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ore than 60 percent of nonelderly Americans receive health-insurance coverage
through employers, either as policyholders or as dependents. However, rising
health-care costs are leading many to question
the long-term viability of the employer-based
insurance system. Concerns about the economic
burden of providing health insurance are particularly acute for small businesses, which are less
likely than larger ﬁrms to oﬀer health insurance
and which may have diﬃculty containing costs
due to their limited bargaining power and their
inability to hire experts skilled in negotiating
with insurance companies.
To better understand these issues, researchers
from the Kauﬀman-RAND Institute for Entrepreneurship Public Policy (KRI) explored trends
in the economic burden associated with healthinsurance provision, as well as the distribution of
this burden, for small and large businesses. The
researchers also considered the quality of plans
oﬀered. They found that, from 2000 to 2005,
the economic burden of providing insurance
increased for all employers, though particularly
for the smallest ﬁrms (<25 employees). However,
there was no evidence that ﬁrms dropped
coverage.
Health-Insurance Burden Increased,
Especially for Small Firms

The study found that, between 2000 and 2005,
the economic burden of providing insurance
increased for employers, particularly for the
smallest ﬁrms (<25 employees) and the largest ﬁrms (100+ employees). Over this period,
the median cost of health insurance relative to
payroll increased for all oﬀering ﬁrms, ranging from a 10.3-percent increase for ﬁrms with
25–49 employees, to a 39.5-percent increase
for ﬁrms with more than 100 employees and a
43.5-percent increase for ﬁrms with fewer than

Key ﬁndings:
• From 2000 to 2005, the economic burden of
providing insurance increased for employers,
particularly for the smallest ﬁrms.
• Despite clear increases in health-insurance
costs and cost burden, there is no evidence
that either small or large ﬁrms dropped
coverage over the period analyzed.
• Small ﬁrms offered plans that were of
slightly lower quality than those offered by
large ﬁrms.
• If health-insurance costs continue to rise,
all employers—large and small—may have
difﬁculty shouldering health-insurance
burdens.

25 employees. Holding constant other factors,
such as unionization and industry mix, the
researchers found that, by 2005, a typical ﬁrm
oﬀering health insurance spent between 7 and 10
percent of payroll on health insurance; however, the smallest oﬀering ﬁrms (<25 employees)
shouldered the highest overall burden, spending,
on average, 11 percent of payroll on health insurance. Moreover, in 2005, 50 percent of all small
businesses oﬀering health insurance spent more
than 10 percent of payroll on health insurance.
Very small ﬁrms (<11 employees) had higher
cost growth than did ﬁrms with 11 to 24 employees. Between 2000 and 2005, ﬁrms with fewer
than 11 employees experienced a 53-percent
increase in median health-insurance costs relative
to payroll, compared with a 19-percent increase
at ﬁrms with 11 to 24 employees. Moreover, in
2005, the smallest oﬀering ﬁrms had higher average health-insurance costs relative to payroll than

Smaller Firms Offered Plans of Slightly
Lower Quality

did larger ﬁrms: Firms with fewer than 25 employees spent
11 percent of payroll on health insurance, compared with 7
percent at ﬁrms with 25–49 employees, 9 percent at ﬁrms
with 50–99 employees, and 10 percent at ﬁrms with 100 or
more employees.
There was considerable variation in the level of healthinsurance burden among small ﬁrms. While, in 2005, 25
percent of small ﬁrms that oﬀered insurance spent less than
6 percent of payroll on health care, another 25 percent spent
in excess of 15 percent of payroll on health-insurance costs.
The variation suggests that a “one-size-ﬁts-all” policy to
facilitate health-insurance provision at small businesses may
be poorly targeted.
An unexpected ﬁnding in this analysis was that both
very small ﬁrms (<25 employees) and very large ﬁrms (>100
employees) have higher health-insurance burdens than do
medium-sized ﬁrms (25–99 employees). A potential explanation for this is that take-up of health insurance at very small
and very large ﬁrms is higher than that at medium-sized
ﬁrms. Take-up at small ﬁrms may be high either because
small employers that oﬀer health insurance require all their
employees to purchase coverage or because small employers that oﬀer insurance have employees with unusually high
demand for coverage.

Overall, the study found that small ﬁrms oﬀered plans that
were of slightly lower quality than those oﬀered by large
ﬁrms. The research found that plans oﬀered by small ﬁrms
(<25 employees) had slightly lower actuarial values than
those oﬀered by large ﬁrms, especially for non-HMO plans
(e.g., preferred-provider organizations [PPOs] and traditional
fee-for-service plans) and for enrollees in the top 50 percent
of expenditures.
The study found that an average employee at a small ﬁrm
would expect to spend 1.9 percent of annual earnings on outof-pocket health expenditures, while an average employee at
a ﬁrm with more than 100 employees would expect to spend
1.3 percent of annual earnings on such expenses. Employees
at small ﬁrms who have higher expenditures, such as older
and sicker employees, may be particularly disadvantaged
when they receive insurance through their employer.
Overall, the results paint a mixed picture of the relative
generosity of plans oﬀered by small and large ﬁrms. Although
health plans at large ﬁrms (100+ employees) are more likely
to include prescription and dental coverage, and non-HMO
plans oﬀered by large ﬁrms have lower deductibles and
coinsurance rates, HMO plans oﬀered at large ﬁrms require
higher copayments, and non-HMO plans oﬀered at large
ﬁrms are less likely to have an out-of-pocket maximum.

Despite Higher Cost Burden, Firms Did Not Drop
Insurance Coverage

Employer-Based Health Insurance May Become
Unaffordable If Costs Continue to Grow

Despite clear increases in health-insurance costs and cost
burden, there is no evidence that ﬁrms dropped coverage over
the period analyzed. Health-insurance–oﬀer rates remained
relatively stable from 2000 to 2005, even for the smallest
ﬁrms (<25 employees and <11 employees).
These ﬁndings suggest that ﬁrms, and ultimately their
employees, were willing to shoulder the burden of rising
health-insurance costs even if it meant giving up increases in
wages. However, it is unclear whether employers and their
employees will be able to aﬀord this burden in the future if
health-insurance costs continue to outpace growth in payroll.

The results of the study suggest that, if health-insurance costs
continue to rise, all employers—large and small alike—
may have diﬃculty shouldering health-insurance burdens.
Although ﬁrms may pass insurance costs back to employees
in the form of lower salaries, employees may be unwilling
or unable to aﬀord these cost increases in the future. This
may be particularly true at very small ﬁrms, among which
employees appear to be sacriﬁcing a larger share of their
salaries for a lower-quality beneﬁt. ■
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