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Hoping the Cadillac tax will be repealed before it takes effect in 2018  
is a poor strategy. Plan sponsors should be seeking ways to lower plan costs  
and annual cost trends to avoid or delay the tax.

What if ACA 
Excise Tax Isn’t 
Repealed?

The Affordable Care Act (ACA) 40% excise tax on 
high-cost medical plans that is scheduled to go 
into effect in 2018 is an iceberg looming in the 
path of health plan sponsors, which need to start 

navigating around this obstacle to avoid a painful impact. 
Although many plan sponsors hope Congress will repeal 
this tax—also referred to as the Cadillac tax—just hoping 
the federal government will forgo billions in tax revenue 
is not enough. Plan sponsors that want to avoid having to 
pay the excise tax should start planning now.

This article provides an overview of the excise tax. It 
also suggests what plan sponsors can do in advance.

Background
The economists and policy makers who helped design 

ACA had many goals. First, they wanted to create a strat-
egy that would help insure the uninsured, spread the risk 
and the cost of covering those uninsured, and create a 
network of national insurance-purchasing markets. Sec-
ond, they wanted to limit the health care cost headwinds 
that hamper wage growth. Third, they wanted to reduce 
the federal tax revenue that is lost through the provision 
of employer-based health care benefit coverage.

It was theorized that allowing employers and em-
ployees to finance generous health care coverage on a 
pretax basis had resulted in overutilization of the health 
care system and excessive tax-free compensation that 
suppresses real wage growth and limits the disposable 
income that would fuel economic growth. As a result, 
buried in the more than 2,000 pages that became law 
in 2010 is a mechanism to address the economists’ tax-
reform objectives—the ACA excise tax.

Basic Mechanics
Beginning in 2018, any health plan subject to 

ACA must keep its annual costs below a predefined 
amount—the tax-free threshold. All annual plan costs 
above this tax-free threshold will be subject to a 40% 
tax. Plan costs generally will include qualified medi-
cal and prescription drug benefits and will be based 
on gross plan costs (total premium or covered claims 
expenditures and qualified administrative expenses) 
before employee contributions (payroll deductions 
for member premium sharing). Plan costs will include 
health flexible spending arrangement (FSA) contribu-
tions, health reimbursement arrangements (HRAs) and 
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pretax health savings account (HSA) 
contributions. Proposed guidance 
from the Internal Revenue Service 
(IRS) would include both employer 
and employee pretax contributions to 
HSAs, although many plan sponsors 
think employee pretax contributions 
should be excluded.

The final regulations have yet to be 
released, which means several techni-
cal rules, assumptions and methods 
to determine what plan costs will 
apply against the tax-free threshold 
may still change. However, the tax-
free threshold for 2018 has been set 
at $10,200 for single coverage and 
$27,500 for family coverage. Multi-
employer plans are entitled to use the 
family threshold for all participants. 
Other known adjustments—such as a 
slightly higher tax-free threshold for 
certain employees in high-risk pro-
fessions as listed in the statute (e.g., 
first responders, construction work-
ers and others) as well as for retirees 
over the age of 55 who are not eligible 
for Medicare—also need to be taken 
into consideration.

The tax generally is a plan sponsor 
obligation, although for fully insured 

plans, the insurer will be required to 
pay the tax on any plan with tax liabili-
ties (which are likely to be passed on 
to the policyholder). Each year from 
2019 on, the government will reset the 
tax-free threshold based on the broadly 
used core Consumer Price Index (CPI) 
results rather than actual medical plan 
cost inflation, which historically has 
risen three to five times more than the 
broad CPI. Thus, a plan with costs be-
low the 2018 tax-free threshold eventu-
ally will outpace the government esca-
lators in those thresholds and incur a 
new tax liability unless the plan’s cost 
trends are managed to overall CPI rates.

Comments to IRS regarding the 
excise tax noted that plan sponsors 
should be allowed to adjust for regional 
cost differences, exclude some health 
care-related expenses (e.g., the cost of 
worksite clinics and preventive care 
claims) and make other reasonable 
adjustments. Segal Consulting expects 
proposed regulations in 2016 and a fi-
nal ruling from IRS sometime in 2017.

Long-Term Implications
Ultimately, the ACA excise tax forces 

plan sponsors to perform an annual cal-

culation and report their health plan ex-
penses, which could trigger painful con-
sequences for many. Segal conducted an 
analysis of approximately 130 active em-
ployee plans from 60 clients. Our “excise 
tax forecaster” used 2014 Consolidated 
Omnibus Budget Reconciliation Act 
(COBRA) rates as a proxy for plan costs 
and modeled ten-year scenarios using 
various assumptions of annual medical 
plan cost trends. Based on an assumed 
annual plan cost trend of 8% (for medi-
cal and prescription drug benefits com-
bined) and using the published starting 
2018 tax-free threshold with CPI annual 
increases, Segal produced the results 
shown in the table.

The average estimated tax per em-
ployee for plans that hit the tax thresh-
old is projected to be $950 in 2022. As 
a result, for every 1,000 participants, 
a plan sponsor faces the possibility of 
$950,000 in additional annual expenses 
in the form of taxes paid to the federal 
government. None of this money will 
be used to pay member claims or sup-
port services for their benefit. It should 
be noted that the probability of a group 
health plan exceeding the tax-free lim-
its will be greatly influenced by the final 
regulations and possible changes im-
posed on rating methods, such as the 
ability to use area factors or composite 
rating.

In some cases, plan costs do not re-
flect overly generous benefits, just the 
reality of having workers in high-cost 
locations like New York or Los Ange-
les. Or they simply reflect a population 
that has a higher utilization of health 
care due to its employment in jobs 
where the risk of injury and illness is 
high.

The long-term implications are 
clear. The ACA excise tax forces plan 

takeaways >>
•   The excise tax would address the issues of generous health care coverage on a pretax 

basis resulting in overutilization of the health care system and excessive tax-free com-
pensation that suppresses wage growth and limits disposable income that would fuel 
economic growth.

•   The tax-free threshold for 2018 has been set at $10,200 for single coverage and $27,500 
for family coverage and is reset annually with the CPI rather than actual medical plan 
cost inflation.

•   High plan costs often reflect geographic realities rather than overly generous benefits.

•   Plan sponsors should analyze their potential tax exposure and develop options for lower-
ing plan costs and long-term cost trend rates.

•   A combination of options may be the best strategy for delaying the excise tax.
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sponsors to impose more aggressive strategies to lower 
plan costs. Whether they do this by increasing member 
cost sharing (e.g., higher deductibles, coinsurance and co-
payments), implementing lower cost provider networks, 
improving the health status of the covered population 
through wellness and preventive incentives and programs, 
or instituting some other strategies, the law should force 
health benefit spending down as a percent of gross domes-
tic product over time. This could mean a slow regression 
to less expansive coverage for many plan sponsors—a race 
to the bottom.

Plan Management Strategies
Hopefully, the government will take steps to soften the 

significant concerns with the excise tax. Perhaps legislators 
will recognize the difficulties of setting the annual tax-free 
threshold increase to core CPI and link it to plan sponsor 
medical plan cost trends instead.

But, even if nothing is done, plan sponsors can still take 
steps to avoid or delay incurring the tax while continuing 
to provide attractive medical benefits to their workforce for 
many years to come. To begin, plan sponsors should keep 
these five points in mind:

 1. Do not plan on a delay or repeal of the implementation 
of the tax.

 2. Measure the potential tax exposure now (if this has not 
already been done).

 3. Begin to generate options to lower plan costs and long-
term cost trend rates.

 4. Model the impact of expected plan, network, contract 
and accounting changes.

 5. In the case of bargaining groups that are bargaining for 
plan years that cover 2018 and beyond, negotiate pro-
tective language to address how the excise tax will be 
handled.

There are still many levers to pull to lower plan costs in a 
dynamic and efficient manner. Plan sponsors willing to em-
brace change can put into play a combination of strategies 
to cut current costs and reduce the annual cost trends. For 
example, lowering a plan’s annual plan cost trends from 8% 
to 5% can delay a plan sponsor’s potential ACA excise tax li-
ability more than ten years.

Although the best solution will differ for each plan spon-
sor, it may well be based on a combination of the following 
options:

•	 Plan	redesign. Redesigning copays so members pay 
less for lower cost settings and services (e.g., primary 
care visits, clinics, generic drugs, telemedicine con-
sultations and outpatient imaging facilities) and 
more for higher cost settings and services (e.g., emer-
gency rooms) will help lower costs and trends with-
out applying across-the-board cuts. Deductibles for 
inpatient admissions, copays for each elective surgery 
and higher copays for emergency room visits can re-
duce the amount of avoidable services and visits to 
high-cost settings. Plans that impose percentage co-
pays instead of fixed copays for brand-name drugs 
tend to have lower longer term trends because mem-
bers become better consumers of their pharmacy 
benefits and choose more generics. Even the idea of 
establishing a high-deductible plan with a personal-
ized tax-free HSA that the plan sponsor partially 
funds to cover a portion of the high deductible has 
merit and is being adopted by a growing number of 
plan sponsors. Plan redesign may be the most effec-
tive way to lower a plan’s baseline costs and its long-
term cost trend rates while more effectively rationing 
member coverage.

•	 Contract	with	lower	cost	provider	networks. Some 
plans are looking to trade some provider choice for 
lower prices or better discounts. Contracting with nar-
row network providers with value-based provider re-
imbursement provisions (e.g., shared savings, bundled 
payments and capitations) has reemerged as a way to 
transition away from a highly inflationary fee-for-ser-
vice environment. This tactic also should include the 
addition and promotion of telehealth services and re-
tail primary care clinics.

•	 Comprehensive	medical-management	 tactics. 
Plans should focus on adding programs that address 

TABLE
Excise Tax Forecaster—Percent of All  
Active Employee Plans With ACA Tax Liability
Plan Year Beginning Percent of Plans
 2018 31%
 2022 46%
 2027 70%

Source: Segal Consulting.
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proven areas of waste. For example, a high-touch 
hospital discharge followup service can dramatically 
reduce readmission rates for many high-cost pa-
tients. Greater use of step-therapy rules for back sur-
gery, weight-loss surgery, complex imaging proce-
dures and several other elective procedures can 
reduce the cost of treatment substantially. Better 
methods to manage patients with chronic diseases 
can reduce the progression of the disease that can 
lead to costly complications. Expert and independent 
patient advocate services have also become popular 
and show promise for helping patients get the right 
care the first time. Greater use of prior authorization 
requirements on pharmacy benefits for compound 
medications, pain-management treatments and sleep 
agents can yield substantial savings without compro-
mising the ability of members with real needs to get 
their proper therapies.

•	 Reference-based	pricing	strategies. Plans can use 
these strategies to help limit excessive provider outlier 
payments and costs. They are proven to save 20% or 
more for the targeted procedures without compromis-
ing access to quality providers.

•	 Aggressive	vendor	contracting. Plans can signifi-
cantly reduce administrative costs, intermediary ven-
dor costs and other add-on costs that may increase the 
cost of coverage and lead to ACA excise tax liabilities. 
It is important to demand more vendor transparency, 
eliminate administrative fees for supplemental services 
that do not provide value and use the market to 
squeeze out the excess margins that can be found in 
older vendor contracts. Segal plan sponsors that are 
self-insured have a median administrative expense 
load that is approximately 6% to 7% of total medical 
plan costs. For some very large clients, that adminis-
trative load is less than 3% of total medical plan costs. 
A low administrative expense means more plan dollars 
can be spent on better member coverage.

Conclusion
In many ways, ACA is a law with contrasting objectives. 

On one hand, it seeks to cover everyone, provide 100% cov-
erage for many preventive services, eliminate preexisting 
condition exclusions and offer other costly provisions. But, 
if the coverage is too good, the excise tax will soon tax “ex-

cess” plan costs and result in higher consumer cost sharing 
or greater amounts of member “self-insurance.”

Assuming the ACA excise tax is not repealed, plan spon-
sors will face new challenges and a greater urgency to lower 
plan costs and annual cost trends. However, plan sponsors 
that are proactive and willing to make the changes that are 
discussed in this article will be able to avoid the excise tax 
iceberg for many years. 

learn more >>
Education
ACA university
The Foundation’s virtual online environment for members.
Visit www.ifebp.org/acau for more information.
Health Care Management Conference
April 11-13, 2016, Phoenix, Arizona
Visit www.ifebp.org/healthcare for more information.

From the Bookstore
Health Care Reform Quickfinder Handbook, 2015 Edition
Thomson Reuters. 2014.
Visit www.ifebp.org/books.asp?9041 for more details.
Employer’s Guide to Health Care Reform, 2016 Edition
Brian M. Pinheiro, Jean C. Hemphill, Jonathan M. Calpas 
and kurt R. Anderson. Wolters kluwer. 2016.
Visit www.ifebp.org/books.asp?9064 for more details.
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