initial stumbles.

During the past decade, tax credits have
been the method most frequently proposed, by
both major political parties, to help millions of
uninsured Americans obtain health coverage.The
basic question facing policymakers is whether
HCTCs’ shortcomings, whatever they turn out to

be, are fixable through policy redesign or are
inherent in the operation of tax credits, no matter
how they are structured. Much more experience is
needed before this question can be answered, but it
is already clear that the HCTC program may teach
significant lessons about how best to structure
health insurance tax credits if they are included in
future efforts to cover millions of uninsured
Americans.

NOTES

1 A third type of coverage used by a small proportion
of advance payment enrollees is, like COBRA, avail-
able without state action. In any state, workers who
had nongroup coverage during at least their final 30
days before separation from employment may apply
HCTCs to such coverage. Such nongroup plans were
used by 4 percent of advance payment enrollees in
December 2003.

2 In three additional states, the only form of state-qual-
ified insurance is so-called “mini-COBRA coverage.”
Functioning much like COBRA continuation cover-
age, mini-COBRA coverage must, under laws in
many states, be offered to laid-off workers by certain
firms with fewer than 20 employees. Federal officials
believe that only a very small number of HCTC
beneficiaries qualify for mini-COBRA coverage.

3 Sonya Schwartz and Adele Bruce, The Trade Act
Health Insurance Subsidy: An Update from the States,
Families USA, December 2003.

4 Only five of these plans are operational; one was not
approved as comprising qualified coverage.

http://www.familiesusa.org/site/DocServer/TAARA_Implement_Nov_2003.pdf?docID=2441
http://www.familiesusa.org/site/DocServer/TAARA_Implement_Nov_2003.pdf?docID=2441
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