Employee Benefits Alert

August 2006 — Issue No. 76

Willis

Comparable Contributions to HSAs: IRS Issues Final Regulations

Health Savings Accounts (“HSAs”) were introduced as part of the Medicare Prescription Drug, Improvement,
and Modernization Act of 2003 (“Medicare Reform”) and quickly took hold as an important employer option
within consumer directed health plans (“CDHP”). Some sources suggest that HSAs are overtaking Health
Reimbursement Arrangements (“HRAs”) as the vehicle of choice for the side account when introducing

CDHPs to their employees.

HSAs are account-based plans that employees may use to pay for their medical expenses, and they come
with very attractive tax incentives. HSAs share many characteristics of HRAs and traditional health flexible

spending accounts (health FSAs), but they also feature important distinctions.

(For a side-by-side

comparison of HSAs, HRAs, and Health FSAs, please see Willis EB Alert #39.)

Key HSA tax benefits include pre-tax contributions,
tax-free growth, and tax-free distributions from the
HSA for qualified medical expenses. However,
because the tax benefits are so attractive, HSAs
are also saddled with numerous requirements and
restrictions. Among other things, HSA accounts
must be coupled with a high deductible health plan
(“HDHP”) that satisfies strict design requirements.
In addition, other special limiting rules apply. For
example, employer contributions to an HSA must
be “comparable” for all comparable participating
employees. Failure to make comparable
contributions can result in a steep (35 percent)
excise tax on the contributions — so employers do
not want to violate those rules.

The IRS recently released final regulations,
which can be found at the following link and
are summarized below: http://
www.americanbenefitscouncil.org/documents/
irs_regs_comparability 073106.pdf (Note: The link
must be copied and pasted into your browser.)

Among the differences between earlier IRS
guidance and the current published release is that
the final regulations provide additional subdivisions
of family coverage plans that are designed to
authorize greater contribution differentiation and
help promote enhanced funding flexibility for
employers. The new regulations also clarify the

use of a cafeteria plan to deliver matching or incentive
HSA contributions that might not otherwise be
considered comparable, as well as clarification of who
is and is not an employee for purposes of the
comparability calculations.

Changes outlined in the new guidance expand options
from single and family coverage to:

e Self only,
e Self plus one,
e Self plus two, and

e Self plus three or more.

Testing for single coverage programs is conducted
separately from coverages with self plus one or more.
Similarly “family” coverages are tested category by
category. However, the employer contribution cannot
be any less for the self plus two coverage option than it
is for the self plus one coverage option, and the
employer contribution cannot be any less for the self
plus three coverage option than it is for the self plus
two coverage option.

The regulations also clarify that employer contributions
made through a cafeteria plan can be excluded from
the comparability calculations if the plan provides that
workers have the right to elect cash or other taxable
benefits in lieu of all or a portion of the HSA
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contribution — regardless of whether the employee
actually elects to contribute any amount to the HSA
by salary reduction. Of course, employer
contributions made through a cafeteria plan remain
subject to discrimination tests set forth under IRC
Section 125.

Finally, collectively bargained employees (if health
benefits were the subject of good faith bargaining
and reflected in the collective bargaining
agreement) do not have to be considered as
employees. This generally parallels long
established discrimination testing rules which
exclude “union employees” from testing. In addition,
contributions on behalf of independent contractors,
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sole proprietors and partners who are not
employees can be excluded from the comparability
considerations.

The regulations are effective immediately, but will
apply to HSA contributions on or after January 1,
2007.

Willis’ Legal & Research Group is preparing a more
detailed follow-up Willis EB Alert that will provide
additional information about the regulations.
(Please note that we published Willis EB Alert #48
back in 2005 to help explain the comparability rules
under then current guidance.)
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