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BacKkarouRaianer Basic CORCERLS

[fhree stages of evolution

a Previder-ainven® traditienal fee-for-senvice medicine
s “Payerdrvenr managed carne

s “Consumer-anven” health care (“CDHC™)

CDHC plans; have three hasic elements:
a High' deductiple insuramnce ceverage

» Health spending accounts (tax-sheltered)
s Wellness/care management resources



BacKkarouRaianer Basic CORCERLS

Fheeny of COIFHC plansiis to change: the rele: of
empleyees; from passive Beneficiaries to; active,
Infiermed censumers. 1o do se, CDHC plans
provide employees With:

a Glheater financialfstake i medical spending, Inciuding
CheIce hetween spending and saving available funds

x Viere choilce in healtih care providers
x Viore infiermation: alkouit previder costs ana guality.

x Viore infiermation: alkout thel: own health! prokliems,
treatment alternatives andifestyle choices aiiecting
thelr health



BacKkarouRaianer Basic CORCERLS

n Health Savings Account (“HSA”)
Intreduced! by 2003 Medicare reform! legisliation
Successor to Medical Savings Accounts under HIPAA
n Health Reimbursement Arrangement (“HRA”)

HRAS with carryovers confirmed by IRS guidance in 2002
HRAS available prier te 2002 under I.R.C. Section; 105

n Health Flexible Spending Account (“health FSA”)

Permitted’ under I.R.C. for more than 25, years; precursor to
CDHC

Usually effered as a compoenent ofi caleteria plans



IHealiar Savingsr Accounts (IHSAS):
e Basics

IHSAS permit pre-tax employee and empleyer
contributions (Usually thareugh cafeteria plans) and tax-
firee witharawals for qualified medical expenses

ASSets are held andlinvested in separate account 1y
eUtside custodian or trustee

ASSets are never fierfeited to employer andl unspent
funds accumulate year-te-year; no: Use-lt-er-1ose-It rule

NG empleyer review: and approvall (adjudication) of
account withadrawals; employees may: Withdraw: fer nen-
medical spending sulbject tor paying taxes and (generally)
10% penaity



IHealiar Savingsr Accounts (IHSAS):
e Basics

Eligipility ferr contripuiens te HSA conditicned on
empleyee coverage: under high deductiole health
plan (HDHP) and enly limited coverage under
oW deductinle plans

1ior gualiy”as; HIDHPS InStirance; Coverage muist
satisiy, minimum deductiblel and annuall out-of-
POCKEL Maximumi fier single/family: Coverage
(min/max: imitst apply for In-netwerk exXpenses)

Primanly regulated by IRS; HSAS are not subject
10 ERISA I certain reguirements ane met; other
federal health 1awsi generally’ not applicable




IHealiar Savingsr Accounts (IHSAS):

The Basics
S SA/H PP LIS Single Eamily
2009
Contrbution LLimits $3,000 $5,950
+ catch-up contributions, (ifage 55) + $1,000 + $1,000
Minimum Deductible $1,150 $2,300
Out-of-Pocket Maximum $5,800 $11,600




IHealti Relmisursement
AlrangementsH (FRAS) e BASIES

IHRAS permit tax-firee empleyer contriputiens anal tax-
firee withdrawals; fer gualified medical expenses

Employee contrbutions net permitted; empleyer
contrbutions must be outside caletera plan

Usually’ unftindead; empleyer “contridutions: are credited
10 heOKKEEPINg reserves Within empleyer general assets

Use-lt-or-lese-it rule is not required (Ut Is permitted).
Employees may’ thus accumulate: Unspent account assets
firom year te year, but employer may: set limit en
pPEermittedl carr/over

0



IHealti Relmisursement
AlrangementsH (FRAS) e BASIES

Employer or third party administrater reviews and
approves: (“adjudicates”) empleyee spending fren HRA

Eorfeitures off Unspent amoeunts permitted at termination
Of employment

IHIgh! deductiblerinsurance coverage not reqguired;, butin
practice most employers offer HRAS InfconjuRction wWith
some fierm efi high deductikle plan

Prmanly regulated tnder Internall Revenue Code and
ERISA; ether applicable federal laws: ERISA, COBRA,
HIPPAA, NMEPA, MHEPA; WHCRA, MSP, EMLEA, USERRA
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IHealtinr Elexinle: Spending
Accounts (ESAS) — e Basics

IHealthr ESAS pemmit pre-tax employee
contrlULiens and tax-firee reimbursements ol
gualified medicall EXPEnSes

Usually funded by creditingl employee: salany
feductions Uneer cafeterna plans ter hoekkeeping
feserves within empleyer general assets

Employer or third party administrater reviews
and appreves (“adjudicates™”) emploeyee
Spending from account

12



IHealtinr Elexinle: Spending
Accounts (ESAS) — e Basics

Use-it-or-1ose-It rule applies: unspent funds are
forfeited toremployer at end ofi year; 222 menti
grace peried at year-end Ifi plan se; provides

Unifermi coverage: rule applies: entire annual
salany reductionravailable for employee te
Witharaw: at BeginnIing of year

Pramarily requlated under InternallRevenue Code
and ERISA; ether applicanle federal laws:
COEBRA, HIPPAA, NMHPA, MHPA, WHCRA, MSP,
EMLA, USERRA
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HSA/HRA/ESA Bas|cS:
RECERITDEVEIGPMENLS

IRSINoetice 2008-82 providing guidance on HEART Act provision
PEMMItiNG distrbution) off Unused henelits In healthr ESAs 9/29/08

s DOL propesed regulations on' investment advice 8/22/08
a IRS propesed regulations on comparability: rules and excise tax

repPorting 716/08

IRSINoetice 2008-59 on| “grab-hag” guidance en HSAS 6725708
IRS Notice: 2008-52 on full contrbution’ rule: 6702/08.

IRS Notice 2008-51 on IRA to HSA transters: 6/04/08

IRS Rev. Proc. 2008-29 on HSA dollar limits for 2009 572.3/08

IRS final regulations on delayead: establishment off HSAs and
accelerated contrbutions #/47/08

IRS Announcement 2008-44 en direct deposits and withdrawals
off econemic stimulus payments 5719/08
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Elrther Conpansens; o HSAS;
HRASaRc FHEealth ESAS

Eligiiliy

HSA Eligibility
QualifiediMeadical’ EXPERSES
Adjudication ISSUes
Dependent Expenses
Eunding

HSA Eunding

Carnyovers

Noendiscrimination
HRAs andi Healthi FSAs
Cafeteria Plans
IHSA Comparability: Rules

Other Rules and Compliance Reguirements
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Comparisen of HSAS; HRAS, and
H el ESASENENG NI,

HSAS — Any individuall (Including self-empleyed) wiho
satisfies Code definition of “eligible ndividual™ (see next
Page) as ol first a2y off Mentha s e//giu/ertonake. or
recelye HSA contpunoas 1er that monitn.

s Withdrawals from HSA are permiited at any time, witheut regard

10 continued eligibility’ for HSA contributions

HRAS — Any: employee or retiree Is eligible; self-
employed mnmadividuals: are not

Healtar ESAs — Any employee or fiermer employee Under
COBRA'IS eligible; retirees, self=employed inadividuals; are
not (seliiemployed individuals Incliide partners, mere
than 2%, Sub' S sihiarehnoelders, Independent: contractors)

16



HSA Eligibility

Reguirements' for eligibility te: make or receive
contrbutiens te) IHSA:

a Coverage under HDHP (170 exceptions)
x Norcoverage under non-HDHPR (several exceptions)

x Not enrollied 1 Medicare Part A-D (eligibnity irmelevant)

Receiving secial security benefits results; infautematic Vedicare Part A
enroellment, which bars HSA eligibility. Delaying receipt ofi social security.
penefits and nen-enreliment inViedicare Part A, B, € and D permits HSA
eligibility’ te continue in retirement, including) continued catch-up
contributions

x Not able to e claimeadlas anetner’s tax dependent

Note: HSA-eligible self-=employed individuals may net make: pre-tax
contributions through' cafeteria plan; instead they contribute outside
cafeteria plan and take above-the-line Inceme tax deduction

17



HSA Eligibility

EXceptions; permitting nen-HDHP coverage
s BPreventve care

s Disreganded coverage:

Insurance relating te Worker's compensation, tort and! property.
llabilities, specified disease or Illnesses, hospitall daily indemnity.

Coverage for accidents, disability, dental, vision, Iong-temnm| care

s Noen-overlapping HRA or health ESA
Limited purpese HRA or ESA (preventive, dental/vision care)
Post-deductible HRA or healif ESA
Suspended HRA (e reimbursements available during plam year)
Retirement-only HRA (ne reimbursements: until retirement)

Coverage during health ESA grace period! i account balance Is
exhausted or transferred to HSA

18



HSA Eligibility

6/08 guidance onl permitted nen-HbIEP coverage: ana
efifect off statutory minimun deductible

a An eligible mdividual withi HDEP: ceverage may. alserhave
coverage under a plan thatis net a gualiiying HDHP previded
that the deductible 1s at least the statutery: minimum. Example
IS umbrella coverage with deductible of: the HBHP’s lifetime: imit
(Q&A-T)

s Embeddedimadividualideductible off at least the statutonry
minimum fer family: coverage within: an: umirella fiamily.
deductible dees not affiect HSA eligibility’ (9&A-4(a))

s [findividual switches frren family ter seli=only HDHP, expenses
ncurred during family: coverage may: be allecated 1 any.
reasonable manner, for satisfying| self-enly deductible (Q&A-12)
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HSA Eligibility

6/08 guidance on permitted nen-HPEP coverage

s Where empleyee has HDHPE family: coverage, family memioers
may: have additional’ nen-HDEP coverage (it excludes the
employee) (Q&A-11)

s RPost-deductible HRA or health ESA fer employee with HDHP
family’ coverage may not reimburse medicall expenses ofi family

member Inecurred before satisiying statutery minimum: fiamily.
deductible ($2,300 for 2009) (9&A-8)

n Post-deductible HRA or health ESA may pay: eExpenses, above
statutery: minimum; amily deductikle of individual with family/
HIDHP cCoverage (Q&A-4(h))

Example: HDHP poelicy has family’ deductible: ofi $4,000. Post-deductible
HRA may’ pay individual family: memker's expenses above $2,300 (for 2009).
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HSA Eligibility

6708 guidance’ on permitted non-HBDIHER ceverage

a Veterans Admin. medical benefits: receipt ofi VA
pERefits within past 3t menths bars HSA eligioility, put
this rule dees not apply. IiF enefits receved: are
limited to disregarded coverage: or preventive: care
(Q&A-9)

s “Mini-med™ plan CoVerng| expenses belew: the
statutery minimum; deductinle bars; IHSA eligianity,
Unless mini-med planiis limited to preventive care: or
disregarded ceverage (Q&A-2)
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HSA Eligibility

6/08 guidance on permitted non-HDHR coverage:
effiect' ol employer payments

Employer payment o empleyee’s share ofi HDHP premiums
threugh HRA dees not affect HSA eligibility (0&A-1)

Employer payment off portion: off eXpenses below: mininum
deductinle bars HSA-eliginility, (0&A-3)

Employer’s ensite clinic: Access to free or below-EMV
care fren employers clinici dees net pal IHSA eligionity. if
clinic dees not provide significant Benefits In the nature: ofi
medical care (other than disregarded Coverage or
preventivercare). E.g., clinic:may: provide allergy
Injections, non- prescrlptlon MEeds, treatment for Workplace
INjuries (Q&A-10)
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HSA Eligibility

Spousal coverage and HSA eligibility: basic rules

= | either speuse has, family’ coverage, then: both
S[POUSES are treated as; navingl enly: that coverage

x [1i oot Speusesshave: iamily: coverage, then lewer
deductible applies for purpeses: off determining
eliginility: and combined contibution: limi

Cembinedl contribution limit may: be divided hetween Spoeuses
as they: cheese; defaultis egual division

n |f ene speuse has HDHP coverage and ether spouse
nas nen-HBHP family: coverage. that excludes; first
Speuse, then first speuse Isi IHSA-eligible

Contribution amount depends on Whether first speuse’s
IHDHP coverage Is family or single) Rev. Rul. 2005-25
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HSA Eligibility

Spousal coverage and HSA eligibility:  examples

Suppese hushand-has family nen=HDHP' ceverage covering self and
children; wifie liass seli-only: HDHP' coverage

= Hushand'is ineligible for HSA contibutions
s Wifie Is HSA-eligible andimay: contribute $3,000; (for 2009)

s Suppose employee has HDHP coverage fior himself and a same-sex
doemestic partaer Who dees net gualify as' tax dependent

= [his appears to constitute family’ coverage for HSA-eligibility, purposes hecause it
IS not selfi-enly: coverage

s Same-sex demestic partner may not be treatedi as speuse fior federall law
purpeses. Therefere, HSA-eligibility rules on speusall ceverage appear to) e
Inapplicakle te same-sex domestic partner relatienships

s Because domestic partner is not tax-dependent and has HDHP coverage, he
apparently: may: contibute terhisiewn HSA up; te family: coverage limit." Employee
may do the same for his HSA. Thelr combined contributions are doulle what a
marred couple is permitted.
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Comparisoen ofi IHSAs, HRAS;, and
Healui ESAS — EXpenses  Qualifies
e eV MERFeIFRENTIUISERIERL

HRAS anenealta ESAS — Betih may: pay. tnreimbursed medical
expenses under Sectien 213(d) of the' Cede; including
EXpenses ol speuse and dependents. Unlike HSAS, both may
e designed ter exclude payment off some 213(d) eXpPEeEnses.

HIRAS

s Insurance premiumsyare payable — even fior Medicare Part B or
Medicare supplemental poelicies and long term care msurance (lhuit ne
long term care Services)

s Expenses incurred pest-employment are: payable: it HRA includes spend-
down! provisions (WhIch are commen for etirees)

HEealbi ESAS —Instirance premiums and payments for qualified

long term care insurance oI Services; may not e paid or

reimbursed. Post-empleyment spend-dewn previsions are neot

permitted. Advance payment of orthedentia expenses /s

permitted.

25



Comparisen of HSAS; HRAS; and
Healui ESAS — EXpenses Qualified
i Pelnlenit o Helpalfsenep

HSAS — Unreimbursed medicall EXpenses under Section
21.3(d) of the; Code are are payable; including expenses
off speuse and dependents. Insurance premiums,
Including Medicare supplemental policy premiums; are
not payanle (except for COBRA coverage, leng term care
lAsurance, health insurance while unempleyed, Post-65
healtihnsurance policy,; Medicare Part D)

a Notice 2008-59, Q&As 31-32 confirm that HSA may: pay.
Premiums fior COVErage of spoUse o aeperaent duing COBRA
PENDA or Unempleyment

HSA distiikubiens are allowed for nen-meaicall puifPoSes
put will be taxable: andisubject to 10% excise tax Unless
exceptions are: met (death, disability’ or post age 65)

[DERENGEER Statlisi— See helow
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Comparisen of HSAS; HRAS, and
HEealtii ESAS = [DERERGER EXIPENSES

Dependents’ medicall eEXpenses are payanle en tax-iree
9asIs, i tax code definition off dependent: Is satisfied

s HDHPR, HRA or healthi ESA may’ define dependent differently tham
tax code definition. Defining dependent more breadly makes
value of dependent coverage taxable toremployee

s Tax code definition off dependent contrels for HSA puliposes

What Isitax code: definition off dependent?

a Definitien of dependent: for greup: health: plan purpeses Is slighily
proader than, definition for tax exemplion: PUrpPeses

a New: guidance clarifies dependent treatment Inr diverce Situations
Custodial parent neead! not release. claim; to exemption
IHSA may pay’ expenses of dependent claimed! by fermer spouse
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Comparisen of HSAS; HRAS, and
Healiir ESAS = AGUGEICAeN

Healtn ESAS — Expenses must e sulhstantiated anad
adjudicated (or aviio-adjudicatied)

HRAS - EXpenses must be substantiatedrand adjudicated
(o1 avito-adjudicated)

HSAS — Noradjudication by emploeyers: Is required or
pemmitted. Upen atdit, participant must he able te
document that HSA withdrawals are for gualified medical
ExXpenses. Eor this purpose, HSA trustee/custodian may
adjudicate ex|penses; as a Service to participant, oK else
participant must maintainrdocumentatien (“shee: Pex:*
recordkeeping). lin either case, employer has ne role.

x Notice 2008-59, O&A 28 clarifies; that HSA account owner may: authorze
withdrawals by semeone else
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Comparisen of HSAS; HRAS, and
Healiir ESAS = AGUGEICAeN

Health ESAS & HRAS —

a Depit cards - can lie used 1o auto-adjudicate (1.e. no further
substantiation required) In: certain circumstances defineadl by IRS
notices 2006-69, 2007-2

m EOB! rollovers— Iinsurers send EOBS o) TPAS wWhe make
automatic reimbursements; flrom HRAs and: healthr ESAS to
participants.

HSAS —

s Depit cards - canibe used! (with medical filtering) but employee
must have another methed of ohtaining moeney: from: account.

u EOB rollovers — permitted buit undesirable to employee whose
goal Is' saving meney: inian HSA.

29



Comparisen of HSAS; HRAS, and
Healiir ESAS = AGUGEICAeN

Depit Card Guidance

x |RS Notice 2006-69) allows; aute-adjudicatien at
merchants (Witheut healthr cane MECs) with Inventony,
Infiermation: approvall systems; (IAS) and permiits
multiples of co-pays, In addition te original auto-
adjucication methods (Co-pays; ECUring EXPENSES,
andireal-timer adjudication charges at merchants With
nealth care VICCs).

s [TAS muUst have:recordkeeping anaallow: split
iransactions:

n Also permits autematic adjudication based on EOB
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Comparisen of HSAS; HRAS, and
Healiir ESAS = AGUGEICAeN

Denit Card GuIidance (conit)

x |RSI Notice 2007-2 prevides transitional relief te
merchants withouit health cane MCCs; until 1:2/31/2007
— allews Use: off cards to continue: untl IHAS 1R place

x |RS Notice 2007-2 also Impeses; new: rule en drug
stores and pharmacies — must have lAS er 90% ofi

gress, sales must lbe gualified medicall EXpPenses

x Notice 2008-59, Q&A 26, clarifies, that IHSA may’ e
administered throug debit candirestricted ter medical
expenses, but enly Iffaceess to HSA funds Is
ethenwise availakle; e.qg. through' online transfers,
ATM withdrawals or checkwiriting
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Comparisen of HSAS; HRAS, and
HealnrESAS=EURCING

Contrabutions —

x HealtarESAS — Salany reductiens: or enployer
contrULienSs

s HRAS - Employer contributions: enly: (lsUt not
URder the calnetera plam)

a HSAS — Salany reductions: or employer:
contrbuiens threugh a caletera plan;, ether
employer contrnputions, after-tax contibutions
off Indiviaual
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Comparisen of HSAS; HRAS, and
HealnrESAS=EURCING

Contrkution mits —
a Healuh ESASI— Nene, [t non-discrminatory.
a HRAS — None, I nen-aiscrminatory.

a HSAs = $3,000 for self-only coverage and! $5,950 fior family,
coverage (2009 indexed ameunts). Additional “catch-up”
contributions: ($900 fer 2008 and $1.,000 thereaiter)
permitted fior madividuals whoer attain age 55 before end ofi
taxahble year.

Each spouse must contribute catch-up amoeunt to ewn HSA (Q&A-22)

Contribution limits are also tax deduction: limits

Dec. ‘06! legislation removed! policy deductible as; altermative limit, permitted
full'year contribution when: eligibility begins mid-year, and allewed one-time
“gualified HSA funding| distribution” frem traditienal and! Reth IRAs to HSAS
(see Notice 2008-51 for detailed guidance on distributions from IRAS)
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IHSA EUnding
ARPIVIRG e RMIINVAESATCORUHBUERMNIITI

Eamily: contriution limit applies even, ii* Spoeuse. or
dependents have ceverage by nen-HDHR, Medicare: or
Medicaia, But noe; pertion ol contribution s allecakle: te
SPOUSE’S HSA

[T both spouses are HSA-eligible with ene having| selifi-
enly and the others family: coverage; then: the family limii
applies;, regandless off whether fiamily HDHP covers
spouse With seli=only. coverage; contrpuiien Is allocated
PETWEEN SPOUSES By agreement

I both spouses have family HDHP coverage, then family:
ImIt applies, regaraless; off Whether each spouse’s family,
COVEerage covers other spouse
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IHSA EURGING

mIReNies

Individual who becomes eligiblermid=year may: contribute full-year
ameunt, based on Dec. 1 coverage status, (this may: Increase, not

decrease, contripbution; lImit)

= But fallure te remain eligibler throughoeut fellewing year (testingl period) for
reasens other thamn disability’ or death means, that contibutions; attrbutable te
pre-eligibility: peried! (but not earings) are included! in gress inceme, and penalty,
IS Impoesed: ofi 10%) of that amount, fier fellewing year.

= Penalty’ applies regardless off age: or applicability: off 10%penalty for nen-medical
= Pre-eligibility contributions are net distributable as excess contributions

Individualflesing eligibility, duringl year may: enly: contribute pre-rated
amoeunt, but still has; until next 4715 te make that contrikbution

Contributiensimade Between: Jan. 1. and Aprilfls are allecalble te
prier year, but Fermi W-2 Box 12 sheuld show: actuall contributions

fer calendar year:.
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IHSA EURGING

mIReNies

Date HSA estanlishiedlis; determined by state trust |aw.
s Maest state laws reguire: holding| assets fior a trust te exist
s State laws vary asite signature reguirement

n HSA may not e treated as existing| prior 1o date estahlished
under state law; e.q., HDHP coverage date dees net hegin HSA

Ii- HSA receives funds: by rellover or transfer firom other HSA,
then establishiment date of ether HSA Canfies; over to

transferee HSA. Neisuch effect for qualified HSA distributions
Under 8 106(e) e gualiied HSA funding distribution: from IRA

[iFaccount ownrer had previeusly: estanlished an HSA, anallater
establishesi a new: HSA, the oeriginal establishiment date: of the
prior HSA carries over tor new: HSA i prior HSA hadl pesitive
palance within 18f mentns: hefore new: HSA Is estanlished
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IHSA EURGING

Correction rules

6% penalty’ oni EXCESS contributions, UNless EXCess, + earnings
are distriputed to individual by tax return extended due date
Erreneous; contrikbutions te HSA are returnable ter employer —
n |ffemployee was never HSA-eligible—then ne HSA existed, or
s [ffamount exceeded statutery limit—then excess IS returnaile
Employer may ask HSA custodian to return; ermoneous
contributions + earmings to employer. Ifinot returned by end
off taxalble year, then employer must include the amoeunt in
empleyee’s gress Incemer and repert on \W-2.
Erreneous, contrikbutions te HSA' notreturnable: ter employer —
a |fi contribution exceeds; employer’s intent but not statutery limit

= If employee ceased to be eligible mid-year and employer seeks
to recoup subseguent contributions (employee Is responsible for
withdrawing excess + earnings and including boeth ini Income)
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Comparisen of HSAS; HRAS, and
HEealtiffESAS = Cali/oVers

HSAS — Carhyevers reguired
HRAS — carny/evers permitted, not reguirea

Healtiar ESAS = ne cariy/over (except for 2Y2
moenth grace period, I plan; prevides fior Iit)

s HEART Act (6/1.7/08) and Noetice: 2008-82 (9/29/08):
URUSed amounts, may. be distrbuted te military
resenvists calledl tey actve auty for 180 days: (or
Indefinite peried)

Carryover Is fundamental ter COHC; It IS Intended te change
employee focus from annual spendingl and ferfelture to leng-term

medical and financiall benefits resulting| from| careful attention| te
nealth care and spending
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Comparisen of HSAS; HRAS, and
HEealtir ESASI=INGRGISCHmInaonN

IHealthr ESAS - Cannot discriminate in: fiaver o Righly.
compensatediindividuals as te eligiility to participate: or
penefits—Code 8 105(h); also subject te’ prepesed
caleteria plan nendiscriminatien rules, under Cede 8 125

HRAS - Cannoet discrminate in: favor eiff Righly,
compensated mnadividuals; as; tereliginity te participate or
penefits—Code S 105(h); Code: 8 125 rules do net apply.

IHSAS — Employer contrdutions must satisty.
comparability rules under Cede s 49806 unless offered
through! catetera plan=—then must satisfy’ caleteria plan
propoesed non-adiscrimination rules under Code S 125
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Comparisen of HSAS; HRAS, and
HEealtir ESASI=INGRGISCHmInaonN

Noendiscrimination: rules for HRAS and health
ESAS Under Code: 8 105(1)7:

s HRAs and health ESAs are treated as self-insured health plans,
WhHICHh are not permittedl terdiscrminate: in faver off “highly
compensatedimdividuals* as; tor eligipility” or benefiis

Regulatiens; under 8 105(h) are mere tham 25 years old; IRS does
not currently isste rulings; little enforcement actuvity. It may: lhe

reasonable terapply certain elements o new: 8§ 125 regulatiens fer S
105(h) puUrpeses

Both & 105(h) and 8 125, use term “highly compensated individuals”
BUL term I1s defined dififerently in; each section

* These rules also apply to selfinsured major medical plans, including
IHIDHPs. Discrimination under 8 105(h) have adverse tax cConsequences
under Code § 409A rules governing nengualified deferred compensation.
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Comparisen of HSAS; HRAS, and
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Noendiscrimination: rules for HRAS, and health
ESAS under Code S 105(h) (contd):

= HRAS andl healthr ESAS are nendiscriminatory: because
When they: cover most employeesiand provide: the
same benefits te all, as commonly: 6Ccurs

= Other situations may’ require. careful consideration of
discrimination: rules. Examples:

Healtihh ESA wherelimit en annual contributiens: Is se high as
te be used enly by highly: compensated employees

HRA offered only te a limited group: consisting sulbstanitially
off top paid 25% and/or certain efficers/shareholders

HRAS With' provisions fox vesting or basing maximum _
reImbursement amount 0 age, Years) off SErVICe o compensation
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Noendiscrimination: rules for HRAS, and health
ESAS under Code S 105(h) (contd):

s Definition ofi “highly’ compensated individual™ under 8
105(h):
five highest ofificers
10% sharehoelders
highest paid 25% of all employees

s |n determining the highest paid 25%, certain categoeries; of
“excludable employees’—empleyees Wio are: part-time,
seasonall, collectively bargained;, Iess thani age: 25, Withiless, than
3/ years of SElVice, or non-resident aliens with ne ULS. soLirce
INCeme—alre not con5|dered iff the HRA or ESA excludes them
from| participation. These exclusions are also applied in
determining whether eligibility: and benefits are discriminatory.
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Noendiscrimination: rules for HRAS, and health
ESAS under Code S 105(h) (contd):

s 8 105(h) eligibility test—current law:Is unclear

1981 regulations under S 105(h) apply’ chselete version: of test
applicable to gualified retirement plans, Which invelves: altermative
PErcentage tests or a subjective, “reasenable classification.”
Percentage tests reguire that plan lhenefit at least 70%) ofi all
employees, or henefit 80%) ofi eligibles where 70% of all employees
are eligikle. Plan aggregation pemmitted, net required.

Aboeve tests were revised by 1986 tax reform act. Curient tests ane
partially’ icorperated in proposed § 125 regulations (see helow))
which use retirement plan’ definition: ofi “highly: compensated
employee,” not 8 105(h)) definition eff “highly compensated
ndividual.> The highly compensated employee definition Is based
0N compensation for the preceding year above $100,000 for 2007
and $105,000 for 2008.
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Noendiscrnmination rules fer HRAS and
ealthr ESAs tinder Code 8 105(11)) (cont’d):

n S 105(h) eligibility test—current law Is unclear (contd):

NG guidance exists) on whether current Si 125 tests may. e
applied for & 105(h) puUrpPeses

Current tests may reguire counting most “excludable
employees” — a proklem for HRAs er ESAs excluding large
groups, e.q. part-time employees

Including such an HRA o ESA as: part ofi nen-adiscrminatory.
majer medical plan woeuld makerthat plan; discriminatory.
unless HRA or ESA Is given the same eligibility previsions as
major medical henefits
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Noendiscrimination: rules for HRAS and health

ESAS under Code 8§ 105(h) (contd):

s S 105(h) benefits test: all benefits provided to highly
compensated ndividuals must be previded te: nen-aighly
compensated ndividuals, 1 beth plan terms and: plan eperation

Greater utihizatien: by highly compensated individuals; is net treated
as discriimination.

Dififerent waiting, peiods apply. to different groups has' been treated
as discriimination: in benelits; rather than eligibility: (lesser tax
COMNSEequences apply: te the:latter)

IRSThas iniiermally allewed! differences In benefiit pProvisions fior
dififerent groups I eachr group: satistied eligibility’ testing. It remains
to be seen whether IRS will continue this position: after § 125 regs
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Cafeteria planrnenadiscrmination rules, under

Code 81125

s Rules applicanle te IHSAS or healih ESAS provided through
caleterna plans: Not applicable ter HRAS;, WhIch may not be
provided througi calieteria plans

s |IRS Issued preposed cafetena plan regulatiens in Aug. 2007
(expected to be finalized by end of 2008)
INew: discrimination regulation Is;one o Seven proposed rules

conselidating, updating andl expanding limited pro guidance en
caletera plans

Propesed’ effective date Is planyears beginning on or after Jan. 1,
2009. This date Is expected to be deferred by ene year. The
proposed regulations may: e relied upen pending final regulations.
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Caletera plan nendischimination rules
under Code 8 125 (cont’d)

s Cafeteria plans may not dischminate i faver of
“Nighly: compensatediindividuals™ as; te eligibility,
contrbutiens; and enefits

s Cafeteria plamns may net provide more than 25%; ofi
non-taxahle henefits (Including HSA' contrbutiens) to
“key employees™

a Cafeteria plan rules are mere fiexiple than

comparaniity rules; e.g., employersi may: contrkute
more te HSAS' ofi persons with: chroenic disease
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Caletena plan nendischmination rules
Under Code 8 125 (cont'd)

a Basic elements ofi propoesed: regulation:
Definitiens
Eligibility: Test
Contributions and Benefits Test
Key Empleyee Concentration| Tiest
Saie: Harlhor fior Healih Benefits
Plan  Agaregation/bisaggregation
Additional Rules
Tax Consequences of Discriminatory Cafeteria Plan
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Caletena plan nendischmination rules
Under Code 8 125 (cont'd)

x Definitien of highly: compensated individual:

Officer I the preceding planiyear (oK current year for new
hires), based! on all facts anadl circumstances; or

More than 5% shareholder In Voling| power: or value
determined w/eut attrikbutien, In either preceding o current
plan year; or

Cempensation exceeded Code: 8 414(q)(1)(B) amount; I.&:
$105,000 for 2008, and (I employer elects) in top-paid 20%,
for preceding plan year (or current year for new hires); or

SpoUse or dependent of the above
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Caletena plan nendischmination rules
Under Code 8 125 (cont'd)

s Definitien off compensation
Includes elective: deferrals
Excludes amounts abeve qualified plan comp limit ($230,000
fior 2008)

» Definitien ofi statutery non-taxable henefits: qualified
cafetena plan benefits that are excludead ffeni gress
Income (e.q. group health coverage, HSA and ESA
contributions, dependent care henefits) plus taxahble
group term life inrexcess of the $50,000! limit
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Cafetena plan nendiscrmination rules; UnRder
Code 8 125 (contd)

= Eligibility test: Disregarding “excludakle
employees;” plam must satisfy’ elher
NUmencall safel/ianior: percentagertest for gualifiedrplans, or

NUmencall wnsalel ianior: perceriage cCompenent off facts ane
circumstances test fior gualified! retirement plans and a
[Eas0/IaIerclassilicatio/) test

Excludable employees: Collectively-bargained employees, non-
resident aliens with; ne U.S.-source income firem employer, COBRA
participants. Iffplan requires 3 years of employment to participate, then
employees withiless than' 3 years, may: alse herexcluded:

This does noet permit excluding meligible employees such as, part-
timers, Whichl makes some: current plans discriminatory.
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Caletena plan nendischmination rules
Under Cede 81125 — Eligipility/ (contd)

n Reasornaple classiicatiorn test. opjective PUSINESS
criteria reguired: fier eligibility: exclusions; suchias jeh
categonry, geographic lecation, salamned versus Reurly,
COMPENSALIGN

a Saie ianior: perceniager testand: uasaleiaiio):
percentage. test: ot reqguire computing plans: rato
percentage, Whichiis % off HCIs divided by Y% ofi non-
nighly: compensatediindividuals henefiting firem; plan
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Caletera plan nendischimination rules
Under Code St 125 — Eligibility contad)

. Saie naniorperceniageriest. ratior percentage must
Perateast equial tor502% reduced by 0. 75% for each
1% by whichrnen-HCIls % of totall employees; EXCeeds
610)%)

a Upsale ianbor: perceniage test: ratier percentage. must
PeratIEast equial tor20% rediced by: 0.75% for each
1% hy which % of nen-HCIs, oif total employees
exceeds 60%, but I ne case: less tham 20%, after
certain exclusions applied; reasenanble classification
test must alse be satisfied
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Caletera plan nendischimination rules
Under Code s 125 — Elgiblity (conta)

s Calculation off ratier percentage:

Non-HCIs whor benefit

All Nen-HClIs
HCIs whoe hbenefit
All'HCIs

m Persens “Wie benefit™ appears te mean eligible participants,
regardless off whether they: elect te participate
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Cafeterna plan nendiscrmination rules Under

Code 8§ 125—Contributions and Benefits, (contd)
a Cafieteria plan may net disciminate i favor of ighly
coMpPensated participantsi as te’ elher...
Qualified: benelits and total henefits; or

Employer contrbutions allecable ter statuten nentaxanie
penefits and to totall benefits

= Noen-discrimination must be satisfied for both benefit
avallapilityand Berefit tilization
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s Cafeteria plan nondisciminabien ruies under

Code § 125—Contrbutions and BENEHLS contd)

Benefit avarability: Plan must give each similarly situated

participant a unifern election; eppertunity With respect to

gualified benefits and employer contrHiutions

s “Similary situated™ appears ter allew: reasenable differences in

planbenefits e.g., for employees working in diffierent
geographicalllocations, o) single V. family:coverage.

Benefit utilization: Aggregate qualified henefits elected), or

aggregate employer contrbutiens: utilized, By Righly

compensated participants as %) ofi thelr compensation: may.

not exceed that % for nen-highly: compensated participants
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Cafetena plan nendiscrmination rules URaer
Code § 125—Contrikutions and Benefits (contd)

s Example of contributien/henefit utilization test—fiacts

Plani covers all employees;, previding health coverage: plus
employee-funded HSAs and limited-purpoese healih ESAS

Employer pays entire $100 moenthly health premium;
employees elect that or $50rmenthly’ cash payment

3 0 4 HCPs and 5 off 20 non-HCPs elect healtih coverage and
contribute $20/mo to HSAs/ESAs; HCPs| earm $120K/yr and
nen-HCPs; earn; $30K/year:

Does this pass utilizatien test? ...
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Cafeterna plan nendiscrmination rules Under
Code: s 125—Contrbutions and BeEnefits contd)

a Example of contibution Utiization| test—analysis

Agaregate emploeyer contrbutions:

= HCPs = $3,600 Non-HCPs = $6,000
(no. ofi employees x totall employer contributions)

Aggregate comp. ofi each empleyee group:
s HCPs = $480K Non-HCPs = $600K

Aggregate employer contributiens as % off comp.
s HCPs = 0.75% Non-HCPs = 1.0%

Test Is passed because HCPs elect lower %
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Cafeterna plan nendiscrmination rules Under
Code: s 125—Contrbutions and BeEnefits contd)

a Example of benefit ttilization| test—analysis

Agaregate qualified henefits earnead:

= HCPs = $4,320 Non-HCPs = $7,200
(no. efi employees x total contrbutions)

Aggregate comp. ofi each empleyee group:
s HCPs = $480K Non-HCPs = $600K

Agaregate qualified benefits;as) %, of comp.
s HCPRs = 0.90% Non-HCPs = 1.2%

Test Is passed because HCPs elect lower %
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Cafetena plan nendiscrmination rules; UnRder
Code § 125—Key Employee Concentration: Test

s Key Employees: 25% limit
[T statutery: nen-taxable henefits for key: empleyees exceed
25% 0l aggregate’ statutery nen-taxable benefits: for all
empleyees electing nen-taxanle henefits, then .
Vaximum: taxable henefits that key employees could nave
elected are includable i theli gress Inceme

a Key'employee definition (loased on preceding plam:year):
Ofificers with compensation akheve $150,000 (2008 amount)

501 OWNEKS
1% owners withr compensation abeve $150,000 (no Indexing)
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Cafeterna plan nendiscrmination rules Under
Code 8§ 125—Key Employee Concentration| Test conta)

Example: Employees pay 30% of insurance premium for single ($3,600)
or family: ($7,200) coverage, and contribute tor HSAs with ne employer
contribution. One key employee elects fiamily: coverage and contributes
$1,000 to HSA; three nen-key: employees elect single coverage and one of
them contributes $1,000 to HSA.
x Key employee’s non-taxable benefits = $1,000 + (30% x $7,200) +
(70% x $7,200) = $8,,200.
= Non-key employees’ non-taxable benefits = $1,000 + (30% x $3,600 x
3) + (70% x $3,600 x 3) = $11,800
= $8,200/ ($8,200 + $11,800) = 419%. Exceeds 25% limit.
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Cafeteria planrnenadiscrmination rules, under
Code 8§ 125—Safe Harbor

s Cafeteria plans providing majer medicall Benefits are
nondiscriminatery. Ii:

Contribuions fer each participant equall 100%,) of cost of health
COVErage: off majonity off highly: compensated participants similarly
situated, or egual or exceed 75% ofi cost oft health coverage of the
participant (similarly:situated) with: the highest cost healih
coverage, and

Contriputions or PENETILS N excess, of the feregoeingl hear a uniferm
relationship te compensation

“Similarly situated” permits; reasenable differences in benefits, e.g. fior
dififerent locations or single v. family coverage
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Cafeterna plan nendiscrmination rules Under
Code 8§ 125—Plan Agaregation

a Penrmissive: disaggregation: fier testing| purpeses:

[T plan; benefits employees withrless; than 3 years of
empleyment, then...

Eor testing purpeses the plan may. e disaggregateadl inte; 2
separate plans, ene cevering employees withiless; than 3
years, and one covering employees With 3, or more years

Both eligibility: andl contributions/enefits testing must be
disaggregated
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Cafeteria planrnenadiscrmination rules, under
Code 8 125—Plan Aggregation contd)

s Queries: s adaitional permissive disagaregation
availanle?  Does) plan=y-plan analy/sisWolik With
PErmiIssive disaggregatien?

s Optienal aggregatien for testing| pUrposes:

I empleyer aggregates 2 or more plans, the combined: plan
must satisiy: both eligibility: and contridutieons/Penelits testing
as I it were a single plan

Aggregation Is not permitted if*a principal purpese IS/ to
manipulate testing requirements; or etherwise discrminate in
faver of highly: compensated madividuals er participants
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Cafetena plan nendiscrmination rules; UnRder
Code 8 125—AdditionalfRules

Employer:agagregator: controlled! group affiliates treatedl as; single: employer:
QuEry Whether separate lines of business may. be treated separately.

= fymyng: Nendiscrimination testing Is done as of the: last day of the: plan year,
takinglintor account all'nen=excludanle current  andi former employees whowere
employedi onrany: day during the planyear

s Discrinnatoerny: eperation prohibited: erg. ofifering a lenefit enly for period when
used by highly, compensated employees

s Antizapyse ;. Nondiscrimination: rules must berinterpreted reasenakly.
\ielation oceurs, Ifi testing| procedures or plan provisions: are changed! repeatedly,
where doing serhasithe effect and a prncipalipurpese: of manipulating tests

uJrapsactions: Ne guidance yet om hew: rtles apply: te) corporate: mergers,
acguisitions, divestitures
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Cafeteria plan nendiscrminationrules under Code
S 125— [ax Censeguences of Discrhnmination

s Highlyscompensated and key: employee participants:
gress; ncome! includes the value of the taxable benefit
With the: greatest value: that employee could have
elected, even i only: nentaxable benefitsiare actually,

elected.

x (e year off iInceme: Inclusien Is the participant’s
taxalleryear Within which ends the plan year for
Which! the election was oI could have been made.
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HSAs — Nondiscrimination
ComparaninRulesor HSAS

Einal regsion cemparanle contriputiens Issuead 7/06;
moediiied 1By 12/06 legisiatien anal4/08f final regs;
further regs preposed In 7/08
s General Rule: Allfempleyees in same Ceverage
category must receive same employer contrbution

amoeunt (either same: dellar amoeunt e same: Percent
off HDHP deductilhie)

s Exception: Employer contributions made “threugh™ a
caleteria planrare net sukject tercomparaniity rule

Exception; usually applies

a Penalty: 35% excise tax on all employer
contributions ter HSAs for the year—file Form 8928
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IHSAS = Nendischminatien
HSANCOmparaniliy/=—EXCEPueN

When are employer contiihutions to) IHSAS made

hroug: a calererna plane.

x |ff employees can make contrputiens te thelr IHSA By,
salany reduction threugh the caleteria plan;, then any.
additienal employer contrbutions are alse “threugih”

e  caleteria plan
Even Ifisome employees der not make salary: reductions

NG need to offier a cash-eut option: for empleyer contribution

s [ff cashiable fiex credits are availakle for IHSA
contriputions, then Weuld lherconsidered threugh’
the caleteria plan, even withoui salany reductions.

s Non-cashable flex credits?
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IHSAS — Nepdiscrmination
HSAYCempaapli=—Cencral Rule

Categories of coverage: For purposes of making
comparanle contriputiens te empleyees In same
COVErage categony, the following categores: apply:

s Statutery categories ofi coverage are self-only:and fiamily.

a 2006 regulations also permit categoeries ofi family: coverage:
selfi+1, selfi2 and selfi+3 or more

s Exclude collectively bargained, self-empleyed, and employees
ineligiblerfor HSAS
Permitted discriimination 1n iaver ol nen=-nighly
compensated employees: Dec. ‘06 legisiation
moaified comparanility rule: nen-highly, cempensated
employees may new: receive: higher contrlutions; thian
nIghly compensated employees In same: coverage
category. See 7/08 propoesed regs
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HSAS — Nendiscramination

HSATCempaEpli~=—General Rule

e 2006 final regulations do: net completely: adaress
AeW: te satishy. therbasic comparability: requirement in
e situations:

a When an employee has not established an HSA at the end of the
calendaityear

s When an employer wishes to accelerate IHSA contrilbutions for
employees who incur large medicall expenses during the year
These: twoi situatiens: are addressed 1 April 2008
supplementary finalf regulatiens (adding @&As 14 and
15, respectively), effective for employer contributions
made for calendar years heginning in 2009 or later.

See also 7/08i prepesead regulations; permitting: maximum
contrbuUtiens for employees whe are eligible; mid-year
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IHSAS = Nendischminatien
HSACoRpaaRlit/~—GCEREINRUIE

Empleyerr contributions: ior empleyees Whoerhave
not estanlishied HSAS or Informed the employer

x 2006 final regulatiens;addressed hew an employer
complies; with' thercomparability rules Ifi an enployee
as not established an HSA at the time: the empleyer
contrbutes te its employees’ HSAS but dees, estalblish
an IHSA later in; the' calendar year

x 2006 regulations reserved guestion: off how! to' cemply/
when| empleyee does not establisih an| IHSA by the end
of the calendar year
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HSACoRpaaRlit/~—GCEREINRUIE

Empleyer contrbuitions for employees Whe have net
estanlished HSAS or Infermead; the empleyer (cont’d)

s |ffan employee doesi not establishan IHSA wWhen
employer contriputes ter HSAS hut dees establishran
IHSA |ater inf the' calendar year, or the employer does
et knew: that the employee established an HSA wWhen
the empleyer contributes to HSAS, then ...

x 2006 regulatiens require that empleyer make the
contribution: pltis;reasonable Interest once; the
employee later establishies an HSA.

Reasonable interest safe harbor Is Federal short-term' rate
under Code § 1274(d). The rate for September, 2008 was
2.36%.
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Employer contrkutions folr employees Whor have: not
established HSAs or informed the employer (cont'd)

s Under new' regulations, where an HSA-eligible employee has not
estanlished anl HSA by the endief the calendar year (Year 1), or the
employer does not knew Whether the employee ias dene so, the
empleyer may: satishy the: comparability: rules by taking| two, Steps; In; the
fellowing year (Year 2):

Employer must give notice toremployees by January: 15 of Year 2, and

Employer must make comparablercontributions plus reasomnable interest by,
Apnl 15 ofi Year 2 — reguired for each HSA-eligible employee who follews
InStructions, in| netice

s Employernoticel o employees: Notice must state that empleyer will
contribute tor HSAS for Year 1 of employees, who, by the last day of;
Eelbruany efiYear 2, establish an HSA andf notify the employer.
Employer notice must be issued nolater: than January 15 ofi Year 2 and
no earlier than 90 days hefiere first HSA contrbution for Year 1. INotice
may be Issued either to all employees or only to those not identified’ as
having established an HSA.
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HSACoRpaaRlit/~—GCEREINRUIE

Accelerating employer HSA contriputiens fier empleyees
Whel IRcur large medicall EXpPenses durng the year

x Apnl 2008 regulations permit employer teraccelerate all or
part offIts contrblitiens for the calenadal year to the [HSAS
off empleyees who; incur, during the year, gualified medical
EXPENSES exceeding the employer's cumulative: IHSA
contrputions at that time

[T contributions are accelerated fior any: employee, then same

eppRotunILy muUst e availlable teralll empleyees threughoui
the calendar year on anl equal and uniiorm: basis

Employers must estalblish reasonable, uniierm metheds and
reguirements for acceleration and for determination: of
medical expenses
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Accelerating employer HSA contributiens for employees
Whel Incur large medical expenses duling the year (contd)

s Accelerated contriutions are permissible —

With' respect to employees whor terminate employment
pefere the endrof the year and Who thus receive more
empleyer contrputions per menth than employees whor do
not terminate

Witheut payingl Interest en either aceelerated or nomn-
accelerated contrbuiions

m Acceleration rules take: effect January 1, 2009
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Comparisen of HSAS; HRAS, and
IHeali ESAS — Other RUles

Retiree coverage— both HRAs and HSAS are suitaile

Empleyer invelvement Inf retiree: coverage
a HRA withdrawals continue te: he administered by employer: after
retirement
s HSA withdrawals are never administered: by employer

Reimursable expenses fior retirees

s HRAsS may pay health insurance premiums, Including fior
Medicare Part B, Medicare supplement policies, long tern care
Insurance. RPayingl premiums for individual insurance: presents
HIPAA nondiscrmination ISSUes

s HSAs may pay costs ofi gualified leng| tern care insurance
contracts and, after age 65, may. pay for any: healthrmsurance
other than Medicare supplement policies
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IHeali ESAS — Other RUles

Sick or vVacation leave contrbutions —

n Health ESAs — can sell time’ under’ cafeteria
plan and put moeney. In: Health ESA

s HRA = can contripute unused sick or Vacation
time te HRA, eltherr When active or retinng,
AUL enly I nen-elective!

s HSAS — canl selll time unader cafetena plan and
OUL moeney. In [HSA
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Comparisen of HSAS; HRAS, and
IHeali ESAS — Other RUles

Uniferm Ceverage Rule or Pay As Eunded?

s Healtly ESAS — Unifierm! Coverage: Rulerapplies
(ILe., the entire annual salary reduction
amount Mmust Be availanle e withdirwal frem

PEginAINg| of year)

s HRAS = can|pay’ as funded or advance: filnds

n HSAS — can pay as funded — e careful 1n
advancing funds
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Health FSAs — Other Rules

Election; Changes

m
C

m
m

ealiir ESAS — Sulject te strict rules regarding
Janges; o elections

RAS — Ne change: of election rules

SAS — Canl change: election as; eften as you

Want, as leng as It I1s prospective: (no: election
chianges betweeni generall purpose health ESA
and limited purpose health ESA)
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Comparisen of HSAS; HRAS, and

Health FSAs — Other Rules

COBRA

m
S

ealii ESAs — COBRA rules: apply, Withra
pecial limitation

m
U

RAS — COBRA rulesrapply’ (Ssemetimes
Aclear hew)

s HSAs — no COBRA (but this account IS

9

ertanierand nen-foretanie)
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Comparisen of HSAS; HRAS, and
IHeali ESAS — Other RUles

Orderingl Rules

s Healtld ESAS — generally: the payor off |ast
resort. I Health ESA and HRA ofiered
tegether; can draft se that HRAIS payer: of

ast: resort.

a HRAS — can lbe payor off |ast resert or pay.
pefore the Health ESA

s HSAS — ne ordering rules
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Comparisen of HSAS; HRAS, and
IHeali ESAS — Other RUles

Earnings

a Healtid ESAS = typically, nerearmings; I in: trust,
then non-taxamnie

s HRAS — typically’ no earnings; Iif IRl trust, then
nonR-taxanie

s HSAS — typically will e earnings, Which will e
iax-free
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Comparisen of HSAS; HRAS, and
IHeali ESAS — Other RUles

HIPAA and ERISA

s Healu ESAs — HIPAA and ERISA will apply: te
mMoest employers

s HRAS — HIPAA and ERISA willl apply. te most
employers

n HSAs — HIPAA and ERISA typically: will NOT:
apply. (see DOL Eield! Assistance Bulletin 2004-
1 reganding application oif ERISA).
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Comparisen of HSAS; HRAS, and
IHeali ESAS — Other RUles

Medicare Part D

n Health ESAS — INornotices reguired; reimbpursements
O preschiption drugs count toward eut-ei-pocket
lIMIt for retirees; But are not eligible fier subsiay,

n HSAS — Ne noetices required; reimbursements; for
prescriptien drtigs; count teward eut-ef-poecket limit
ol ietirees but are not eligikle for susidy,

s [HRAS — Netices reqguired each November 15;
rfeimursements 6o et count toware out-of-pPoecket
limIt for retirees; but may: gualify’ for sulsidy!
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IHSAS — Special Issues

x Preventive Care Definition for HSAS:
Unlike highr deductinbler plans asseciated withl HRAS,
the HDIHPS asseciated withl HSAs  must conform to
regulatery definition ofi preventive care: exception te
nigh deductible requirement. RS guidance pemnmits:

Peroedic healthrevaltiatiens, well-balky/child care,
Immunizations for children and adults

SIMoking cessation and wWeight-10ss| programs
LListed screening devices andl tests

SEervice or screening for prevention that alsorimcludes
treatment for related condition; or: incidental treatment

Drugs tor prevent condition: for Whichi person: has  rsk factors
o) Is asymptomatic, or to prevent recurrence, or as part of
preventive programs such as smoking cessation
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IHSAS — Special Issues

s Exclusions firom! IRS definition| of preventive care:

Definitien IS Independent off state Insuance Iaw
mandates that Certain SerVvices e provided helew
deductinle, which may. preclude imsured HDHEPS R
some states

Drugs etc. taken for general lealtih purpeses; may.
DE’ preventive UL are net reimbursanle hecalse
they: are net qualified medical expenses; Under
|.R.C. 8§ 213(d)

s |IRS definitien IS only: a safe haiior, and does net

rule outt additionall Iitems as preventive care
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IHSAS — Special Issues

Coordination Issues — Should you cembine an
HRA, a health ESA; and/or an IHSA?

Coerdinaung HRAs with healthr ESAS

x Design optiens and lImitations

Contributiens — no direct or Mmdirect funding of HRA with
salany reduction money.

Limit allewalsle' expenses?

Allew cariy/evers or spend-dewns?

IHow: should withdrawals: lbe: erdered?
Transitional Issues — plan documents and forms
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HSAs — Special Issues

Coordination Issues — Rollovers: IRS Notice
2007-22 provides guidance: en Implementation| of
rollovers from ESAs and HRAS! ter HSAS

s Vust complete rollover by 2012

m MUst not exceed halance oni 9/24./06' or datée’ of
distrpution

a Dornet count agaimst annualilimit en centrkhutions: te
HSAS

» Empleyees must elect by last day ofi the Plan Year to
make rellever
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IHSAS — Special Issues

Coordinatien Issues — Rollevers: IRS Netice 2007-22
guidance: en Implementation of rollovers fron ESAS
and HRAS to HSAS (con't)

a Employees must have high deductible health) plan coverage as of
first of month during Whichi rellover occurs and must be HSA-
eliginle

s Must have a blackout peried — no reimbursements from: health
ESA er HRA after last-aday. ofif Plan Year

s Rollover must be directly to Tirustee by Marech 15 (for calendar
year plam)

a Rollover must result in zere balance or empleyer could convert
general purpose health ESA or HRA inte HSA compatible plan
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IHSAS - Special lIssues

Coordination Issues — Summary. of
Permitted Non-HDHP: Coverage/lnsurance for IHSAS

Preventive care

Denial

\/ision

[DISease-SpPecific Insurances

Eixed peroedic payment fier
nospitalization:

AD&D
DIsanility

= See PLR 200704010

Cong term cane

Wellness, disease
management; EAR

Lrability” and Werker's compp
IAsurance

High deductible HRA or
nealth ESA

Suspended or retiree HRA
Drug testing
Blsiness travel acecident
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IHSAS — Special Issues

Coerdinatingl HSAs with healtif ESAS

= Design options

Limited purpese health ESA
s Vision, dental, preventive: care, mix and match
s Preblems: How! doeryouradminister preventive care ESA?

High' deductible healtih ESA

» Limited use
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IHSAS — Special Issues

Coerdinatingl HSAs with healtif ESAS

x [fransitional isstes — mid-year implementatien
o HSA and limited purpose health ESA
Mid-year chhiange In election net permittied between

general purpoese nealth ESA and limited purpese
nealth ESA

Couldiadopt Imited purpese healuh ESA mid-year,
merge general purpose health' ESA balances fior all
employees
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IHSAS — Special Issues

Coordinating HSAS with healthr ESAS

x [ransitional Issue ansing firem: 272 menti grace
pPenoadlfer health ESAS

Dec. 06 legislation: reverses IRS guidance making employee
ineligible for HSAS during grace period; now: HSA-eligibility 1S
permittedi i participant exmhausts ESA halance by end of plan
\ear or transiers balance under new: rollever previsions

Empleyees cannoet Voluntanmly: restrct coverage durng grace
peroed to a limited purpose: healthl ESA te aveid this: prokiem.

Employers cani transier all general purpoese healih ESA
participants te the limited purpose health ESA during the
gliace perod.
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IHSAS — Special Issues

Coerdinating HSAS and HRAS

s HSAS are: compatible withrrestricted HRAS:

Highrdeductibler HRA

m [fideductible off HRA IS lower than HDHP., then:lower
deductible: will'determine contribution limit ter HSA

Limited purpose HRA
a Reimburse expenses ofi dental, vision or preventive care
s Reimburse expenses off permittedi insurance

94



IHSAS — Special Issues

Coerdinating HSAS and HRAS

s HSAS are: compatible withrrestricted HRAS:

Retirement HRA (medicall expenses reimibursed
only after the maividual retires; even i
contributions made cuirently)

Suspended HRA (employee elects prior ter HRA
COVErage period te ferge payment or
reimursement By HRATor meaicall EXpPEnses
Incurred during the coverage period)
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IHSAS — Special Issues

Coerdinating HSAS, healtlh ESAs and HRAS

s Examples of designi optiens:

HDHP + Limited purpese healthr ESA + High

deductinle HRA for prescription drug coverage +
HSA

HDHP + Limited pulpose health ESA + Suspended
HRA + HSA

HDHP + Limited purpese healthf ESA + Retirement
HRA funded with cash-euts; of vacation time: + HSA
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IHSAS — Special Issues

Applicability off ERTSA te HSAS: Initial DOL guidance
(April 2004) prevides that ERISA does not cover HSA (even if
there are empleyer contributions) Ifi establishment off HSA IS
completely: veluntary by employees and empleyer does not:

s Restrict employee from moving fiunds te another HSA
custedian or trustee

s Restrict use: off HSA funds other tham as; permitted by lIntermal
Revenue Coede

= Influence investment of HSA funds

s Represent that HSA'IS an employee welfare henefit plan
established! by employer

m Receive any payment or compensation I conmnection with
HSA
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IHSAS — Special Issues

Applicability of ERISA te HSAs: Oct. 2006 DOL
guidance: clariiies that employer may do’ the fellewing
Witheut giving rise to ERISA-covered HSAS:

s Employer permitted to open HSA andl depesit employer funds
Without vielating reguirement that establishment ofi IHSA lbe
completely: veluntary

s Employer may. limit HSA previders who are' allewed: ter market
IHSA products: i werkplace: or terwhichr HSA contributions will lbe
fernwarded

s Employer may select HSA provider that offers some or all
Investmenit eptions I employer’s 401.(k) plan (but just ene fund
IS net geod enough
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IHSAS — Special Issues

Applicability of ERISA te HSAs: Oct. 2006 DOL
guidance: clariiies that employer may do’ the fellewing
Witheut giving rise to ERISA-covered HSAS:

x Empleyer may: pay HSA account fiees otherwise
payanier By employees

s Cashiincentives for selecting an HSA previder are
pemmitted Iif payment Is deposited directly inte HSA

x Line of credit may be OK Iff HSA accountholder directs
payment off HSA funds toe’ credit line vendor in
reimbursement for expenses paid with credit card
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IHSAS — Special Issues

Applicability off ERISA te HSAS: Oct. 2006
DOL guidance alse identifies; actiens by enployer
O IHSA previder that could vielate pronibited
transaction rules under IntermallRevenue Code:

a Empleyer may not receive: discount on; product firem
IHSA previder selected by empleyer

x Anlemployer's failure to prompily: remit enmployee
contrbutiens; ter HSA custodian: may. trigger prenibited
transaction penalties under Cede
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IHSAS — Special Issues

Prehibited tramsaction rules under IRC: prehikited
transaction eccurs (regaraless off ERISA) i —

a Account owner borrows from HSA or pledges HSA to secure a
loan

s [rustee lends money te HSA (e.g. bank line of credit). But hank
may lendl ter HSA account owner it HSA funds: are not collateral
and net avalakle for repayment

Coensequences ofi pronipited transaction: HSA'IS
disgualifiedras of first day’ ofi the: taxable! year of the
transaction, assets are deemed! distributed and' taxes
apply;, Including 10% tax fer nen-medical eXpPenses
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IHSAS — Special Issues

Prenibited transaction exempition: In
August 2008 DOL prepesed relief: from ERISA
and I1RC prehibited transaction| restrictiens 6n
IVestment advice providead to participants in
plansiwith ndividually~-adirected Investment
aiirangements (Including HSAS)

PDOL propoesal would Implement statuiten,
exemption added by Pensien Protection Act of
2006 (PPA), anadiwoeuld provide: fitrtner
administrative exemption
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IHSAS — Special Issues

Pronipited transaction exemption: (cont’d): No
prohibited transaction IS deemed 1o, OCCUIE If

s [Fees do noet vary depending on investmenit eption selectedl (fee
leveling)), or

s Flduciany adviser usesonly a computer moadell satisiying DOL
procedural requirements (Where cemputer model 1s net feasibile,
adviser must fiurmishi asset allecation guidamnce that takes Intoe
Account the beneficiany’s age or time hoerzon and rsk profile)

Statutory exemptioniallowsi revenue of investment
adviser's; aiifiliates to vary: hased on| participants:

Investment decisions, provideditne affiliate does not
itSelif provide: Investment advice: to them

Administrative: exemption would allow revenue of
Investment adviser Itself to vary based on participants
Investment decisions
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WellRess Programs

\Wellness: andl similar programs; may Include such' elements as:

Healith risk assessment (HRA) guestionnaires
Screening (lal tests, etc.)

Preventive care

IDrand fellew-up: off empleyees with healtn HSKS
[Disease! management and healthi “ceaching™ fior chrenic disease
SMEKING cessation; programs

Weight contrel and exercise programs
Maternal/newhern: programs fer high-risk pregnancies
Empleyee assistance andl stress reduction: programs
Infermatien/educational reseurces

Healiuh clulr membershipr sulsidies

Einancial incentives to) participate

Einancial rewards for improeving health status
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WellRess Programs

Legal' Issues ter consider

HIPAA prehibitienragainst discriiminating adversely based on
ealtn fiactors

Relation to ERISA greup health plan

Americans with Disabilities; Act: (ADA)

HIPAA privacy

Tax treatment of Incentives; tax nen-discrmination
Genetic Infermation Nendiscrimination Act (GINA)
ERISA § 510 prohibitien of interference with' benefits
COBRA continuation coverage

Falir Laboer Standards Act and mandatery programs
State laws relating| te insurance, discrimination, etc.
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WellRess Programs

Recent guidance:
s Final DO Regulatiens Issued Dec. 20067
x DOL FAB, 2008-02 Issued Fel. 20087

s Roarigues V. Scotits Co. LLC, 43 EBC 1835
(D.I\/Iass. Jan. 30; 2008) (denyinol employer’'simotion; to

dismiss employee’s claim that his discharge for fallure te satisty.
SIMOKING cessation| program vielated! state law! privacy: rnahts and
Interfered with: healih: plan participation i vielation of ERISA 8 '510)

* DOL guidance relates tor HIPAA non-discrimination: hased on healihl factors.
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WellRess) Programis

HIPAASNGRCISCHmMIRAN0R

HIPAA ProRinits adverse dischiminaten Based on

nealth; factors

x [Health fiacters mean; healthrstatus, medical conditions (physical
and mental), claims experience; receipt of care, medicall histery,
genetic Infermation, evidence of isuranility, disanility

s “Benign discrimination® in faver ef employees with health
problems Is permitted

s Regulations define when wWellness pregrams arne subject to the
nondiscriminatien requirement and establisih permitted
EXCEpPLions e the reguirement

s DOL Eield Assistance Bulletin 2008-02 provides compliance
checklist
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WellRess) Programis

HIPAASNGRCISCHmMIRAN0R

Compliance with' IHIPAA nendiscrimination
regulatlons IS reguired oniy i —

a [lhere a wellness; pregram,

s [The pregramyiis (or part of) greup health: plan,

s [lhe program discrminates based: on;a health
fiactor, and

a [[he discrmination Is adverse, net faverable,
to Individuals with health factor
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WellRess) Programis

HIPAASNGRCISCHmMIRAN0R

IS therne a wellness program, and Is It part of a greup
nealthrplan?

s |fipregram Is net part ofi a greup healtn: plan, then
HIPAA non:-discriminatien regulations dornot apply:

E.Q. conditioning employment 6 ReN-SMeKINg status;Is an
empleyment policy, net a group: health plan reguirement

\Wellness programr eperated outside: healih plan 1s net subject
1o HIPAA nen-discriminatien, Ut may. e sulbject 1o ether
lawsi suchras ADA or state: [aw
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WellRESS Prograimis
HIPAANNGREISCHIRIREEGHR

IS there a wellness program, anad s It part of a greup
nealthrplan? (coni'd)

a Wellness programi may: ltselii e ERISA greup: health plan

Infermal 2008 DOL staii guidance: appreves applying opinien
letterns on empleyee assistance programs (EARS) te analyze
whether wellness: programi s a greup: healthr plan under
ERISA. Contrast:

a Refenrals ter medical previders
s Counseling services fior sulstance abuse or persenal problems

s But group health plan may be “excepted benefit™ not sulbject to
HIPAA pertability requirements suchi as nendiscrmination

Dental/vision| plans are excepted benefits
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WellRess) Programis

HIPAASNGRCISCHmMIRAN0R

Arwellness pregram; discriminates; hased ona
nealth factor It conaitiens a reward en

MEEeting a standarad related ter a health facter
(e.0., premium reduction; conditioned emrlow,

cholesterol level)
Examples; eff rewards:

a Discount or rehate off premium or contiribution

s \Walver eff deductinle;, coinsurance: off Co-payment In
Whoele or part

m Absence of surcharge
s Benefit not othenwise previded By plan
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WellRess) Programis

HIPAASNGRCISCHmMIRAN0R

x Examples of wellness pregrams that 6o /761
discriminate based on health factors
Reimbursing health clulbrmembership costs

Reward fior undergeing diagnestic testing er completing
nealtn risk assessment, I reward Is not based en results

Waiver of copayments or deductihles for ebtaining
Preventive care or participating In pre-natal pregram

Reimbursement for cest eff Smoking| cessation programs i
reward net hased on results

Reward fior attending moenthly health education: seminar
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WellRess) Programis

HIPAASNGRCISCHmMIRAN0R

Permitted discrimination: based: on healthr factors

a Example: Waiver off deductible for dialneticsiwihe
enrellinrdisease management pregram mvelving
educatienal classes and fiellewing doctor
recommendations on: exercise and drtigs—this Is
PERIgN discrmination, Rot subject to reguiation

a Contrary Examplé:. Same. facts;, but dialketics are: alse
reguired to, meet healthr fiactor-related standards such
as BMIl or bloed glucese level—this IS, adverse
discrimination), and must comply: with' regulation
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WellRess) Programis

HIPAASNGRCISCHmMIRAN0R

Compliance By discrminaton/ Wellness programs

= Wellness programs may’ condition: rewards on
satisiyingl health fiacter-related stanedards iif—
Reward ameunit does net exceed 20% 6ff cost: off Coverage

Programiis reasenaibly designed: to; promote health or prevent
disease

Program offers oppertuniity ter gualiiy. at least enee: a year

Reward is;available: te) alll similarly: situated mdividuals, and a
reasonaile alternative 1o satisiying health-related standard Is
availakle te any individualwhoesermedical condition imakes It
unreasenably difficult o inadvisable ter satisiy the standard

Availaiility off reasenable alternativeris disclosed inall plan
materials (see sample disclesures in regulation)
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WellRess) Programis

HIPAASNGRCISCHmMIRAN0R

Compliance: by’ discrminatery Wellness proglans

u \When dees a reward exceed the: 209%; limiit?

Limiit 1s 20%0 el combined employer and employee contrbutiens ol
applicakle coverage categery
Applicable; coverage category depends on (1) whether wellness

program Is epen; enly. to' employee, and (1) coverage categony. in
Which employee and any dependents are enrelled. Eorexample—

s [fi participant and spoeuse: are enrelled i seli=1 coverage; but wellness
progran Isiepen: enly to employees; then reward Is limited te 20%) of;

cost of single coverage

s [frwellness program Is epen ter both employees and dependents and
employee enrolls in family’coverage, then maximum reward 1s 20% of

cost; off family’ coverage
20% limit applies; collectively to alll of a plan’s wellness; programs
that reguire: meeting a standard related o a health factor
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WellRess) Programis

HIPAASNGRCISCHmMIRAN0R

Compliance: by discrminatery, Wellness progams

x What Is a reasonable alternative ter satsiying a
nealih-related standard?

Reasonakle aliermative may. e determined on)a case-
B)/~-CaSe DasIs

Plan may’ seek verification, .0 from Persemnts
pPhYSICIan;, that a reasenable alternative Isineeded

Altermative sheuld e reasenanie in the burdeniit
IMPESES and reasenanie taking Inte account the
PErSOn’si meadical condition

Walver off the standard! Is a reasonable alternative
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WellRess Programs

Other Compliance Issues; - ADA

s \Wellness and disease management progiams,
Includingl medical examinatiens and healtn
[ISk assessments;, must be “veluptary/” under
the ADA.

Current law: noet clear

Recent EEOC staff infiermall discussion of Issue
SU@gests that requiring healtn rsk assessment as; a
conditien for health coverage: IS preblematic
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WellRess Programs

Other Cempliance Issues — HIPAA Privacy

a HIPAA privacy regulations require group: health plans te maintain
confidentiality’ oft “pretected: health infermatien™ (PHI)

s Infermal HHS guidance  from 2006 states that TRPA may: use PHI
fromi claims precessing to Identify, and contact employees wWho
may benefit firam planiwellness; programs

Permissible witheut individual autherization,, I plan docuiment and
PUSINESS assocliate agreement provide: for this use andi disclesure

Either TRPA and employer may. contact employees, but HHS
expressed “less concern™ i employer is not involved. Employer
InVelvVeEmeRt reguires; plan prevision), and dees not permit employer
10 use wellness; nformation for employment-related purposes
s Consider efifect of recent non-HIPAA “Red Elag” rules concerning
medical 1dentity thelt, applicable te entities that extend: credit
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WellRess Programs

Other Compliance Issues — IRC

Incentive-hased contrbutions must meet nendiscrmination rules under
IRC 8 105(h) and 8 125 (it made: te health ESA or HRA) or comparability
rules (IFmade ter HSA that IsTNOIF through' ar cafeteria plan). Incentive-
ased contributions are unlikely to meet comparability’ rules:

Wellness| programi benefits dor net constitute medicall care gualifying for
tax: benefits! It they: merely’ promoete general health. E.g.

Weight reduction pregrams net limited to olhesity,

Gym membership

General nutrition (e.g., education, vitamin supplements)
The value efi these benefits may: e taxalle and subject te withhelding
Cash rewards;and gifit cards are' taxahle and subject terwithhoelding:
2008 Infermall guidance states that gifit cand value should be mnmcludead! in
W-2 by employer, not Formr L1009-MISC by TRPA
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WellRess Programs

Otiher compliance: ISSUes — state |aw

m SEME states have “smeker’s rghts” statutes
proeviding that sSmoeking out of Work may: not
e prohikited as a condition off employment

s SOme state: statutes prehibit discrminatieon In
employment Pased en enployee use: of lawiul
Preducts oK engaging I lawitl conduct

x State: privacy: statutes may: restrict eniployer
AON-SMOKING and ether wellness requirements
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Additional Resources

Employee Bengefits Institute’ ofif America, Consumer-Driveni iHealth Care and Erinae
Benefits Manual (updated guarterly). NMs. Hughes is a contrbuting auther tethis
Manual:

National Business, Group: on Health, Purchasers Guiaertor Cliaical Preventive: Services:
Vovirg: Science 1o Coverage (Nev: 2006), available at
http://www.businessgrouphealth.org/benefitstopics/topics/purchasers/index.cfm

Cheryl Risley’ Hughes; “Crackdown| on “Elective” Health Reimbursement Ariangements
(HRAS): IRS Issues Private' Letter Ruling| 200704005, March 2007, available at
hittp://www.sshblegal.com/files/Elective¥20Health®620Reimbursement. pdf

Lincoln Weed! and! Chenryl Risley: Hughes, “Bankruptcy: Develepments Afiecting
Cafeteria Plans and Consumer-Driven Health Benefits,” ECEC Elex Reporter, Sept.
2005, available at http://mww.ssblegal.com/files/Bankruptcy.pdf.

Lincoln Weed;, Chenyl Risley Hughes andi Dani S. Brandenburg, “Evaluating
Alternatives fior Consumer-Driven; Health Care” (January: 2006), available at
hittp://www.ssblegal.com/files/ConsumerbriveniHealthCare2006. pdf.

“Designingl Consumer-Driven Plans,” pp. 59-81 from Hughes/AWeed presentation at

Consumer-Driven; Care Wel Summit, March 2007, available at
hittp://www.sshblegal.com/iiles/Evaluation%20Alternatives¥620ior%20Consumer%20Drven%e20Care. pdii
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