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IMPORTANCE  The policy exemption of small firms with less than 50 workers from 
mandatory employee healthcare coverage under the Affordable Care Act (ACA) has 
led to a bifurcated outcome. Slightly more than half of these firms continue to offer 
employee health insurance. No juried research has yet been published concerning 
the underlying interests and motivations of small firms in choosing to do so. Besides 
filling the void in the scholarly literature, our findings have important implications on 
business operational risk, especially considering that 96% of all U.S. firms are small.

OBJECTIVES  In light of the ACA “pay-or-play” exemption and the substantial finan-
cial burden that they have to assume, we investigate why most small firms still offer 
health insurance to their workers. The corollary question is how these firms manage 
to provide coverage amid high and rising insurance costs.

EVIDENCE  We used the public dataset of the Employer Health Benefits, Annual 
Survey for five consecutive years (2015–2019) following full implementation of ACA 
market reforms. We report responses from over 1,700 representative samples of all 
types of employers during each of those years.  In addition, legal and regulatory 
provisions pertinent to small firm health insurance were content-analyzed. 

FINDINGS  Statutory tax and other regulatory incentives to small firm healthcare 
coverage exist, but they can be offset by restrictive and burdensome qualification 
requirements. A compensating wage differential plays an important role in steering 
small business owners toward the human resource objectives of health insurance. 
To the extent that premiums are considered reasonable, tax incentives are attractive 
enough, and/or group insurance makes the business owner better off than getting 
it elsewhere or remaining uninsured, it is likely that a small firm will offer healthcare 
coverage in lieu of paying a higher (and costlier) wage to their workers. The ACA 
provides considerably more protections to those insured in group plans, but there 
are inherent exposure risks to small firms as plan sponsor. Key differences in the 
structure and attributes of plans offered by small and large firms suggest how small 
firms, often relying on brokers and agents, mitigate costs and risks as plan sponsors 
while remaining ACA-compliant.
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ABSTRACT 

The largest source of healthcare coverage in the U.S. for the non-elderly population 
(age < 65) and their dependents is employer-sponsored health insurance. In light of 
the exemption of small firms (< 50 full-time employees) from the “pay-or-play” mandate 
of the federal Affordable Care Act (ACA) and the substantial costs of employee health 
insurance to any employer, we investigate why most small firms still offer coverage, 
and how they manage to do so. We used the Kaiser Family Foundation (KFF)/Health 
Research and Education Trust (HRET) public dataset (2015–2019) for this purpose. 
Findings suggest that coverage objectives, strategic choices, and human resource 
practices in small firms initially pass through the lens of the business owner’s compar-
ative advantages. On that basis, a compensating wage differential might be opted. 
Healthcare coverage, financial risk, and human resource management intertwine, 
with long-run consequences on employer health plan design and structure, benefit 
offerings, and insurance costs. This is particularly important considering that both 
employer and employee typically contribute to health insurance premiums in small 
firms. And considering that 96% of all U.S. firms are small, the findings of this study 
have implications on business operational risk.  
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the substantial costs of healthcare coverage to them. In addressing these research 
questions, we hope to fill in some of the existing gaps in the literature on healthcare 
risk and insurance management.

Related Literature
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ACA stipulates. The authors find that benefit mandates tend to distort firm size since 
large firms are more easily able to self-insure and thus avoid these mandates, leaving 
small firms with relatively higher costs. An earlier study by Haltiwanger et al. (2013) 
suggests that such distortions may, in fact, have negative consequences on aggregate 
productivity and job growth. Although our study does not seek to relate firm size to 
benefit mandates, this subset of the literature helped us choose which plan aspects 
and characteristics to consider in contrasting small from large firms.

Other studies have sought to assess small firm health insurance in terms of employee 
impact. Healthcare access appears to be the most frequently examined. The first of these 
studies, conducted by Eibner et al. (2010), was about offer rates (i.e., the probability 
that employers will offer insurance coverage to their workers). They predicted that 
offer rates in small firms will rise from 57% to almost 80% once the ACA and related 
policies are fully in effect. For his part, Lennon (2021) contrasted the ACA’s “employer 
mandate” for large firms (to insure workers for healthcare) and the Small Business 
Health Options Program (SHOP), an insurance exchange that helps small businesses 
compare health plans and enroll in coverage for their employees. Lennon estimated  
a 3.5 percentage point increase in insurance availability among workers at smaller 
firms after 2013 but conceded that greater insurance availability did not necessarily 
translate into increases in coverage rates. Lennon (2021) also found limited evidence 
that the ACA actually improved healthcare access or measures of health status for 
small firm workers. 

Kattih et al. (2019), on the other hand, compared health insurance take-up rates in 
large and small firms. Using the same public database we used in this study, the authors 
find a statistically significant decrease in take-up rates (by 1.96 up to 2.67 percentage 
points) in small firms compared to large firms following the ACA’s implementation. 
However, the authors were unable to determine which factor(s) specifically led to 
decreased rates. Because offer, access, and take-up rates have been considerably 
addressed in these studies, we did not calculate rate changes and effects over time. 
Rather, we approached offer, take-up, and coverage rates by differentiating between 
small and large firm workers in terms of plan and benefit choices offered by their 
employers. 

Neither does our study measure for firm impact. Although quite rare in the rel-
evant literature, there have been a few evaluative studies of the consequences of 
employee healthcare coverage to sponsoring small firms. One such study by Chase 
and Arensmeyer (2018) analyzed small firm enrollment data and discovered that the 
ACA helped stabilize healthcare costs for many small firm sponsors, with premium 
rate increases declining by about one-half starting with the ACA’s full implementation 
in 2014. The uninsured rate for small firm employees was shown to have also fallen 
by nearly 10 percentage points after 2014. However, the AHRQ (2020) found that 
small firms still tend to be saddled with higher administrative costs of insuring per 
worker in comparison to large firms. This helps explain the declining trend in small 
firm healthcare coverage in the last couple of years.

Having grounded this study on the relevant academic literature, we believe this 
is the first to address why small firms choose to offer healthcare coverage to their 
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employees in spite of their exemption under the ACA and how they seek to mitigate 
the financial burden and consequences associated with such provision.

Methods

The small firm/business (< 50 FTEs) is the unit of analysis in this study, rather than 
the insured small firm employee. Any reference to “small firm” in this study is based 
on such employee count, unless qualified in instances where the definition extends 
to the 100-FTE maximum in other ACA provisions. A large firm under the ACA is one 
with 101 or more FTEs, which is also the way in which this term is used in this study. In 
identifying and analyzing firm choices and decision making, we compare small firms 
offering health insurance to large firms along several coverage dimensions.

We selected and analyzed the SPSS-formatted, public-use dataset of the Employer 
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maximum pre-enrollment wait time of 90 days; guaranteed issue and renewal of 
insurance regardless of health status; and a limit on the percentage of premium that 
insurers can devote to profits or overhead known as a minimum medical loss ratio 
(MLR). The ACA further established economic incentives for small firms to offer health 
insurance. But major drawbacks stem from, or in relation to, such statutory incentives. 

Healthcare tax credits, equal to 50% of employer premiums, are offered by the 
ACA to any sponsoring firm with less than 25 FTEs, which represents about 92.5 of all 
U.S. firms (U.S. Census Bureau, 2016). Tax credits are meant to encourage employer 
premium contributions and allow qualified firms to compete with large firms for talent. 
However, the stipulated criteria is quite onerous and confusing to many employers 
(Miller, 2016). In offering SHOP-only plans to their FTEs, the average annual employee 
salary in a firm must be less than an annually indexed amount ($54,200 in 2019), and 
the employer has to pay 50% or more of the premium for at least a single coverage 
plan. The tax credits are not applicable to the owner’s premiums, exclude administrative 
costs beyond $13,000, and apply for a maximum of two tax years. Hiring the 26th 
employee under this incentive scheme ostensibly has an immediate budgetary impact 
because it automatically disqualifies the employer from the tax credits. The result is 
that these statutory credits are largely unused by small firms (Miller, 2016).

One hundred percent of employer-paid premium cost in any health plan (including 
health savings accounts [HSAs] and health reimbursement arrangements [HRAs]) is 
deductible from federal business taxes by an employer of any size. However, less than 
20% of small firm owners consider this as an incentive to sponsor health insurance. 
This is the case even among small firms with more (50 to 100) workers that are subject 
to the employer mandate. The increasing cost of coverage to the employer since the 
ACA’s enactment could thus outweigh the tax benefit, although it may be an incentive 
to some employers. Since 2010, offer rates have, in fact, decreased among small firms 
to the current 55–45 ratio of sponsoring to non-sponsoring small firms (Miller, 2016).  
The effect of the covid-19 pandemic on offer rates has yet to be determined.

Following the ACA’s full implementation in 2014, small firms that have no more 
than 100 employees could obtain group insurance from any of the following sources: 
1) the SHOP exchange/marketplace created by the ACA; 2) by direct purchase from 
an insurance carrier; and 3) through an insurance broker or agent.

Before the ACA’s passage, insurers routinely charged small businesses higher 
premiums of 18% or more because it costs more to insure smaller groups of individuals, 
whose collective risk could be higher than a much larger group with risk more spread 
out. The ACA groups small firms in SHOP (or a comparable state exchange) as part of 
one greater risk pool, granting firms that buy insurance through SHOP or similar state 
exchanges the same kind of group purchasing power that larger businesses enjoyed 
exclusively, pre-ACA (National Conference of State Legislatures [NCSL], 2018).  

Ever since the ACA took effect, the SHOP exchange has been the least used 
by small firms with less than 50 FTEs. Only about 13% of them purchased from this 
exchange (KFF/HRET, 2015; KFF/HRET, 2016). Although rates were group-discounted, 
almost two-thirds of surveyed small business owners found the SHOP exchange plans 
either expensive or restrictive. At least 70% of small firm workers had to enroll in any 
of them. Two-thirds of these owners eventually found better plan rates elsewhere or 
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through their brokers and agents (KFF/HRET, 2015; KFF/HRET, 2016). With risk pools 
declining in size and mix in the next four years, the federally facilitated SHOP exchange, 
covering 33 states, closed by the end of 2017. Most of the remaining one dozen (or 
so) state-based SHOP exchanges have taken the federal approach of directing small 
employers to insurance carriers or to SHOP-registered agents and brokers (Jost, 
2017). In about half of these states, small businesses can also pool together (through 
purchasing pools or Consumer Operated and Oriented Plans [CO-Ops]) to buy SHOP 
insurance and association health plans (AHPs).

Direct purchases from insurance companies entail heavy transaction costs on the 
part of the employer. Health insurance markets in the U.S. are “characterized by imper-
fect information, complex products, and substantial search frictions” (Karaca-Mandic et 
al., 2018). Particularly time-consuming and administratively demanding are search and 
information costs (e.g., comprehending and comparing plans), as well as bargaining 
and decision costs, including matching plan offerings to employee demographics 
and preferences, and estimating the compensating differential (Morrisey, 2020). 

These costs have led as many as 87% of our surveyed small firms to use brokers 
and agents in purchasing SHOP insurance and other ACA-compliant, private group 
insurance. Brokers and agents play a significant role in helping employers navigate 
insurance markets and products (Karaca-Mandic et al., 2018). 

Employer Propensities

Table 1 indicates that firm size is a strong predictor of group health insurance among 
small employers (r = 0.84). The larger the number of FTEs, the greater is the probability 
that a small firm will offer at least single healthcare coverage. The positive correlation 
is observed in both the pre-ACA and ACA periods. It is likewise evident in small 
firms that are subject to the employer mandate (50–100 workers) but nonetheless 
benefit from certain statutory provisions (e.g., SHOP plans). The average number of 
mandate-exempt firms that insured over the five-year period (2015–2019) ranged from 
approximately 45% (i.e., with 3–9 employees) to 63% (10–24 employees) to 78% (25–49 
employees). Around 92% of small firms with at least 50 workers chose to sponsor 
health insurance. Small businesses that do not offer it tend to be smaller, rely more 
heavily on a part-time workforce, and employ lower-income workers.

Table 1: Employer-sponsored health insurance by firm size (%)
Firm 
size (# 
employ-
ees)

2000 
(x = 
68)

2002 
(x = 
65)

2004 
(x = 
62)

2006 
(x = 
60)

2008 
(x = 
62)

2010 
(x = 
68)

2015 
(x = 
56)

2016 
(x = 
55)

2017 
(x = 
53)

2018 
(x = 
56)

2019 
(x = 
56)

<10 57 58 52 49 50 59* 47 46 40 47 47

10-24 80 70* 74 73 78 76 63 61 66 64 63

25-49 91 87 87 87 90* 92 82 80 78 71* 77

50-199 97 95 92 92 94 95 92 91 92 91 93

*Estimate is statistically different from the immediately preceding year, whether or not the preceding year is indicated 
on Table 1 (p<.05). Because KFF-HRET surveys collect information from a large sample of all U.S. firms, even seemingly 
large differences among them may not necessarily be statistically significant from year to year. 
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Table 2 shows that statistically significant offer criteria in small firms are employee 
attraction, retention, and productivity. But these can be considered in a way that 
health insurance also establishes some comparative advantages to the firm and/or 
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Even among small firms, the five-year take-up rate is high, averaging over 75%. 
It is only slightly, albeit statistically, different (r = 0.73; p = 0.44) from the take-up 
rate in large firms (x = 79.6%) during the same period. On the one hand, this finding 
appears to support the propensity of small business owners to offer health insur-
ance as an equalizing difference for a higher wage, which could be more costly to a 
small firm, as wage increases over time are factored into a $2 additional wage (see 
Figure 1). On the other hand, high take-up rates in small firms seem to validate the 
value-added contribution of health insurance to the human resource management 
goals of attracting, retaining, and incentivizing productivity among small firm workers 
(see Table 2). High take-up in this sense reinforces the strategic motivational role that 
small business owners ascribe to employer-sponsored health insurance in Table 2. 
It appears to validate studies that identify health insurance as the deciding factor in 
employee attraction and retention from an employee standpoint (Chamberlain and 
Tian, 2016; AHIP, 2018). 

Organizational Plan Structure and Attributes

Certain plan attributes statistically differ between small and large firms. They provide 
insights into how small firms are able to finance healthcare coverage despite its 
substantial and ever increasing costs. 

The number and type of insurance offerings distinguish small firms from their 
larger counterparts, as shown in Table 4. Approximately eight in 10 small firms offered 
only one type of plan, typically a preferred provider organization (PPO) (x = 46%). 
On average, this plan type enrolls around 40% of small firm workers. Search and 
information, bargaining and decision, and legal compliance costs in choosing a plan 
to offer are more burdensome to small business owners as the reviewed literature 
reminds us (Buchmueller et al., 2013; Blumenthal and Collins, 2014; Krizan et al., 
2014). In contrast, large firms are equally likely to offer one (45%) or two (42%) plan 
types. They are also more than four times likelier to offer three or more plan types 
than small firms. 

Table 4: Small and large firm health insurance by plan structure (%)
Plan Structure 2015 2016 2017 2018 2019

Small Large Small Large Small Large Small Large Small Large
Plan types (#) offered:
-One 84* 52* 84* 47* 83* 45* 81* 42* 76* 39*
-Two 12* 39* 14* 37* 15* 42* 16* 45* 20* 47*
-Three or more 3* 9* 2* 16* 2* 13* 3* 13* 4* 14*

Type of plan:
-Conventional indemnity 1 2 2 2 2 1 <1* 1* 3 1
-HMO 17 23 22 27 17* 31* 32 25 26 26
-PPO 49* 77* 34* 73* 49* 73* 49* 75* 48* 78*
-POS 27* 14* 33* 17* 28* 10* 14 11 24* 14*
-HDHP (may have HSA, HRA, 
other SOs)

25* 41* 27* 51* 23* 53* 27* 58* 27* 57*

Plan coverage:
-Single coverage only 2 0 11 0 5 0 5 0 6 0
-Spouse 98 100 89 99 94 100 97 99 94 99
-Children and other 
dependents

96 100 88 100 92 100 95 100 94 100

*Percentage distribution is statistically different between small and large firms for the given year (p < .05).
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It is in the family coverage premiums where small and large firms statistically differ 
in Table 5. The five-year average is lower among small firms ($18,152) in contrast to 
large firms ($19,251), although both their family premiums increased each year at an 
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HRAs, etc. This figure does not statistically differ from large firms. Few small firms 
were also likely to sponsor Section 125 (cafeteria) plans, particularly tax-advantaged 
flexible spending accounts (FSAs) and HSAs. The disincentives of these types of plans 
to small firm employees include: their relatively high set-up fees; account balance 
expiration at plan year-end, which introduces a key financial risk; and the challenges 
in acquiring some desired healthcare treatments or services because Section 125 
funds are reimbursed for qualified benefits rather than used directly by employees 
(Freedman, 2020).

Finally, around 18% of small firms in Table 6 chose to end their employer-sponsored 
health insurance between 2015 and 2019. However, based on our literature review, 
it is quite possible that other health-related benefits—including employee stipends/
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Finally, whether it makes sense to continue employer-sponsored health insurance 
depends on the facts and circumstances attendant in a small firm. Business operational 
risk will vary depending on employee demographics, including age and income 
distribution, firm size, firm productivity, budget and other financial implications of 
plan sponsorship, and the competitiveness of insurance pricing. Depending on the 
equalizing difference that firm sponsorship of health insurance might yield, cost-cutting 
can also be a major determinant. For one, if low-wage earners are numerous in a firm 
and heavily subsidized by the government, coverage in the ACA’s (subsidized) individual 
market or in (access-expanded) Medicaid would definitely make more sense than the 
small group market. Another scenario is where a plan sponsor succeeds in reducing 
their cost with higher deductibles, but in a way that only discourages better take-up 
rates and increases worker interest in a higher wage (or perhaps a non-healthcare 
benefit). Of course, some small firms with similar claims experience could potentially 
band together in AHPs or health marts to negotiate and obtain lower premiums and 
cost-sharing that many large firms presently enjoy. 

Again, increasing employee satisfaction and welfare and promoting employee 
health through insurance coverage is not as straightforward as conventional wisdom, 
marketing initiatives, or human resource surveys might suggest. Rather, they pass 
through other valuation lenses, such as the employer’s personal incentive and com-
pensating wage differential. Employers who elect to sponsor finance and manage 
plan offerings and benefits from the standpoint of cost-efficiency. At the organizational 
level, the findings of this study collectively suggest that healthcare coverage objec-
tives, policies, strategies, and practices result from the interface between employee 
rewards and employer incentives. These have long-run consequences on plan design 
and structure, covered benefits, and costs, especially since both firm and employee 
typically contribute to health insurance premiums. By inquiring into the dynamics of 
firm decision-making, we gain theoretical and practical insights into the cost-calculus 
involved in offering workplace health insurance, notwithstanding a small firm’s statutory 
exemption, substantial financial burden, and operational risks.
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