Employee Benefits Alert

February 2007 — Issue No. 101
Health FSA/HRA/HSA Side-by-Side Comparison Chart

Willis

This chart summarizes the major differences among health flexible spending accounts, health reimbursement
arrangements, and health savings accounts. It is not intended to cover all possible features or issues. Please refer to the
related sections of the Willis On-line Compliance Manual for additional information.

Health

Flexible Spending
Account (Health FSA)

Health
Reimbursement
Arrangement (HRA)

Health
Savings
Account (HSA)

Tax Code Authority

Employees

Sections 105, 106 and 125

Yes, can make and receive
contributions

Sections 105 and 106 (as in-
terpreted in Notice 2002-45
and Rev. Rul. 2002-41)

ELIGIBILITY TO MAKE/RECEIVE CONTRIBUTIONS

Yes, can receive contributions
but only employer may make
contributions.

Section 223 (and guidance in
Notice 2004-2, Rev. Rul.
2004-38, Rev. Rul. 2004-45,
Rev. Proc. 2004-25, FABs
2004-1 and 2006-02, Notice
2004-43, Notice 2004-50, IRS
Final Regulations published
7/31/06, and the Tax Relief
and Health Care Coverage Act
of 2006

Yes, an eligible individual can
make and receive contribu-
tions. Eligible individual
must be covered by HDHP,
not covered by other health
plan (see limited exceptions
below) that is not an HDHP,
not be claimed as a dependent
on another person’s tax return,
and not be enrolled in Medi-
care

Self-Employed (Partners
and 2% S-Corp. Sharehold-
ers)

No

Yes, can make tax deductible
contributions; with appropri-
ate accounting and documen-
tation, companies can make
pre-tax deductions on behalf
of partners and 2% S-
corporation shareholders
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Health
Flexible Spending
Account (Health FSA)

Health
Reimbursement
Arrangement (HRA)

Health
Savings
Account (HSA)

Pre-tax Contributions
Through Cafeteria Plan Per-
missible

Yes

Yes, except self-employed
individuals may not contribute
through cafeteria plan

Permissible Contribution
Sources

Employer and employee
(employee contributions usu-
ally made pre-tax)

Employer only (employee
after-tax contributions theo-
retically permissible)

Employer, employee
(employee contributions may
be pre-tax or after-tax (in
which case federal tax break is
obtained when individual files
tax return)), and even unre-
lated third parties, including
state governments, may con-
tribute

A one-time Qualified HSA
Distribution from a health
FSA or HRA may be made
(must have health FSA or
HRA balance as of 9/21/06
and is subject to certain other
limitations and requirements).
This is a rollover contribution
and does not reduce annual
contribution limit

A one-time IRA Qualified
HSA Funding Distribution
may be made (subject to cer-
tain limitations and require-
ments). This is a transfer and
reduces, dollar for dollar, indi-
vidual’s annual contribution
limit

Specific Health Coverage
Required

No

Yes, must have high deducti-
ble health plan (HDHP) cov-
erage:

Minimum annual deductible
in 2007: $1,100 single/$2,200
family (lower deductibles,
even first dollar coverage,—
can apply to preventive care
expenses)
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Health
Flexible Spending
Account (Health FSA)

Health
Reimbursement
Arrangement (HRA)

Health
Savings
Account (HSA)

Maximum out-of-pocket limit
in 2007: $5,500 single/
$11,000 family.

Higher limits can apply to out-
of-network expenses and pay-
ments for expenses that ex-
ceed usual, customary and
reasonable limits, or for penal-
ties for failure to obtain pre
certification or utilization re-
view. Discounts, reasonable
lifetime caps (such as $1 mil-
lion) and reasonable limits on
specific benefits (such as lim-
its on chiropractic care) are
permitted

Other Health Coverage Per-
mitted

Yes

Yes

Non-HDHP coverage is not
permitted, except preventive
care, dental, vision, accident,
disability, long-term care,
worker’s compensation, liabil-
ity, property damage, speci-
fied disease or illness (e.g.,
cancer coverage), fixed in-
demnity hospitalization, EAP,
wellness and disease manage-
ment, and discount cards are
allowed

Generally may not combine
with health FSA or HRA
(except if FSA/HRA only re-
imburses dental, vision or
other excepted expenses, re-
tiree-only expenses, sus-
pended HRA, and FSA during
2% month grace period if FSA
balance is zero or will be con-
tributed to HSA)

Prescription drug plans and
state mandates (other than
mandates that comply with
IRS’ definition of preventive
benefits) that pay benefits be-
fore the HDHP deductible are
not permitted
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Health
Flexible Spending
Account (Health FSA)

Health
Reimbursement
Arrangement (HRA)

Health
Savings
Account (HSA)

Spouse’s coverage that does
not cover employee will not
prevent employee from quali-
fying as eligible individual

Employee Choice Permitted

Yes

Yes

Yes, employee may choose
between HDHP and LDHP.
Employees choosing an
LDHP are not eligible indi-
viduals

Age Limit

None

None

Tax-favored contributions are
not allowed by or for those
individuals who are enrolled
in Medicare Part A or B. Eli-
gible individuals age 65 or
older who are not enrolled in
Medicare Parts A or B may
make or receive tax-
deductible HSA contributions

Statutory Limits on Contri-
butions

None, except nondiscrimina-
tion requirements apply (most
employer plans have annual
limits between $2,000 and
$5,000)

None, except nondiscrimina-
tion requirements apply (most
have limits that are a portion
of the annual deductible under
employer’s health plan)

Adjusted annually - 2007 lim-
its :

(1) $2,850 for employees with
single coverage; or

(2) $5,650 for employees with
family coverage

Catch-up for age 55 and over
— $800 in 2007 (increases in
$100 steps to $1,000 in 2009)

Except for the catch-up contri-
bution, eligible spouses can
split contribution equally or
allocate different split

For the catch-up contribution,
each eligible spouse must
open up his or her own HSA
in order to be able to deposit
his or her catch-up contribu-
tion
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Health
Flexible Spending
Account (Health FSA)

Health
Reimbursement
Arrangement (HRA)

Health
Savings
Account (HSA)

Consequences of Excess
Contributions

N/A

N/A

Excess contribution and earn-
ings are included in individ-
ual’s gross income and subject
to 6% excise tax unless excess
contributions plus related
earnings are withdrawn prior
to the date the individual files
federal tax return (including
extensions).

Individuals who become eligi-
ble individuals after the begin-
ning of the calendar year and
who utilize the special limit
may face tax consequences if
individual does not remain an
eligible individual during test-
ing period. Excess contribu-
tion is included in gross earn-
ings + 10% penalty for tax
year in which occurs first
month of ineligibility. Excep-
tion for death or disability

Individuals who receive one-
time Qualified HSA Distribu-
tion from health FSA or HRA,
or who make one-time quali-
fied transfer from IRA, may
face tax consequences if indi-
vidual does not remain an eli-
gible individual during testing
period. Excess contribution is
included in earnings +10%
penalty for tax year in which
occurs first month of ineligi-
bility. Exception for death or
disability

Nondiscrimination Require-
ments

Yes, §§105(h) and 125 pro-
hibit discrimination in favor of
highly compensated employ-
ees for eligibility and benefits,
§125 also prohibits concentra-
tion of benefits in favor of key
employees

Yes, §105(h) prohibits dis-
crimination in eligibility and
benefits provisions in favor of
highly compensated employ-
ees
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Health Health Health
Flexible Spending Reimbursement Savings
Account (Health FSA) Arrangement (HRA) Account (HSA)

Yes, if employer makes direct
contributions, subject to
“comparability require-
ments” (excise tax applies to
employer for violations); if
made through cafeteria plan,
subject to § 125 nondiscrimi-
nation

Comparability -
Contributions are comparable
if same amount or percent of
deductible for comparable
participating employees (same
category of employees and
same category of coverage)

Set categories of employees
are: current full-time, current
part-time, former employees

Categories of coverage are
self only and family coverage
sub-categories which are self
plus one, self plus two, self
plus three or more

Testing for self only is con-
ducted separately. Each fam-
ily sub-category may be tested
separately but contribution to
a sub-category that covers
more people cannot be less
than the contribution to a sub-
category that covers fewer
people.

Employer can discriminate in
favor of non-HCES in making
contributions to HSAs

Partners, self-employed and
independent contractors NOT
employees for comparability
purposes

If health benefits subject of
good faith bargaining, union
employees NOT included in
comparability testing
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Health
Flexible Spending
Account (Health FSA)

Health
Reimbursement
Arrangement (HRA)

Health
Savings
Account (HSA)

Tax-Favored Reimbursable
Medical Expenses

All deductible (§ 213(d))
medical expenses (including
non-prescription drugs) except
long-term care expenses and
insurance premiums

PERMISSIBLE/REQUIRED FEATURES

All deductible (§ 213(d))
medical expenses (including
non-prescription drugs and
insurance premiums) except
long-term care expenses

§ 125 Nondiscrimination -
However, if contributions are
made through a cafeteria plan,
§125 nondiscrimination rules
apply to the contributions. If
plan document permits em-
ployees to make pre-tax salary
reduction contributions to
HSAs, (and thus have right to
receive cash or other benefits
in lieu of HSA pre-tax contri-
bution) then employees are
not required to have an elec-
tion with respect to em-
ployer’s non-elective contri-
bution to HSAs made through
cafeteria plan

All deductible (§ 213(d))
medical (including non-
prescription drugs) and long-
term care expenses except
most insurance premiums (for
exceptions see below)

Premiums for Medical Cov-
erage Reimbursable

No

Yes, for any health plan

Yes, but only for COBRA,
qualified long-term care cov-
erage up to certain limits, and
health plan coverage while
receiving unemployment com-
pensation. Individuals age 65
and older can use HSA for
retiree’s contribution to em-
ployer’s retiree health cover-
age and Medicare premiums
but not for Medicare supple-
mental insurance

Long-Term Care Reimburs-
able

No, neither LTC expenses nor
coverage

Yes, LTC expenses excluded,
but LTC coverage can be re-
imbursed

Yes, expenses for long-term
care services can be reim-
bursed and expenses, up to
certain limits, for a qualified
long-term care contract can be
reimbursed
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Health

Flexible Spending
Account (Health FSA)

Health
Reimbursement
Arrangement (HRA)

Health
Savings
Account (HSA)

Vesting Schedule Allowed

No, 100% vested but subject
to “use-it-or-lose-it” rule

Yes, employer may incorpo-
rate in plan design

No, all funds are 100% vested

Carryover Allowed

Starting in 2005, up to two
months and 15 days after year
end if permitted by plan provi-
sion

Yes, but not required, depends
on plan design

Yes, required as part of HSA
design

Distribution of Any Remain-
ing Balance at Account
Beneficiary’s Death

No, but expenses incurred be-
fore death can be reimbursed
and COBRA applies if ac-
count is “underspent” at death

No, right to reimbursement is
lost unless plan design ex-
tends coverage, but COBRA

may apply.

May be used to reimburse ex-
penses for spouse or other
dependent after death of em-
ployee

If plan contains provision per-
mitting payments to benefici-
aries OTHER than spouse or
dependent, ALL reimburse-
ments paid are included in
employee’s gross income.
(Transition rule applies for
plans containing such a provi-
sion on or before August 14,
2006.)

HSA becomes HSA of surviv-
ing spouse and transfer is not
taxable. Other beneficiaries
will have taxable income on
fair market value of HSA’s
assets; any distributions (if
anything is left after paying
last expenses of account bene-
ficiary)

Portable

No

Employer may make a one-
time Qualified HSA Distribu-
tion from a health FSA (must
have health FSA balance as of
9/21/06 and is subject to cer-
tain other limitations and re-
quirements)

No, but can be designed to
allow use following retire-
ment, termination, or while
covered by another em-
ployer’s plan

Employer may make a one-
time Qualified HSA Distribu-
tion from an HRA (must have
HRA balance as of 9/21/06
and is subject to certain other
limitations and requirements)

Yes, required as part of HSA
design
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Health
Flexible Spending

Account (Health FSA)

Health
Reimbursement
Arrangement (HRA)

Health
Savings
Account (HSA)

Uniform Availability Re-
quired

Yes

No, but employer must pro-
vide comparable contributions
if it funds the HSA or contri-
butions subject to section 125
nondiscrimination tests if
made through a cafeteria plan

Pre-Funding Required

Yes. May reimburse expenses
incurred only AFTER estab-
lishment of HSA

May be Offered With Other
Accounts

Yes, provided ordering rules
are followed

Yes, provided ordering rules
are followed and HRAs are
properly limited

No, unless FSAs and HRAs
are properly limited

Return of Mistaken Distri-
butions

Not addressed

Not addressed

Yes, if there is a mistake of
fact due to reasonable cause,
convincing evidence of same,
and repaid prior to April 15 of
year following time account
beneficiary first knows or
should have known of mis-
take, income and excise tax
can be avoided
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Health

Flexible Spending
Account (Health FSA)

Health
Reimbursement
Arrangement (HRA)

Health
Savings
Account (HSA)

Use of Prior Year Contribu-
tions for Expense Reim-
bursements

Only medical expenses in-
curred in the current year (plus
those incurred within two
month and 15 day extension if
plan permits) can be reim-
bursed with current year con-
tributions

No requirement, plan design
can determine if reimburse-
ment can be deferred indefi-
nitely, and when or if bal-
ances will be forfeited

Deferred indefinitely for any
expenses incurred after HSA
established and plan cannot
require other time limits or
forfeitures

Change in Elections Permit-
ted

Yes, but only by following
§125 rules

N/A — Amounts are non-
elective

Yes, but changes may only be
made prospectively (§125
rules do not apply to HSAs)

Full Availability of All Con-
tributions Required — “At
Risk” Rule

TAX TREATMENT

Yes, up to annual limit regard-
less of how much employee
has contributed

Not required, but plan design
can permit advance distribu-
tions

Funds must be in HSA before
reimbursements can be paid;
employer or individual is per-
mitted to prefund HSA for full
year and make full amount
available if plan design per-
mits it, subject to possible ex-
cise tax. Once contributions
are made they cannot be re-
stricted

Employer Contributions

Deductible by employer, not
taxable to employee

Deductible by employer, not
taxable to employee

Deductible by employer, not
taxable to employee

Participant Contributions

After-tax participant contribu-
tions are rare, and are not de-
ductible on the participant’s
tax return; pre-tax participant
contributions are treated as
employer contributions

After-tax participant contribu-
tions are rare, and are not de-
ductible on the participant’s
tax return; no pre-tax partici-
pant contributions are permit-
ted

Pre-tax participant contribu-
tions are permitted (when
made through a cafeteria
plan). After-tax participant
contributions (regardless of
who makes the contribution)
are deductible by the individ-
ual who owns the HSA on the
individual’s tax return
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Health Health Health

Flexible Spending Reimbursement Savings
Account (Health FSA) Arrangement (HRA) Account (HSA)

Earnings Plans usually are unfunded Plans usually are unfunded Plans are funded, assets may
and accounts have no earn- and have no earnings, but any |be invested and earnings are
ings, but any earnings would | earnings would be excluded |excluded from account
be excluded from employee’s [ from employee’s income owner’s income
income

Distributions for Qualifying | Excluded from employee’s Excluded from employee’s Excluded from account

Medical Expenses income income owner’s income

Distributions for Other Pur- | N/A (other than Qualified N/A (other than Qualified Subject to income tax and

poses HSA Distributions from a HSA Distributions from an 10% penalty (distributions
health FSA; distributions for | HRA; distributions for other | made after death, disability or
other purposes disqualify cafe- | purposes disqualify HRA reaching age 65 are exempt
teria plan, making all pre-tax | making all amounts credited | from 10% penalty); distribu-
amounts taxable) to an individual under it tax- [ tions made for other purposes

able to that individual) do not disqualify HSA

Substantiation of Claims Yes, by plan administrator or | Yes, by plan administrator or | No, but account owner must

Required delegee delegee be able to document on audit

APPLICABILITY OF OTHER PROVISIONS/LAWS

ERISA Yes Yes Yes, for underlying HDHP

HSA can be exempt but must
avoid employer sponsorship
or endorsement. Employer
cannot limit reimbursement
more than IRC §223, cannot
restrict transfers to other HSA
providers, cannot make or in-
fluence investment decisions,
cannot communicate that HSA
is a welfare benefit plan, can-
not receive compensation

Employer may do following
and still avoid ERISA status:
unilaterally open HSA, limit
number of HSA providers that
can solicit employees, select
HSA provider that offers lim-
ited number of investment
options (if they are reason-
able), pay HSA fees

Employer can also avoid any
responsibility for HSA trustee
or custodian
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Health
Flexible Spending
Account (Health FSA)

Health
Reimbursement
Arrangement (HRA)

Health
Savings
Account (HSA)

SPD Required Yes Yes Yes, for underlying HDHP
No, for HSA, unless HSA is
subject to ERISA

5500 Required Yes, if 5500 exceptions do not | Yes, if 5500 exceptions do not | Yes, for HDHP, unless excep-

apply apply tions apply
No, for HSA unless HSA is
subject to ERISA and no ex-
ceptions apply

COBRA Yes (limited exemption ap- Yes Yes, for underlying HDHP

plies in some cascs) No for HSA unless HSA is
subject to ERISA (practically
speaking, there would not be a
qualifying event since there is
no loss of coverage with
HSA)

HIPAA Portability Most FSAs funded only with | Yes Yes, for underlying HDHP

(including issuing certifi- employee contributions are

cates of creditable coverage) | exempt Unclear for HSA.’ prol?ably
covered if HSA is subject to
ERISA

HIPAA Nondiscrimination |Most FSAs funded only with | Yes Yes, for underlying HDHP

zxme};:l(;};ee contributions are Unclear for HS A, prol?ably
covered if HSA is subject to
ERISA
HIPAA Privacy Yes Yes Yes, for underlying HDHP

Unclear, but employer is not

responsible for HSA compli-

ance unless HSA is subject to
ERISA

Medicare Secondary Payer

No, MSP rules do not apply

Yes, MSP rules apply

Yes, for underlying HDHP

MSP rules apply if HSA is
subject to ERISA; otherwise
MSP rules do not apply
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Atlanta, GA Austin, TX Baltimore, MD Birmingham, AL
(404) 224-5000 (800) 861-9851 (410) 527-1200 (205) 871-3871
Boston, MA Cary, NC Charlotte, NC Chicago, IL
(617) 437-6900 (919) 459-3000 (704) 376-9161 (312) 621-4700

Cincinnati, OH Cleveland, OH Columbus, OH Dallas, TX
(513) 762-7855 (216) 861-9100 (614) 766-8900 (972) 385-9800
Denver, CO Detroit, Ml Eugene, OR Farmington, CT
(303) 218-4020 (248) 735-7580 (541) 687-2222 (860) 284-6137
Florham Park, NJ Ft. Worth, TX Grand Rapids, Ml Greenville, SC
(973) 410-1022 (817) 335-2115 (616) 954-7829 (864) 232-9999
Houston, TX Jacksonville, FL Knoxville, TN Las Vegas, NV
(713) 625-1023 (904) 355-4600 (865) 588-8101 (702) 562-4335
Long Island, NY Los Angeles, CA Louisville, KY Malvern, PA
(516) 941-0260 (213) 607-6300 (502) 499-1891 (610) 889-9100
Memphis, TN Miami, FL Milwaukee, WI Minneapolis, MN
(901) 248-3100 (305) 373-8460 (414) 271-9800 (763) 302-7100
Mobile, AL Naples, FL Nashville, TN New Orleans, LA
(251) 433-0441 (239) 514-2542 (615) 872-3700 (504) 581-6151
New York, NY Omaha, NE Orange County, CA Orlando, FL
(212) 344-8888 (402) 778-4851 (949) 885-1200 (407) 805-3005
Philadelphia, PA Phoenix, AZ Pittsburgh, PA Portland, OR
(610) 964-8700 (602) 787-6000 (412) 586-1400 (503) 224-4155
Roswell, NM St. Louis, MO San Diego, CA San Francisco, CA
(505) 317-3397 (314) 721-8400 (858) 678-2000 (415) 981-0600
San Jose, CA San Juan, PR Seattle, WA Tampa, FL
(408) 436-7000 (787) 756-5880 (206) 386-7400 (813) 281-2095
Washington, DC Wilmington, DE
(301) 530-5050 (302) 477-9640

U.S. Benefit Office Locations

Willis Employee Benefits Alert is produced by Willis’ Legal & Research Group. The information contained in this publication is not intended to represent legal advice
and has been prepared solely for educational purposes. You may wish to consult your attorney regarding issues raised in this publication. Wills publications appear
on the Internet at: www.willis.com © Copyright 2007
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