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The previous Healthcare Bulletin (read it here) explored how the new healthcare law's free rider 
provision (FRP) exposes an employee's private financial information (and that of his family) to the eyes 
of his employer. Today's Bulletin describes the flip side of this problem - how the FRP penalty exposes a 
business owner's income to the private affairs of his employees' families. This then constitutes a sort of 
"mystery tax," since the employer may not know exactly which private events trigger his tax bill 
increases. (The FRP begins in 2014 and applies to businesses with more than 50 full-time employees or 
full-time equivalents.)  
 
Summarizing the previous Bulletin's argument, the FRP's strange, complex penalty structure gives an 
employer a powerful interest in an employee's private affairs. When an employee becomes eligible for a 
premium credit (insurance subsidy), this can raise the employer's annual tax bill by $0, $2,000, $3,000, 
or in unusual cases, tens of thousands of dollars per year. Since credit eligibility depends on household 
size and household income, the employer's tax penalty can be triggered if, say, the employee's spouse's 
income declines or if the spouse's elderly aunt moves into their house. Even if the employer respects the 
employee's privacy, monthly government reports will indirectly reveal this private data to the employer.  
 
Now to the flip side. To understand the mystery tax, let's start with a brief introduction to the premium 
credits and the free-rider provision. (Click here for a comprehensive one-page description with 
examples.) 
 
Premium Credits: Health insurance is expensive, and the new law presumes that no household should 
pay an excessive amount for coverage. So for eligible families, the law provides offsetting credits that 
can be quite small or can range upward from $10,000 (giving the employee a strong motive to seek the 
credit.)  
 
The law sets two criteria to determine whether the cost is excessive for a given family: (1) Does the 
household earn less than 400% of the Federal Poverty Level (FPL)? (2) Do insurance premiums cost the 
household more than 9.5% of household income. If the answer to both questions is "yes," then the 
household can purchase insurance in the new exchanges, and the government will offset a portion of 
the cost with a premium credit. Notice that we're dealing with three variables here - household income 
(the combined salaries and investment income of all members of the household), the FPL, and the 
employee's share of his insurance premium. Therefore, three types of events can shift the employee's 
family from "not entitled to a credit" to "entitled." [1] Taxable household income declines because some 
member of the family experiences a decrease in compensation. [2] FPL (which is based on family size) 
rises because the number of people in the household increases. [3] The family's insurance premiums 
rise.  
 
Free Rider Provision:  The law also assumes that employers with more than 50 full-time employees are 
obliged to cover a large portion of their employees' insurance costs. The FRP reflects a belief that if 
Company A's employees receive premium credits toward the purchase of health insurance and 
Company B's employees do not, then Company A is free-riding (directly or indirectly) on Company B. The 
FRP penalizes Company A in order to even things up. When an employer is hit with a penalty, the 
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government informs him, in effect, that: "Employee John Smith now qualifies for a subsidy, so you, as 
his employer must pay a $3,000 penalty."  
 
Mystery tax:  John Smith's boss now faces the possibility of thousands of dollars in annual penalties 
because of things that have nothing to do with him or his business or his employees' relationship with 
the business. The Smith's household income can decline because John's wife leaves him, because she 
suffers a pay cut at her job, or because their daughter quits her part-time job; household income can 
also decline because of a downturn in the family's investments or because they buy a house and 
increase their itemized deductions. 400% FPL for the Smiths can rise because the Smiths adopt a new 
child or move Mrs. Smith's elderly aunt into the house as a dependent. And the family's insurance 
premiums can rise for reasons unrelated to John's employer. John's boss merely receives a notice saying 
that he owes $3,000 in new taxes because of some unknowable change in the Smith household - hence 
the mystery. 
 
The provision also raises some troubling prospects for employer-employee relationships. What if, for 
example, the employer believes that John's wife earns far more than 400% FPL but is masking that fact 
from the government? What if he doesn't believe that the employee actually has an elderly aunt living 
with him? The new law mentions an appeal process for the employer, but it also suggests limits on the 
employer's access to the employee's information. Should the employer challenge the employee's 
honesty or simply accept an annual $3,000 penalty that he does not believe he owes?  
 
Unintended Consequences: Recapping, the interactions of the premium credit and the free rider 
provision subject an employer to large tax liabilities that depend on factors totally unrelated to the 
employee's job and which may be invisible to the employer. An employer can minimize his exposure to 
the mystery tax by pursuing a strategies that are otherwise economically undesirable: 
 
-- He can offer such a rich insurance policy that no employees qualify for subsidies. This directly conflicts 
with the goal of reducing the costs of healthcare. 
-- He can avoid creating new jobs, thereby keeping his business at 50 employees or fewer.  
-- He can get rid of his lower-income employees and outsource their work to companies that are not 
susceptible to the FRP.  
-- He can replace full-time employees with part-timers who work less than 120 hours per month. The 
FRP does not apply to these part-timers.  
-- He can seek private data on employees and prospective employees and avoid those who seem likely 
to qualify for subsidies.  
-- He can shatter the bonds of trust with an employee by challenging the employee's eligibility for a 
premium credit. The law also appears to allow employees to waive their right to confidentiality in case 
of such a challenge.  
 
None of these strategies is good for employers or for employees. 
 


