
1 

o 	 Standard benefit package =HSA-8% 

o 	 No mandate until January 1, 1999 

o 	 As of January 1, 1997, implement insurance reforms and standard benefit package 
rules. Subsidies available to employers according to retreat model 3 (3.5%-7.9%) for 
50% share of standard benefit. 

o 	 As of January 1, 1997 provide subsidies to households according to HSA-like 
worker/non-worker schedules, based upon 50% share. 

o 	 As of January 1, 1999, implement 50% employer mandate on firms of >= 20 workers. 
Those below 20 workers have no mandate, but must pay a 1 % of payroll assessment if 
they do not provide 50% coverage to their workers. . 

o 	 Community rating for those at or below 500 workers; experience rating above 500 
workers. No opt-in to community rate, and 1% assessment on those over 500. 

o 	 As of January 1, 1999, implement a Bradley-esque high cost plan assessment. The 
target will be set at HSA target plus 1 % in each year (lagged to begin in 1997). 
Assessment will be on those plans bidding above the target in the community rating 
pool. Assessment will be on those bidding above target, taking into account the 
relative risk in the experience rated groups below 1000 workers. 
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" A,MODEL WITH' GREATER STATE ACCOUNTABIUITIRESPONSIBILITY 

• In the HSA (and most <,)ther bills), a federal framework for health care financi~g and 
deliveiyisestablished, with the option for~states to alter this framework if they so choose (the 
'single payer' options). A model with greater state accountaQility and responsibility would 
reverse this approach, and allow states greater flexibility in designing ~a framework for health 

. care fimincing and delivery, while giving them access loa federal 'back-up' framework if 
they so choose. Under such a model, states could be given three generic options: 

OPTION I: Db nothing --:that is, do not act to provide universal coverage. However,' 
as discussed below, states would be given strong financial incentives to avoid this . . \" .option. .... 

OPTION II: Within broad parameters, adopt tqeir own finanCing and delivery hIles .. 
Under this option, states would reteive a block grant equal in size to the subsidies 
th~y would hav~ received under the HSA. . 

OPTION III; Adopt the health care finandng and delivery rules specified in the HSA 
(e.g., emplQyer/employee mandates, specified levels of financial protections I for I 

workers and non-,.workers, premium caps) and be guaranteed that the federal - . 
_governm~nt will pay for subsidies. .' . 

Note: ,Without thi$ option, sUite opposition to the proposal would be extremely 
strong - - i.e., states need an option for universal coverage that does not put· 
them at financial 'risk. 

'~~.~ 
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, OPTION I: STATE DOES NOT ENACf UNIVERSAL COVERAGE 

• States co~ld 'cho~se not to' enact uni~ersal ~verage, .but finan~ial inducements to 
the states to' accept the block grant offer would be strong: , ' "

, . ,'. \,. { 

• The'federal govern.rnent would increase the tobacco tax, eliniinate federal, 
DSH funding; cap federal contributions to acute care Medicaid, and enact 
Medicare savings nationwide. If. a state does not act to enact universal' , 
Coverage, it loses its share of the revenues generated by these measures; Like 
the Medicaid program' in 1965; the federal government 'makes states an offer 
they are unlikely to refuse. ' " ' 

As an alternative, this option might only be offe~ed until some ,date 
(e.g., 2000).' After tl,lat t!ate, addtional financial levers might be Used tQ ' 

, encourage states to adopt reform. 

OPTION II: STATE DESIGNS FINANCING AND DELIVERY RULES AND ACCePTS 
BLOCK GRANT FUNDING 

• The federal gove~ment gives a block grant to ~ach state if the state operates a 
'certified" system.1 

' 

, , 

• , In order to receive this, block grant, a state must file a state plan which 
demonstrates: 

• AU residents of the state are covered by health insurance providing a 
federally specified package of benefits; 

• All residents, and particularly those' from disadvantaged groups,' receive 
, quality, health care; and 

, , , 

• The state provides federally specified encounter-l~velinformation on health 
care utilization. 

• Within these parameters, states have broad flexibility to determine: 

• How, to raise money (e.g., employer/employee mandates, income tax 
financing, sales tax financing); , 

1 The size of the block gra~t would 'obviously be a hotly cont~sted iss~e. As a starting 
point, ,assume that the block grant would be equal to the net federal subsidy if all of the 
provisions of the HSA were in place. That is, the level of block grant is determIned by the 

, number of employers and employees in the state eligible for subsidies under. HSA subsidy 
rules (or some alternative subsidy rule), by the level of the premium target in each state, and 
,hy,the state's required maintenance of effort for Medicaid recipients. ' 

, " 



• How to, spend money (e.g., mamiged competition'with competing health ' 
plans; state-11m analogue to Medicare Part C; direct budgeting of hospitalsj; 

OPEN ISSUE IN OPTION' If· 

• Federal tax treatment of ,he~lth insurance: if cutrent tax treatment of employer" 
provided insurance ~s maintained, then tax expenditure, is left exposed if states do not' 
contrQI costs. Further,' if status quo is maihtained, then states that want t9 shift from 
employer bas~d financing to'some othersyst~m (e.g., income tax or sales taX), would 

"l?e discouraged :from doing so? " ' " ' ' 
Alternative: The block grant could be adjusted to reflect the effects of changes 
in federal tax expenditures. For example,' if a state chose to finance ,health 
care, through a state income tax or sales tax, resulting in an increase in, taxable' 
wages and federal tax revenue, the state block grant should be increased. 

; . '-' ,"',. . 

Conv,ersely, if a state allows health care expenditUres to rise faster than the 
'rates of increase in t~e HSA and thefederal government loses tax rev,enue,'the 
block grant ,could be offsc:;t. 

OPTION III: STATES ADOPT FEDERAL RULES AND AVOID FINANCIAL RISK 

• Similar to the main scenario in the HSA 'and its alternatives, states could accept a 
federally defined system for employer/~~ployee: payment requirements; subsidy' ' 

, determination, health plan payments (induding premium caps), and the, federal 
government would guarantee the availability of revenues for .subsidies. 

,\ 

, ' 

, 2 One option would adjust .the biock grant for changes in federal tax expenditureS .. For 
! 

. example, if a state chose to finance,health care through astate inc()me tax or sales tax" ' 
resulting in an increase in taxable' wages and federal tax revenue, the state block grant should

. , ,be increased. Conversely, if a st;'ite allows expenditures to rise faster than the rates' of 
increase in the HSA and the federal government loses tax revenue, the. block grant could be 
offset. " . 

/ 



ADVANTAGES ,AND' DISADV ANrAGES OF STATE 

ACCOUNTABILITYIRESPONSIBiLTY APPROACH 


ADVANTAGES ., 

• Allows Co~gr~~s to pass a law that makes uni'l.rersal coverage possible without 
imposing employer mandates or premium. Caps.' 

• Unites administrative' and fiscal responsibility at the state level (option 2) rather 
than giving fiscal responsibility to the federal: governp1ent while asking states'to 
admillister the system. '., . .' '"' , . ' ',;, ' 

, 	 ( 

• Allows maximu~, flexibility to tailor state systems --including financing --to 
state circumstances., ' 

• Provides incentives for states'to implement cost containinent, and niore flexibility to " 
,states in devising methods to do so. 

• To the extent tpat some stat~s are slow to impl~ment universal coverage, creates' 
short term budget savings for the' federal government. '., " " 

DISADVANTAGES 

• Unclear whdhc.:r any major 'constituency groupswo~ld fa~o~ this proposal over the 
HSA or its cousins. ' . , 

• If states can choose option' 1-- do nothing --: dqes notguarantc::e universal 
coverage. 

'.'Oegree of financial protection for low income persons may vary across state~.3 
, 	 , ' 

.• P,recipitates ongoing state v. state and state' v. federal disput~s over initial premium 
targe~s, maintenance of effort 'pay~ents, and allowable rates of growth. \ 

.' Unless the ERISA pre-emption is maintained, large multi-state employers will ge' 
subject to different rules in many states and,are likelY'~9 be strongly opposed. If parts 

, of the.ERISA pre-emption are maintained, states must, at a minimum, be able to 
require large employers to provide insurance (;lnd must be able to ,equalize payments 

. , across community rated andself"':'insured pools (i.e., must be able to assess large 
'. 	 ! 

3 That. is, some states ~ay adopt inoreregressive financing systems 'than other states. , 
'. 	 Although the federal government could, in theory, require.a minimum'level of financial 


protection for individuals for their health insurance payments, unless the federal government 

approved e:very aspect o~ the state tax structure, it could not in practice provide equal 

financial protection to low income persons across states. 


I " I , 	 " 



r 
.. 

employers). , 

• The maximum' flexibility option (block grants) leaves states financially ~t risk, and 
> worried that the federal government witll,increasebenefits and/or cut. ba~k further on 
the rate of growth of the block grant. ' At a minimum, the legislation should require . 
that if the federalgovemment increases the guaranteed benefits package in ,the future, 
it must be required to Incre,ase the subsidy payments as well. A National Health 

, Board would be required to prQ,vide an iridependent as~essmenf of whether' ~ubsi~ies" 
are adequately adjusted for benefit changes. Additional protections for states should 
be co~sidered: for example, the ability to increase the deductible for upper income 
perSons. Stroriger protections, but ones that come, at some '.federal cost, might: 

. . \ . 

. • Tie the rate of growth of federal subsidy payments to the per capita rate of 
gro~h/ofMedicare expenditures.4 This would provide s()rne protection to 
state budgets agaifl:st arbitrary cutbacks in subsidies. (if the federal government 
is willing to take the heat from provi4ers and constrain Medicare expe,nditure 
growth, then. states should be willing to so so\also). 

, . . '. . \ 

. •.Have the federal gov~rmnent. share the risk of overruns with the states~ If 
most· states are over their I premium target,. then one might assume, that the 
targets are too low and the federal share of the. overrun .might be relatively 
larg~. if only a few states are over the target, then one might assume that the 

,states did a poorl job of managing expenditures, and the federal share might be 
relatively iow. ' 

, . 
4 The' Medicare :rate of growth shou~d b~ adjusted for benefi't changes (e.g." the· addition 

of prescriptiori drugs). Also, to m~ke this budget neutral with' respect- to 'the HSA, the rate of 
subsidy increase might be specified as Medicare per capita minus X percent' -- with the 
justification that,with the advance of medical technology a greater percentage ,of expenditures 
should g~ the' elderly. , 
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DRAFT July 7, 1994 

AI:rERNATIVE STRUCTURE FOR. mCH COST PLAN ASSESSMENT 

• 	 lit general, health plans whose premium for the standard 'benefit package exceeds an 
annual target would pay an assessment. 

• 	 For community-rated plans. the target would be the projected average premium 
(or some percentage above the average premium) of community-rated health plans 
in an area. Alternatively, the target (and its rate ofitLCrease) colJd be established 
through a formula set in statute (similar to the HSA). Health plans whose 
premium exceeds the average premium in an area would pay the assessment. 

• 	 For experience-rated plans, the target would be the projected average annual rate 
of incres.seofhcalth plans in an area. Alternatively, t},e target rate oj marease 
could be specifically e ...tablished in legislation (similar to the HSA). Health plans 
whose premiums in an area increased faster than the target rate of increase (based 
on a rolling average of :increases over severel years) wo~ld pay the assessment. 

• Separate nationwide targets would be established for community-rated plans. 
AlternativelYI there could be no natiollal targets. 

• . 	 The nationwide target for community-rated plans would be the projected average 
premium of community-rated health plans nationally. The target. would be 
adjusted for cost-of-living and demographic characteristics across comIIiumty
rating areas. 

• 	 Community-rated plans whose premiums Were below the nationwide targets 
(regardless of the area target) would not be assessed). 

• 	 The area targets would be based on projections of the average premium and averoge 
annual premium increase in the eacb area. The nationwide targets would be based on 
national projections of premiums and annual premium increases. The projections would 
be made annually by the Secretaries of Treasury and HHS, pursuant to regulations. 
Alternativ~ly, the target formula and target rate of increase could be specifi2.d in statute, 
as in the HSA. 

• 	 . The targets and assessments would apply only to premiums for the standard benefit 
paCkage. Experience-rated plans (including self-funded plans) would be required to 
establish separate premiums (or premium equivalents) for the standard benefits. 
Regulations would specify how the separate premiums would .be calculated fur 
experience-rated plans. 

•. 	 Targets wOllld need to be adjusted for dcmogIaphicscharacteristics of plan 
emollees.FoI experience-rated planst the adjustment would be based on change 
in enrollee characteristics between rating periods. 

1 
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• 	 The assessment would be made on the arllount of premium that exceeded the target. The 
level of assessment would be specified in statute. 

• 	 For experience-rated plans, the assessment would be based on the rolling average 
of premium increases over a specified period of years. The period would vary 
with the number of covered lives (smaller plans would be averaged over a longer 
perlod of years). 

2 
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STATE FLEXIBILITY OPTION 


GOAL:. Maximize flexibility for states iIi both financing and 
" delivery of ,health care. ,Under this approach -states cOtlld 
either: "adopt a ,federal reform plan, as in'the HSA or Kennedy' 
legislation; or 'design their ,own,syste'm of financing and 

,delivery. ' 

, 	 , 

STARTING DATE: 	 Under either option states would be eligiQle to, 
enter the 'new sY,stem as of ..... , States would 
have 1;:0 choose Option 1 or2 within two years of 
that date.' (I. e., states could delay entry for' 
two yeats, but wpuld receiVe no federal subsidies 

, ,. 'I 

I during ,that time). 

'ERISA 'PREEMPTION: 	 Under both options it is assumed, that 
requirements for employers of over 'a' 
specifi~d number of full,...time employees (e-. g. 
500) would':be dete;rmiried and ,enforceq by the 
federal government. 

OPTION ONE: THE FEDERAL TEMPLATE' 

Similar'to the HSA or the Kennedy bill, states wOl,lld adopt 
the 'reform scheme outlined in federql legislation.' The federal 
,templat~ would define, among other things: employer/employee, 
requirements to contribute, subsidy :rules,' cost containment, 
provisions, ins,urance, reforms, etc.. ' 

• Under this' ~pproa6h th~ federal government is 
responsible for subsidy payments ,to employers and 

, fa.inilies. 

,'(:.\.:OPTION TWO:" STATE FLEXIBILITY 

Federal 'government provides funding to state,s w\hen~ they' 
enact an approved program. Amount of federal fundin~is ' " . 

, equivalent .to ,what state would receive uI1der the subsi~dy formula 
, in.. the federal template approach. 1 

, ", ' "', ", 

• To receive federal funds,states must:'enact a pian in 

1 Size of the federal grant could be a controversial iss,ue,. 
As a starting point assume it 'would ,be equal to the net federal 
subsidy "if all the provisions if the Kennedy bill were in plc;lce.' 
That is, ,the ,level of the block grant' is determined by the number 
o~ empldyers ~nd emplo~ees, in the state eligible for subsidies, 
under'the Kennedy rules, by the level of the premium targ~t in 

, 	 each state ,and by .the state's ,required maintenance of effort, for 
Medicaid recipients. ' ' . 



which: 

All legal residents are covered by" ins'urance 
providing federally defined benefits'. ' 

There are, Bssuiances that all, especially, , 
vuln~rable populations, will receive quality care. 

, 	 . , 

Required paymentsfrbmfamilies are affordable. 
(Some ll~xibility must be)allowedhere, as states 

,may 'chose a variety of financing mechanisms.:..-e.g. 
sales,tax-- . in which capping family payments 
might be impossible)~ 

Insura.nce is p'ortable. 
J : ' 

'States collect ,quality and other .data as required 
,by fed~ral law. 

• . OS!tates ' would have broad flexibil~ty to determine: 

_... 	 How to rais~funds' (e. g .' employ~r / employee payment . 
requirements, tax-based financing)~ . 

How to spend !!loney (e.g. I!lariaged competition, 
di'rectbudgeting of hospitals, rate-regulation, 
Medicare Part C-typeprogram, etc.).

'. . ' 	 " '. 

How to structure a delivery system (e.g., . employer 
v. employee choice of plans, '., cr~ation of 
alliances, etc.). 

, . 
• 	 ' The state would be responsible for payment of', promised 

subsidies. , ; 

• 	 'To 'offer some guarantees to states, . federal legislation 
would guarantee that should the benefits package be 
increased, ,federa.l subsidy payments woald be increas'ed 
as well. Levels.of subsidy payments would also have to 

.be/guaranteed. 2 

.... ", 

2, Some 'means by which s,uch g,uarantees could be :offered 
wbuld include: Requiretha.t, the National Board provide' an 
independent assessment of whether subsidies have.been adequately, 
adjuEited for. benefits changes;. tie the r,q.te of growth of subsidy 
payments to ,the per capita rate Of. growth of Medicare 
expenditures (i'.e.,' make the federal government live with the' 
same rates of growth it'. is mandating on 'states); have the federal 
share the ri:sk ·of overruns withthe states, especially whEm 
sizable' numbers of states all fail 'to meet targets... 

( 

.' 
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"SOME OPEN QUESTIONS/6~TIONS RELATING TO OPTION'TWO 

Federal tax treatment of insurance:' 

~ 	 If curient tax tr~~t~ent :of employer provided in~urance 
is mairitained then the f~deral tax expenditure is ,I I 

• exposed by stat~ ~r6grams that, fail tb contain,costs~ " 
Additionally, i:£: the c;:urrent tax .preference is' ' 
m~intainedit will diacour~ge states from ~dopting 
othei fu~ding ~echanis~s'(e.g. sales tax) ~s state~ 
would'riot want their employers to lose the tax 
advanta~es of the present system. ' 

.Therefore~ the fede~al'grant to, a 'state cQuldbe 
adjusted to reflect the savings to the federal 
go~~rn~ent should a state adopt a financing mechanism 
that' reduces federal' tax expen,ditures and/0r increases 

'federal revenues from other sources (e.g., higher, 
. income taxes). 'Conversely, the grant could be reduced 
if a state allows h~alth care expenditures to rise ' 
faster than federal rules allow, causing higher tax 
expenditures by the federal government. 

ERISA PREEMPTION'ISSUES . 	 ' 

'Ma*imum state flexibility can be,in conflict with th~ ERISA 
preemption.' The smaller the threshold number for employers 
gove'rned by :federal rules, the greater thi's qonfli9,t is likely to 
be. (I.e., e~empting employers of over 5000 may still leave i, 

stat~s with, conside~able flexibility. Exempt~ng employers, of 
over 100 emplOyees may render state flexibility a less viable 
option) . 

The federal legislation wo~ld ,need to determine if: 

• 	 There were 'any ,circumstances under which,a state'could 
impose 'requirements on employers of over the threshold" 
number (e.g~, cOuld a state enact a single payer 
system, inch,iding the large employers? ) ~ 

• 	 Employers above the threshold size would be 'eligible 
for s~bsidies and hbw tho~e ~ubsidi~s would ~e 
financed.' (Presumably,'~i~ectly by the'federal 
govern~ent). 	 ' , 

• 	 Employers bver the threshold size would be eligible to 
opt into the state'r~nsystem, and under what'~ules~, 

• 	 Whether or not employer~ mTer the thre~hold size cOuld 
be assessed (by the federal government or states) to 

"equalize paymentsacrops state run and~ederally , 
'regul~ted pools. ' ' 

\, ' 



ADVANTAGES AND DISADVANTAGES, 

OF THE STATE FLEXIBILITY APPROACH 


ADVANTAGES 

I. ,'. 	 Allows Congress to pass a law that makes universal 

,coverage ~ossible wi~hout, imposing a mandate or premium 
caps. 

,. Qffers states the optio~ to unite, administrative and 
fiscal respOnsibility rath~r,than givirig fiscal 
r~sponsibility to·the federal , government, administrative' 
responsibility to the states. 

•! 	 Al16ws maximumflexib~lity:to tailor state systems 
./ ' 

including flnancing-- .to state ci~cumstances . 

• 	 Provides incentives for states to implement cost , 
containment, and, more flexibi,lity, to states in devising 
methods' to do so. 

• 	 ,To the extent that some states ar~ slow to implement 
universal coverage, creat.es short· term budget, i?avin'gs 
for the federal government.' 

DISADVANTAGES 

• 	 It,,{~ unclear'whether anymajorconstit~enc~ group 
would favor this 'approach over the HSA or its cousins. 
This may be result, in part, because increased stat~ 
fle~ibflityleaves'greater uncertainty as to what the 
'-final proposal will look like .' , ' 

J 	 ' \ •• 

• 	 The degree of'financial protection for low income 
person~_ may vary across'. states. 3 

) .' 

• 	 Preci~itateg ongoing state~. state ,and state v. 
federal disputes over initial premium targets, 
maintenanc~ of ~ffort~payments, and allowable rates of 
growth~ 	 . , 

• 	 Unless states ~re allow~d to enadt sirigle pay~r ~ystems 
including large employers.single payer advocates would' 
v,iewthis proposal as a big step backwards from the " 
HSA. 

'\ 

3 somestat~::;::;t relatively regressive financing
s~stems. Thi~~~bilitTcoUld be minimized by a requirement, 
th~t tIle federal government approve state financing a:rrangeme~ts. 
But, in practice" that might requ'ire the federal government ,to 

undertake. comprehensive reviews of the impact of various state 
. I' 	 ' tax systems., .. 

\..." 
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Attachment 2 


Issues 


Self-Insurance 

MEWAs 

Solvency/Guaranty Fund 

Remedies 

Worker Protections 

De~inition of Employee 

.Early Retirees 

Worker Training 

Subsidy Administration 

Role of States/ERISA Preemption 

Workers Compensation 

Small Business Carve Out 

ERISA Technical Provisions Adequate Fiduciary
Controls 
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FROM: Leslie B. Samuels l1'3< rr~ 
"~;I)? 
"-" 

SUBJECT: Definition of "Employee" Under the Health Security'~ct tv 
C> 

Under the Health Security Act (Act) as introduced, the Secretary of the Treasury 
would be authorized to promulgate regulations setting forth rules for determining whether an 
individual is an "employee" for employment tax, income tax, and, derivatively, health care 
purposes; and the Secretary of Labor would be responsible· for enforcement of compliance 

. with the health care requirements of the Act (such as payment of premiums). The purpose of 
this memorandum is to describe briefly our expectation regarding the scope of the 
Department of Labor's (DOL) participation in the development and implementation of the 
regulations. 

Our expectations at this time are based on the Act.as currently proposed. Thus, this 

discussion assumes that the Act will authorize (i) the Treasury Department to promulgate the 

regulations and (ii) DOL to enforce compliance with the health care requirements under the 

Act. If either of those aspects are altered substantially, we will have to consider the 

appropriate role of DOL based on the revised provisions.. . 


. , 

Regarding the legislation itself, we believe, as I mentioned to you at our last meeting, 
that it would be counter-productive politically for DOL to have any formal or visible 
participation in the development of the tax provisions, and in particular the worker 
classification provisions .. Our principal point regarding why it is reasonable to grant 
Treasury regulatory authority is that we do not expect that the regulations would result in 
substantial reclassification of workers relative to their proper classification under. current law. 
We are very concerned that any visible participation by DOL in the enactment of the 
regulatory authority provision may be construed by opponents of the provision as evidence of 
an intent to reclassify independent contractors under current law as employees. We will, 

. however, keep you apprised of legislative. developments. 

Ifthe regulatory authority provision is enacted, we would·expect the DOL to be 
involved in the development of the regulations to the same extent as with any other tax 
regulation that has significant ramific.ations for programs under the jurisdIction of DOL. 
Thus, we would expect that DOL, as an agency with considerable expertise and interest in 
the area of treatment of workers, would be consulted as proposed and finafregulations are 
developed·and promulgated. Again, however, we believe it would be counter:"productive for 
DOL to have a more formal role than would be the case with other regulation projects of a 
similar nature, because that may be perceived as an indication that the regulations will 
attempt to recast independent contractors as employees. 
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Please feel free to contact me or my staff if you would like to discuss this matter 
further. . 



Attachment, A 

Pension and Welfare Benefits Administration U.S. Department of labor 
Washington, [)C 20210 

,MEMORANDUM FOR 	 ROBERTB. REICH 
Secretary of Labor 

FROM: 	 OLENABERG(JV~/~,,--
Assistant Sec t 
Pension and Benefits 'Administrati~n 

Assistant sa~etary 
',GERI D. PALA 

Office,6f Con ssi6nal and 
Intergover ental Affairs 

, SUBJECT: 	 Legal and Policy Issues Relating to the Definition 
of Employee Under the Health Security Act 

l,' • 

" 
The purpose of this memorandum is to apprise you of controversial 
issues raised by the definition of the term "employee'" in the 
Health secuiityAct. We believe it is important for you to focus, 
on this issue for s'everal reasons. First, the' classifi'cation' of 
an individual as an "employee" rather than as. an independent 

·contractor af~ects the 'individual and ,the empl'oyer'srights ,and 
responsibilities under many different labor and tax laws~
Second, under the Act,this classification will determine whether 
an employer must pay.,the 80 percent share of the health care' 
premium or whether the.individual as'an uindependent contract,or" 
is responsible for the entire' premium and may now be eligible for 
government subsidies. ' 

As you may be awa~e, Congressman Pat Williams of the House 
. Education and Labor Subcominitt~e recently sent you a letter 

expressing. his concern over· the fact' that., in the 
Administration's.health reform legislation, it is the Treasury 
Department, and "not the Labor Department; that has regulatory 
authority over the definition of, "emp~oy,ee. ul " Other 
Congressional committees appear interested in .the policy 
implications under labor law involved in the classif,ication of 
individuals in ,the .workplace, as well as, the jurisdictional 
issues •. The cqmmittees point out that". generally i where the 

.Department has, authority to enforce'a statl,lte, it also has 

. It. is important to'note at' the outset that representatives 
. from DOL were not present at an Administration meeting where the 
decision was made to utilize the Social,Security'definitions 

,~ .. .found in 'the Tax Code. 
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regulatory authority over key definitions. As for now, DOL has 
,the responsibility to enforce the employer mandate under HSA. 

This issue also has been a major longstanding sUbstantive 'issue 
for interest groups such as unions'who are more 'likely to be 
interested in how the classification of .an individual as an 
"employee" under·the Act might affect their ability to organize. 
Generally, unions are limited to organizing "employees ll and may 

'not organize "independent contractors..." It is our understanding 
that the unions do not have a preference for whether it is the 
Treasury.Department or the Labor Department with regulatory 
authority. 

The following ,is a general explanation of how.the term "employee" 
is defined in. the Act for purposes of health care' coverage. In 
addition, we have attempted to explain some of the history behind 
this issue and some of the policy consequences should the 
language remain unchanged. We have also made some 

. recommendations about the regulatory authority the Department may 
wish to have concerning this issue. . 

The Health security Act 

The Act defines the term . "employee" through incorpor'ation by 

reference of the definition of employee under § 3121 (d) of the 

Internal Revenue Code· (the "Code"). This is the section that 

defines "employee" for purposes of collecting Social Security taxes 

(i.e., FICA tax). 


The Code's definition of employee was" selected for classifying 

workers under the Act for two primary reasons. First, it embraces 

the vast majority of workers who are not independent contractors. 

This. would include workers ranging· from domestic workers to 

corporate and many government employees. And second, it is a 

definition that employers already are or should be knowledgeable 

about to comply with existing employment tax requirements. ' 


section 3121'(d) of the Code specifies four employee classifications 

with the largest, and arguably, the most important one I' being 

"common-law employees. ,,2 This "common law employee" classification 


" 

2 The Act creates additional levels of analysis regarding the 
definition of employee in two relatively noncontroversial 
respects. . First, it includes as "qualifyingemp16yees" those 
employees who perform 40 or more hour"s per month. A qualifying 
employee who performs 120 or more hours per month is treated as a 
full-time equivalent employee. A qualifying employee who performs 
40 or more, but less than 120 hours per.month is treated as the 
fractional equivalent of a full-time employee. 

(continued ..• ) 
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is also used in .other employment'tax provisi.ons of the Code~ The 
, m.ost significant change in the Act is that the .Treasury is also 
. being given additional authority to write new rules regarding who 

a common law em,ployee is. not only for the Social. Security tax 
provisions and the Act, but also for other' employment tax and 
income tax pr.ovisions of the Code that utilize this classification. 

The ,rationale for granting this sweeping authority is ,based on the 
new employer mandates in the Act. As you know, the Act obligates 
employers to cover a significant share of their employees health 
insurance premiums. It also, provides certain employers with 
disc.ounts. on the premiums they pay for their employees. Thus, it 
is critical, that health care reform provide· clear rules for 
determining the employment status of all workers for purposes of 
health care coverage~ , 

In summary, the key controversy here has been triggered because 
the Treasury Department has turned this new regulatory authority 
into an opportunity to rewrite the classification section of worker 
rules for other employment tax and income tax provisions as well as 
the Act itself. The rationales for this are the greater incentive 
for manipulation with this new ,mandate and the fact that the 
classification rules in employment tax and income tax law are 
inconsistent and diverse. This confusion exists because this br.oad 
grant of regulatory auth.oritygiven to Treasury in the Act has been 
explicitly prohibited by Congress in several laws over the past 
fifteen years. ' 

Current Law and Its History 

Under existing law, workers ~re generally classified as employees 
or independent contractors for employment tax purposes based on a 
common law facts and circumstances test employing approximately 2.0 
fact.ors. 3 This approach to employment classification is, by 

2( ••• continued) 

'Second, it. contains a special provision which allows the 
National· Health Board to recognize as employees for coverage 
purposes those persons employed by. the employer on a continuing 
basis. as full-time employees based on the structure or nature .of 
the employment in the relevant industry or industries.· 

3 In 1948 the Treasury Department proposed regulations which 

would have replaced the·comm.on law test. The following year 

Congress rejected the proposed regulations by making the common 

law test retroactive to the date .of enactment of the 1939 

Internal Revenue C.ode and the Social security Act of 1935. The 

statute was adopted over President Truman's veto. 
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definition; imprecise and unpredictable.' In fact, it's' subjective 
nature invites the misclassific~tion" of. workers by employers, 4 

,either intentionally or unintentionally, to avoid the payment of 
social ,security taxes or employee benefits. 

Prior to 1979, the Service w'as' apparently very aggressive' in 
assessing major penalties against employers whomisclassified' 
employees as independent,c9ntractors including the, imposition ,of 
retroactive "income taxes and Social Security payments. The 
Service's actions in this area led Congress to enact § 530 of the 
Tax Reform Act, of 1978 to protect employers ,from reclassification 
of workers by the Service by, substantially pr,ohibiting, and 
othe,rwise 'restricting the' Service' s 'authorIty in this area. 
section 530 was intended as a one-year measure presumably to give 
Congress' an opportunity to develop its own guidelines for who is an 
employee. Abse~t such', Congressional' action, § ,530 was made 
permanent in 1982 and endure~today. 

Section 530 prohibits the Service' from issuing r~gulations or other 
rulings regarding the classification of workers for employment tax 
purposes. ,It also prohil:?its ,the Service fr,om u:sihg the audit 

.' process to, reclassify workers if the employer has (i) consist'entlY 
treated all workers with, substantially similar positions as 
independent contractors, lii) filed all necessary returns 

,consist'ent with that treatment,' and (iii) a ,reasonable basis for 
'that ,treatment. One safe-harbor applicable to the "reasonable 
basis" standard in (iii) is' a reaso'nable reliance on a long": 
standing recognized, practice of a significant segment 'of the' 
industry ,in 'which the ,worker was engaged. ' 

Given the difficulty of applying the 'current common law,' 
classification test, §,530 serves to, insulate taxpayers from'large 
retroactive assessments by the Service., However;irt,the, context of' 

'health care 'reform, § ,530 could also foster,'manipulation and abuse 
by employers of their responsibility to pay their 80 percent share 
of their employees health insurance premiums and the premium 
discount rUles.' It could also have a significant impact' on the 
federal budget' if individuals are' treated' as 'independent 

4 For example, workers who are laid off and'denied unemployment 
benefits because their former employers maintained that' they were 
independent contractors', frequently apply to the Service for a 
pri,vate.letter" rul-ing regardi~g their ,employment status. "It is 

,estimated that perhaps as many as nine out of every ten stich 
requests result ina finding that the worker was an.employee. 

Also" a 1989' C;;eneral Accounting Office study of 32,000 
:busin~sses found that approximately 38 percent of those businesses 
had misclassified five or more employees as ''independent' 
contractors. 



5 

contractors by larger employers and are thus eligible for discounts 
as individuals or small business entities. 

Changes Proposed in the Act 

The Treasury Department had far greate~ regulatory authority in the 
October 1993 version of the Act. That version provided that such 
Treasury regulations would override all statutory and other rules 
pertaining to whether an individual is an employee for employment 
tax and income tax purposes. 

In response to concerns expressed by a variety of persons and 
groups, Treasury's authority was cut back somewhat in the final 
draft of the Act. The Act now limits the scope of the Treasury's 
regulatory authority 'in several respects. It provides that any 
such regulations may modify existing rules, but must give 
"significant weight" to common law applicable to determining the 
employee-employer relationship and that any changes. in worker 
classification will apply only on a prospective basis. In 
addition, they may not modify the definition of' employee under 
§ .3121(d) of the Code except for subsection (d). (2) regarding 
Gommon-Iaw employees. Nor may they modify certain other employment 
tax provisions. 

Impact on the Department 

Aside from concerns regarding the breadth of the proposed 
regulatory authority, vesting such broad authority in the Treasury 
Department will have implications not only for who is covered under 
the Act itself,' but also for certain Labor Department programs. 
Issuance of regulations by the Treasury Department, combined with 
other interpretative guidance'and the inevitable court decisions, 
will establish precedence r~gardingcommon law employee~ on which 
taxpayers will be entitled to rely.' The sheer economic realft'ies. 
of how this issue gets decided for health care purposes will. 
undoubtedly set a precedent and drive business and labor decisions 
regarding employment. 

Such guidance and precedents will necessarily have some impact on 
Departmental programs that employ a common law definition of 
employee. For example, both the Employee Retirement Income 
security Act ("ERISA") and the Fair Labor Standards Act (the 
"FLSA") employ the common law definition of employee that.includes 
"any individual employed by an employer" (i.e., this is the same 
common law test utilized for Social Security purposes i~ § 3121 of 
the Code). Changes by the Service to the' common law definition of 
employee will typically be driven by tax policy considerations. 
However, -tax policy alone may not necessarily coincide with sound 
labor policy. . 
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Another significant effect of this broad grant of authority to the 
Treasury Department would' be termination of the II industry practice" 
safe-harbor' (discussed above) under existing § 530 either when 
Treasury exercises its regulatory authority or otherwise issues 
.guidance under the common 'law control test addressing workers in a 
particular industry. ' 

This represents a major change which is, or likely, will be, 
objectionable to most employers. s It will also likely be of great 
concern to small business entities that are more likely to rely on 
this exception to justify classification, of certain persons ,as 
independent contractors. However, we understand organized labor to 
favor such reclassification as the Service generally finds more 
individuals to be employees rather than independent contractors as 
classified by their employers. Finally, this is an issue where the 
contingent workforce could be negatively affected if the regulatory 
provisions in this area are'not properly crafted. 

The congressional committees 

The House Education and Labor Subcommittee on Labor-Management 
Relations is presently making changes to the Administration • s 
health care legislation in an effort to write its own proposed 
bill. They will likely write a modified definition of "employee" 
that is similar to that contained in the Fair Labor Standards Act. 
By using that definition, ',the committee is also utilizing a' 
definition that has been interpreted very 'broadly while assuring 

,that the labor committees have jurisdiction over this important 

issue. The Senate Labor committee is also very interested in this 


, issue. ' At this time, however, they have not conveyed a position to 

us and are not scheduled to mark-up until mid-May. ' 
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o 	 Standard benefit package = HSA-8% 

o 	 No mandate until January 1, 1999 

o 	 Transition period =January 1, 1997 through January 1, 1999 
Transition policies are as follows: 

• 	 Implement insurance reforms and standard benefit package rules, including 
non-discrimination rules. No subsidies available to employers. 

• 	 Provide 100% subsidies to households under 75% of poverty without current 
coverage. Phase-out percentage of premium subsidies between 75% and 150% 
of poverty. The same subsidies would be available to those losing their jobs 
that had insurance through their employment. 

• 	 Provide a second year of Medicaid funding for those leaving welfare for work. 
Coverage continues through separate Medicaid program. 

• 	 Provide constrained growth plan package to employers not currently offering 
insurance in the small group « 25) market. Package would be solicited by the 
federal government from private sector insurers -- plans would agree to limit 
premium increases to 6-7% per year -- see Florida experience for details of 
how to do this. If employer contributed at least 50% of premium, worker 50% 
share would be subsidized on an income-based schedule). 

• 	 2 % free rider assessment 

• 	 Tobacco tax 

• 	 1 % assessment on 500+, if provide (2% if don't provide). 

o 	 Mandate period -- January 1, 1999 and forward. 

• 	 As of January 1, 1999, implement 50% employer mandate on firms of >= 20 
workers; individual mandate on families. Those firms with fewer than 20 
workers have no mandate, but must pay a 2% of payroll assessment if they do 
not provide 50% coverage to their workers. 

• 	 Employers subsidized according to retreat model 3 (3.5%-7.9%) for 50% share 
of standard benefit. 

• 	 Community rating for those at or below 500 workers; experience rating above 
500 workers. No opt-in to community rate, and 1% assessment on those over 
500. 

• 	 Implement a Bradley-esque high cost plan assessment. 


