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Committee on Ways and Means 
House of Representatives 

The Honorable Bill Gradison 
Ranking Minority Member 
Subcommittee on Health 
Committee on Ways and Means 
House of Representatives 

This fact sheet responds to your request for a basic description of how 
the recently enacted health insurance tax credit will work administra- 
tively.,The health insurance tax credit is provided to low-income wage 
earners who contribute to a health insurance policy that includes cov- 
erage for at least one,qualifying child.1 Because this credit is so new, you 
were interested in a description of how the Internal Revenue Service 
(IRS) intends to administer the credit and how the credit might be per- 
ceived by taxpayers, Because IRS is still in the process of putting 
together forms and instructions, our presentation is based on prelimi- 
nary information that we obtained in discussions with IRS officials. 

Eligibility for the 
Credit 

The Omnibus Budget Reconciliation Act of 1990 provides taxpayers who 
qualify for the Earned Income Credit (EIC) and contribute toward the 
purchase of health insurance for a qualifying child an additional credit 
to offset taxes owed. Even taxpayers with no tax liability may receive a 
payment from IRS. The law took effect on January 1, 1991. 

’ Qualified health insurance expenses for which the credit is available are 
amounts paid during the taxable year for health insurance coverage that 
includes one or more qualifying children, These expenses include only 
those relating to the cost of coverage. Thus, insurance expenses such as 
co-payments or deductibles, as well as other out-of-pocket medical 
expenses, are not qualified health insurance expenses. 

In addition, qualified insurance expenses do not include amounts paid 
by an employee who contributes to his or her employer-sponsored 

’ In order to be a qualifying child, an individual must satisfy a relationship test, a residency test, and 
an age test. 
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health plan on a pretax basis. For example, employees with flexible ben- 
efit plans contribute toward health insurance and pay taxes on gross 
wages less those contributions. Such contributions do not qualify for the 
health insurance tax credit. However, qualified health expenses do 
include employee payments to employer-sponsored health insurance. If 
the employee contributes to an employer-sponsored plan an amount that 
is included in taxable income, that amount is eligible for the credit. 

Calculating the Credit To claim  the credit, the taxpayer will be required to file the Schedule’~~c 
for Form 1040 or Schedule 4 for Form 1040A. Appendix I contains a 
copy of Schedule EIC. The taxpayer will need to submit the name of the 
insurance company and the total amount the taxpayer contributed to a 
,qualifying health insurance policy. 

The calculation of the health credit will be generally the same as the 
calculation of the basic EIC. Thus, the same eligibility criteria and earned 
income phase-in and phase-out requirements will apply. However, 
unlike the basic EIC, the health credit will remain the same regardless of 
the number of qualifying children in the fam ily. 

In a computation similar to that required for the EIC, calculating the 
health insurance credit will require the taxpayer to read the appropriate 
amount of health insurance credit from  a table provided with instruc- 
tions. The proposed table is in appendix II. 

The maximum allowable credit is to be calculated on the basis of a per- 
centage of earned income. ‘Over the phase-in range, the credit will be 6 
percent of earned income. Once earned income reaches $7,126, the max- 
imum credit remains at $428 as earned income rises to $11,275. For 
higher earned income, the credit phases out at a rate of 4.286 percent 4 
and disappears for earned incomes of $21,260 or more. The allowable 
credit is lim ited to no more than the actual cost of fam ily coverage to the 
taxpayer. Thus, the credit is lim ited to the lesser of the amount calcu- 
lated by the taxpayer on the basis of earned income and the actual qual- 
ified health insurance expenses. For example, a person with earned 
income of $6,600 and one qualifying child for whom the taxpayer is 
paying $30 per month ($360 per year) in health insurance prem ium  can 
receive a health insurance credit of no more than $360. In this example, 
the maximum health insurance credit allowed is $391, but the credit is 
lim ited to the actual amount paid. 
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IRS plans to include safeguards in the instructions and on the form to 
make sure that taxpayers do not enter an amount of credit greater than 
the total amount of their contributions to any health insurance policy. 
The resulting credit is then to be placed on the tax form along with other 
credits. The items are to be added together for a total credit, and compu- 
tation is to proceed as normal. 

Administrative Issues Administratively, the taxpayer will be required to keep proof of pay- 

Raised by IRS ments of or contributions toward health insurance. If employers do not 
provide information to taxpayers concerning the amount of taxpayers’ 
contributions toward health insurance premiums, taxpayers may not 
know how much the premiums cost. Taxpayers then may not take the 
credit or they may not report the correct information to IRS. Currently, 
health insurance premium deductions may appear on payment 
vouchers, but employers are not required to provide year-end summa- 
ries. In addition, the participating health insurance provider is not 
required to submit yearly summaries of contributions to either IRS or the 
taxpayer. 

There are provisions to coordinate the new credit with other health- 
related deductions. Those taxpayers who itemize deductions must 
reduce their health insurance premium deduction by the amount of the 
credit. This reduction is not likely to pose a problem for most eligible 
taxpayers because few of them itemize, Only about 6 percent of those 
taxpayers with an adjusted gross income (AGI) of less than $20,000 item- 
ized in 1988, and only about 3 percent of eligible taxpayers claimed a 
deduction for medical expenses. 

There are also provisions to reduce the self-employed health insurance 
deduction by the health insurance tax credit, but this offset is problem- c 
atic. Self-employed taxpayers who claim both the health insurance 
credit and the self-employed deduction are required to reduce their 
deductible health insurance premiums by the amount of the credit. 

Calculating both the deduction and the credit is a problem because both 
numbers are dependent on each other, Specifically, the deduction is used 
to calculate AGI, which then is used to determine eligibility for the credit. 
This credit then is used to reduce the premium used to compute the 
deduction, which will increase AGI-thereby potentially affecting eligi- 
bility of the credit once again. 
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There are a number of ways to solve this administrative problem  and 
simplify procedures for the self-employed taxpayer. One way would 
require that taxpayers either claim  the deduction or take the credit. If 
they claim  the 26percent health insurance deduction, then they would 
not qualify for the credit. Thus, the need to recompute AGI for qualifying 
purposes would be elim inated. If they do not claim  the deduction, then 
they should be able to receive the health insurance tax credit. A  second 
alternative, which would probably be more expensive to the Department 
of the Treasury, would disregard the health insurance credit offset to 
the self-employed deduction in calculating AGI. 

We have not completed a thorough analysis of these alternatives or 
attempted to determ ine their relative benefits and costs. Treasury is 
aware of this problem  and has proposed a technical correction for con- 
gressional consideration. Treasury’s proposal elim inates the problem  
mentioned above. Although taxpayers would still have to offset the self- 
employed deduction with the credit and recompute the AGI, they would 
not have to recompute the credit. 

We discussed these issues with IRS officials, who generally agreed with 
our presentation. 

A  copy of this fact sheet is being sent to the Commissioner of Internal 
Revenue and other interested parties, and we are making copies avail- 
able to others upon request. 

Major contributors to this report are listed in appendix III. If you have 
any questions concerning the above information please call me on (202) 
272-7904. . 

Paul L. Posner 
Associate Director, Tax Policy 

and Administration Issues 
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SCHEDULE EIC Earned Income Credit OMB NO 1545xxxx 
(Form 1040) x391 r>mmm.n, OI m TG.ll"ly t Attach to Form 1040. b See Instructions lor Schedule EIC (Form 1040). Al,~ChRh?“, 
I”l.rnll R”“muUI swvm seauence NO 43 
NamMs, Snow” on Form 1040 VOW lOClSl rscurity “““lb*, 

m General Information . ,, 
To take this credit- 
l The amount on line 32 of your Form 1040 MUST be LESS than $21,250, AND 
l Your filing status cannot be married flllng a separate return. AND 
l You MUST have a quallfymg child. 

A quallfylng child 1s 
a child who: 

U.S. for more 
than 6 months 

‘$your child d,dn’t live with you 
I 

$%4 more than 6 months or was 
‘%&y&r foster chtld. ses page 45 

HE E!+RNED INCOME CREDIT. 
IF YOU HAVE AT LEAST ONE QUALIFYING CHILD, 00 TO PART II. (But if the child was marned or IS also a quaIltyIng child 
of another person, see page 45.) 

I19 I j j 

Caution: If you have a qualrfymg child who was born in 1991 but you chose to claim the child and dependent care cred!t for 
thrs chtld on Form 2441 instead of the credit for a child born m 1991 on this schedule. check here b 0 

If You Want the IRS To Figure the Credit for You Figuring the Credit Yourself 
In most cases, the IRS can figure the credit for you. If you 
meet the condltlons explalned on page 19 of the Form 1040 

If you want to figure the credit yourself. or If the IRS cannot 

mstructlons and you want the IRS to figure the credit. fill in 
figure it for you because you do not meet the condltlons 

Part Ill below 
explained on page 19 of the Form 1040 Instructions, skip 
Part Ill and go to Part IV on the back now. 

Other Information 
- 

2 If you mewed any nontaxable earned Income (such as military housing and subsistence 
allowances), enter the total of that Income on line 2. Also list type and amount here b __.._ 

3 If you had health insurance that covered at least one of your qualifying children: 
e First, enter the name of your insurance company here t __.._.......__....______________________ 

. . ..___.._.__....._.___..._......................____............___.......................,.............. 
b Then, enter the total amount you paid in 1991 for that health insurance. (See the Instruction 

IF YOU WANT THE IRS TO FIOUAE THE CREDIT FOR YOU, m HERE! 

ATTACH THIS SCHEDULE TO YOUR RETURN AND PRINT “EIC” ON THE DOTTED LINE NEXT TO LINE 56 ON FORM 1040. 

For Plpamork Reduction Act Notice, see Form 1040 instructions. cat NO 17154N Schedule EIC (Form 1040) 1991 
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Appendix I 
Schedule EIC 

Sched”la EC ForIn 1040, 1991 Page 2 
Earned Income Credit 

4 Enter the amount from Form 1040. line 7. If you racewed a taxable scholarship or fellowshIp 
grant, see page 46 for the amount to enter , 

5 If you recwed any nontaxable earned income (such as military housing and subsistence 
allowances). enter the total Of that Income on line 5. Also list type and amount here b.......... 
. . . ..__.................................................._........._............................... . . . . . . . . . . . 

6 If you were self-employed Or reported income afld expenses on Schedule C as a statutory 
employee. enter the amount from the worksheet On page 46 . . 

7 Add lines 4, 5. and 6. Enter the total here b 
Caution: II the amounf on line 7 rs 521,250 or mom, m HERE. You cannot take the 

earned income credlf. But rf you recewed any nonlwable earned income. enter “NO” 
on Form 1040. /ins 56 

edlt in TABLE A that 

10 If line 6 I8 511,250 or 
credit I” TABLE A. 1 

11 Compare the amoun 
your bask credlt 

128 Em the mm of YW mumce company here l . ..____.____........________..______.....______.... 
b Enter the total amount you paid in 1991 for health insurance that 

covered at least one of your quallfying children. (See the ,nstructlonS 
for he 3b 1 , , 

13 Use the amOUnt on fine 7 to look up your credit in TABLE B that 
beglns on page 50. Then, enter the credit here 

14 Compare the amounts on lines t2b and 13. Enter the smaller of the 
two amounts here. 

lme 16 the amount from ltne 14 

15 If line 6 la 511,250 or more, use the amount on line 6 to look up your 
Credit I” TABLE B. Then. enter the credit here , 

17 Use the amount on line 7 to look up your credit in TABLE C that 
beglns on page 52. Then, enter the credit here . 

ne 6 t0 look up your 

YOUR TOTAL EARNED INCOME CREDIT 

20’ Add lines 11, 16. and 19. Enter the total h 
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Appendix II 

Table ES-Health Insurance Credit 
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Appendix III 

Major Contributors to This Report 

General Government Tom McCool, Assistant Director, Tax Policy and Administration Issues 

Division, Washington, 
DuEwa Kamara, Evaluator-in-Charge 

- 
DC. 
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