Employee Benefits Alert Willis

March 2007 — Issue No. 102
HSA Rollover Guidance Helps Plan Sponsors Switch From HRAs to HSAs

New IRS guidance will be particularly helpful to employers who caught the leading edge of the consumer-
driven health care (CDHC) wave and established CDHC plans that included health reimbursement
arrangements (HRAs).

NOTE: HRAs are entirely employer-funded medical reimbursement arrangements. Under an HRA, the
employer credits a specified amount to each employee’s HRA balance each month or year. The HRA
balance is available to pay qualifying medical expenses of the employee and his family. If an employee
does not spend his entire balance, most HRAs allow the balance to roll over from year to year.
Employees participating in HRAs frequently build up substantial balances.

When Congress authorized health savings accounts (HSAs) starting in 2004, many employers with these
early CDHC plans wanted to change their plans to have HSAs take the place of HRAs. In most cases,
however, participating in an HRA will make an employee ineligible for HSA contributions, so eliminating HRA
participation would facilitate moving to HSAs. But many employers were reluctant to force forfeitures of
unused HRA balances or, alternatively, to suspend HRA participation and carry the unused balances
indefinitely. The ideal solution would be to transfer unused HRA balances into individuals’ HSAs. Until
December 2006, however, the laws governing HRAs and HSAs specifically prohibited such transfers.

The law has now changed. (See Willis Employee Benefits Alert #91, Health Savings Account Legislation
Makes HSAs More Flexible, for information about changes made by the December 2006 legislation.) A one-
time rollover of the balance in the individual’'s account as of the date of the distribution is now permitted;
however, the rollover amount is limited by the balance in the account as of September 21, 2006. While this
rollover is not as open-ended as employers would like, the rollover may still be a useful tool for plan sponsors
contemplating changing from an HRA program to a high deductible health plan coupled with an HSA.

Background employers can allow rollovers of HRA balances
that were unused at the end of 2006.
In December 2006, Congress authorized rollovers

from HRAs into HSAs for a limited time (until What Does the New IRS Guidance Say?
January 1, 2012). The new legislation allows each
HRA to make only one rollover distribution and The IRS guidance explains that a “qualified HSA
limits the rollover amount to the September 21, distribution” is a direct rollover from a health
2006 HRA balance. Unfortunately, the new law Flexible Spending Account (health FSA) or an HRA
provided few other details on the requirements for to an individual's HSA, that meets certain
valid rollovers, and many employers decided to conditions.
wait for IRS guidance before implementing a
rollover program. NOTE: While the IRS guidance discusses
rollovers from both HRAs and health FSAs,
The new IRS guidance discussed in this Alert rollovers from health FSAs will be beneficial only
provides details that employers need to set up a in limited situations. (See the last section in this
process for individuals to roll over year-end HRA Alert for additional information about rollovers
balances. In addition, the IRS guidance provides a from health FSAs.) Therefore, in this Alert, we
small window (until March 15) under which focus on rollovers from HRAs to HSAs.
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The following eight conditions must be met in
order for a qualified HSA distribution from an
HRA to occur so that an employee becomes an
individual eligible for HSA contributions as of the
first day of the next plan year:

1. By the last day of the current plan year, the
employer must have amended the HRA
plan document to allow a qualified HSA
distribution;

2. A qualified HSA distribution must not have
been made previously on behalf of the
employee with respect to that particular
HRA,;

3. The employee must be an eligible individual
(including having HDHP coverage in effect)
as of the first day of the month during which
the qualified HSA distribution takes place;

4. By the last day of the current plan year, the
employee must have elected to have the
employer make a qualified HSA distribution
from the employee’s HRA,;

5. The HRA must not make any
reimbursements to the employee after the
last day of the current plan year;

6. The employer makes the qualified HSA
distribution directly to the HSA trustee b
the earlier of January 1, 2012 or the 15'
day of the third month of the next plan year,
but after the employee becomes an eligible
individual who is entitled to receive HSA
contributions;

7. The qualified HSA distribution does not
exceed the lesser of the HRA balance on
(a) September 21, 2006; or (b) the date of
the distribution; and

8. Either—

1. there is a zero balance in the HRA after
the qualified HSA distribution and the
employee is no longer a participant in
any plan that would make the employee
ineligible for HSA contributions (e.g., a
low-deductible health plan); or,

ii. effective on or before the date of the first
qualified HSA distribution, the HRA plan is
converted to an HSA-compatible HRA for
all HRA participants (e.g., by making HRA
balances available only for vision and
dental expenses).

NOTE: Because qualified HSA distributions
are limited to a participant’s balance as of
September 21, 2006, these distributions are
not available to any participant who was not a
participant in the HRA on September 21. 2006
or who had a zero balance on that date.

Transition Rule

There is transitional guidance that applies only to
qualified HSA distributions of December 31, 2006
balances. Qualified HSA distributions of those
2006 balances must take place by March 15,
2007.

Under the transition rule, an employee with a
balance in a general purpose HRA after
December 31, 2006 is treated as an HSA eligible
individual as of the first day of the first month in
2007 that the employee would meet all of the
requirements to be an eligible individual if the
HRA were not in effect. These requirements
include having HDHP coverage in effect on the
first day of the month. The fransition rule
requires that all eight of the requirements set out
above are met, with the following exceptions:

e The HRA plan amendment allowing the
qualified HSA distribution need only be
completed by March 15, 2007;

e There is no requirement to freeze the year-
end balance in the HRA;

e The employee must elect the qualified HSA
distribution before March 15, 2007; and

e The actual transfer to the HSA must be
completed by March 15, 2007.

Balances Determined on Cash Basis

For all purposes, HRA balances are determined
without taking into account any expenses that
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may have been incurred or submitted but that
have not actually been paid as of the relevant
date. Pending claims, claims submitted, claims
received, or claims under review that have not
been paid as of the date are not taken into
account for purposes of determining the HRA
balance.

Comparability Requirement

If a qualified HSA distribution is offered to any
employee, the employer must offer a qualified
HSA distribution to all eligible individuals covered
under an HDHP of the employer.

Tax Impact

A qualified HSA distribution is considered a
rollover contribution and therefore does not
reduce the annual contribution limit to an HSA. It
also is not a contribution for which the employee
can claim a deduction on his income tax return.

In order for the qualified HSA distribution to retain
its tax advantages, the individual must remain an
HSA eligible individual during a testing period
which begins with the month in which the
qualified HSA distribution is contributed to the
HSA and ends on the last day of the twelfth
month following such month. For example, if the
qualified HSA distribution is rolled over in March,
2007, the testing period runs from March, 2007
through April, 2008. If the individual does not
remain an eligible individual during this time, the
entire rollover amount is included in the
individual’s taxable income and is subject to an
additional ten percent tax. These tax
consequences do not apply if the employee is not
an eligible individual due to the employee’s death
or disability.

Even if an employee fails to remain an eligible
individual, it does not mean that the qualified

HSA distribution is an excess contribution that
must be withdrawn from the HSA. The rollover
amount remains in the HSA and can grow on a
tax-free basis. If, however, the rollover money is
withdrawn for an expense that is not a qualifying
medical expense, it is included in the
accountholder's income again and subjected to
the ten percent tax again because it was not
used for a qualifying expense.

Rollovers from Health FSAs

The same requirements and transition rules that
apply to rollovers from HRAs also apply to
rollovers made from general purpose health
FSAs. If the general purpose health FSA has
been amended to permit reimbursement of
claims incurred during the 2 % month grace
period after the end of the plan year, an
otherwise eligible individual generally may not
make an HSA contribution until the first of the
month following the end of the grace period.

However, if the individual’s entire account
balance is rolled over to the HSA on a timely
basis per this guidance (or if the account balance
was zero as of the end of the plan year), the
otherwise eligible individual may make a tax
deductible contribution during the grace period.
Since the disregarding of coverage only applies
to the extension period, the ability to make a one-
time rollover from a health FSA only pertains to
those plans that include the 2 2 month grace
period. The deadline is March 15, 2007 for a
rollover of the December 31, 2006 health FSA
balance.

The guidance provided in IRS Notice 2007-22
covers only some of the changes enacted with
the Tax Relief and Health Care Protection Act of
2006. We expect the IRS will release additional
guidance relating to the other changes.
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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

Willis Employee Benefits—Page 4





<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /None

  /Binding /Left

  /CalGrayProfile (Dot Gain 20%)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Error

  /CompatibilityLevel 1.4

  /CompressObjects /Tags

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages true

  /CreateJDFFile false

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.0000

  /ColorConversionStrategy /CMYK

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams false

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo true

  /PreserveCopyPage true

  /PreserveDICMYKValues true

  /PreserveEPSInfo true

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments true

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Apply

  /UCRandBGInfo /Preserve

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 300

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 300

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.50000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /ColorImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 300

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 300

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.50000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /GrayImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 1200

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.50000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile ()

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /Description <<

    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /DAN <>

    /DEU <>

    /ESP <>

    /FRA <>

    /ITA <>

    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)

    /NOR <>

    /PTB <>

    /SUO <>

    /SVE <>

    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)

  >>

  /Namespace [

    (Adobe)

    (Common)

    (1.0)

  ]

  /OtherNamespaces [

    <<

      /AsReaderSpreads false

      /CropImagesToFrames true

      /ErrorControl /WarnAndContinue

      /FlattenerIgnoreSpreadOverrides false

      /IncludeGuidesGrids false

      /IncludeNonPrinting false

      /IncludeSlug false

      /Namespace [

        (Adobe)

        (InDesign)

        (4.0)

      ]

      /OmitPlacedBitmaps false

      /OmitPlacedEPS false

      /OmitPlacedPDF false

      /SimulateOverprint /Legacy

    >>

    <<

      /AddBleedMarks false

      /AddColorBars false

      /AddCropMarks false

      /AddPageInfo false

      /AddRegMarks false

      /ConvertColors /ConvertToCMYK

      /DestinationProfileName ()

      /DestinationProfileSelector /DocumentCMYK

      /Downsample16BitImages true

      /FlattenerPreset <<

        /PresetSelector /MediumResolution

      >>

      /FormElements false

      /GenerateStructure false

      /IncludeBookmarks false

      /IncludeHyperlinks false

      /IncludeInteractive false

      /IncludeLayers false

      /IncludeProfiles false

      /MultimediaHandling /UseObjectSettings

      /Namespace [

        (Adobe)

        (CreativeSuite)

        (2.0)

      ]

      /PDFXOutputIntentProfileSelector /DocumentCMYK

      /PreserveEditing true

      /UntaggedCMYKHandling /LeaveUntagged

      /UntaggedRGBHandling /UseDocumentProfile

      /UseDocumentBleed false

    >>

  ]

>> setdistillerparams

<<

  /HWResolution [2400 2400]

  /PageSize [612.000 792.000]

>> setpagedevice



