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Medicare Bill Includes New Health Savings Account

The Medicare bill passed by Congress last week (thBUST OR CUSTODIAL ACCOUNT

Medicare Prescription Drug, Improvement and Moderr¥n HSA must be established under a trust or custodial
ization Act of 2003) authorizes the establishment of ned¢count. The account is subject to many of the same
Health Savings Accounts (HSAs) effective January §eneral requirements that apply to individual retirement

2004. President Bush is expected to sign the bill into la@¢counts and Coverdell Education Savings Accounts.
In this regard, the trustee or custodian of the account

HSAs are similar to Archgr Mgdlcal Savings A(‘Tco.untﬁmst be a bank or insurance company or another person
(MSAs) in that they permit individuals to save for“fet'meapproved by the Internal Revenue Service to serve as
health care (.ax_penses on_ a tax-free_ basis dun_ng Perigittee or custodian. Except for rollover contributions,
when the individual has high-deductible health insuranee. A . niributions must be in cash. The assets of the
coverage. However, there are significant differences q—E'I'SA may not be forfeitable, may not be invested in life
tween MSAs and HSAs, two of which are worth notinghsurance and may not be pledged as security for a loan.

in particular. HSAs are subject to the prohibited transaction rules of
(1)Whereas MSAs could be established only by selthe Internal Revenue Code that apply to individual retire-
employed individuals or employees of small employment accounts.
ers (generally, companies with 50 or fewer employ-
ees), HSAs can be established by any eligible talkLIGIBILITY

employer. tions to an HSA if he or she has health coverage under a

o ] . high-deductible health plan. A high-deductible health
(2)The minimum annual deductible under the hlgh'd‘?)'lan is a health plan that (i) for self-only coverage has an

ductible health insurance coverage that triggef’ffwnual deductible of at least $1,000 and a maximum out-
eligiblity is significantly lower for HSAs than for MSAs; of-packet expense limit of no more than $5,000 or i) for

however, the _percen_tagt_a OT Fhe annu_al deductible tl?é%ily coverage, has an annual deductible of at least $2,000

may be contributed is significantly higher for HSASand a maximum annual out-of-pocket expense limit of no

than for MSAs. more than $10,000. These amounts will be indexed to
Thus, the new HSAs are designed to be available tandation after 2003. The deductible need not apply to
much larger universe of employees than MSAs. Indegereventive care. If the plan uses a network of providers,
although certain taxpayers continue to be eligible to cofie annual deductible and the out-of-pocket expense limit
tribute to MSAs, MSA contributions would appear taeed not apply to out-of-network providers.

have no significant advantages over HSA contributionﬁ.otably’ ataxpayer's eligibility to make deductible con-

The following is a brief summary of the HSA rules. tributions to an HSA is not contingent on the taxpayer’s
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employer’s offering a high-deductible health care plan. Bmployer contributions are not taxable to the individual.
taxpayer can obtain high-deductible health coveragfowever, if the employer fails to contribute the same dol-
through, for example, an individual insurance policy. lar amount or the same percentage of the annual deduct-
The following individuals are not eligible to make deduci?®® ur?der the high-deductible health pla_n for all employ-
ible HSA contributions: ees with comparable coverag'e (determined by reference
to all commonly controlled affiliates of the employer), the
= Anindividual that has health coverage in addition ¥employer is subject to an excise tax equal to 35% of the
the high-deductible coverage. aggregate amount contributed by the employer to the
HSAs of its employees for the period. (Comparability is
determined separately for part-time employees.) The In-
Workers compensation and tort and property liability ifgra) Revenue Service may waive the excise tax where
surance, insurance coverage for a specific iliness or gigs fajlure is due to reasonable cause and not to willful

ease, certain hospitalization insurance, and coveragefgpiect and the excise tax would be excessive relative to
disability, dental care or vision care will not be considergfa t5ilure involved

health coverage for purposes of these rules.

« Anindividual that is entitled to Medicare benefits.

Excess contributions are subject to a 6% cumulative ex-
CONTRIBUTIONS cise tax. Nondeductible contributioesy, contributions

The maximum annual HSA contribution is, generally, tHey an individual who is not eligible to make deductible
lesser of (i) 100% of the annual deductible under ti#SA contributions) are treated as excess contributions.

individual's high-deductible health plan, or (i) the maxizgntributions for a tax year may be made as late as the
mum deduct.|ble amount permﬂtgd under anArcher MSfye date for the federal income tax return of the account
high-deductible health plan (estimated to be $2,600 {95,qer for such tax year (generally, Aprill& the year

self-only coverage and $5,150 for family coverage f¢g)oing the year for which contributions are made).
2004). The maximum HSA contribution for a tax year is

reduced by the amount of MSA contributions made by BlisTrIBUTIONS

on behalf of the individual for the year. The maximurysA distributions that are used to pay qualified medical

does not apply to rollover contributions from anothesxpenses of the individual and the individual’s spouse
HSA or from an Archer MSA. A maximum of one HSAand dependents for the year are excluded from the
rollover per year is permitted. individual's gross income. Qualified medical expenses

» contrfienerally include expenses for which a deduction would

Individuals age 55 or older may make “catch-up
Riherwise be available under Section 213(d) of the Inter-

butions in excess of the foregoing limits. The maximu
catch-up contribution is $500 for 2004. The maximum catch! Revenue Code. For individuals who are not eligible
up contribution willincrease in $100 increments each ydgf Medicare, qualified medical expenses do not include
through 2009, at which time the annual catch-up contridig@!th insurance premiums (with exceptions for long-term

tion limit will be fixed at $1,000. The maximum catch-uyFare insurance, COBRA continuation coverage and cov-
contribution will not be indexed to inflation after 2009, €rage during certain periods of unemployment). For indi-

viduals who are eligible for Medicare, health insurance
Contributions may be made by the account owner or BYemiums (other than supplemental Medicare—or

his or her employer. Contributions may also be made fjé gigap—insurance premiums) are qualified medical ex-
other individuals, such as members of the account OW”‘?f@nses.

family. Contributions may be made through a cafeteria
plan. HSA distributions that are not used to pay the qualified

o o _ medical expenses of the individual and his or her spouse
Generally, contributions by individuals are deductible tg,4 dependents are included in the individual's gross

the H_SA account owner unless the account owner May¥ome and are subject to a 15% excise tax. The excise tax
be claimed as a dependent on another person's tax retyfiug not apply if the distributions are made after the

Thus, contributions by individuals other than the accouyiyiqual's death, disability or attainment of eligibility for
owner are treated as a gift from the individual contribut@fagicare (e, age 65).

to the account owner (subject to gift tax) and a deductible
contribution by the account owner.



TREATMENT ON DEATH OF INDIVIDUAL Of course, for many taxpayers the choice to save in an
If the named beneficiary of the HSAIs the account holdefss A would involve a fundamental restructuring of their
spouse, the surviving spouse becomes the owner of g@rent health care coverage. A taxpayer that chooses to
HSA upon the death of the account holder, with no fegaye in an HSA must be covered under a high-deductible
eral income or estate tax consequences. This treatmgatin plan, which would presumably reduce the taxpayer’s
applies only where the account holder specifically namgga|th care premium costs in exchange for increased out-
the spouse as beneficiary. of-pocket risk. It remains to be seen whether lower premi-

If the account holder’s spouse is not the named benéfs coupled with the potential for tax-favored savings
ciary of the HSA, the beneficiary of the HSA (which is th&ccumulation will entice significant numbers of taxpayers
estate if the account holder does not name any bentgiabandon traditional “first dollar” health care coverage

ciary) must include the HSA account balance in grodsfavor of high-deductible insurance and HSAs.
income (except that the HSA can be used to pay the ac-

count owner’s pre-death qualified medical expenses on a MICHAEL A. HART
. - . . hart@kl.
tax-free basis). The beneficiary may claim a deduction for mhar@kl.com

the portion of the federal estate tax on the account owner’s

estate that is attributable to the HSA. : : - : .
Our Financial Institution Tax-Favored Savings Accounts practice is

part of our Employee Benefit Plans/ERISA practice. If you would
REPORTING REQUIREMENTS like more information about our Employee Benefit Plans/ERISA

An employer’s contributions to its employees’ HSAs must practice, please contact one of the attorneys listed below:
be reported on the employees’ Forms W-2. The Internal?2Ston
P . P _y . . aStephen E. Moore  617.951.9191 smoore@kl.com
Revenue Service has discretion to require trustees ang
0s Angeles

custodians of HSAs to file periodic reports concerning william P. Wade 310.552.5071 wwade@kl.com
HSA contributions, distributions and other HSA matters. new York
David E. Morse 212.536.3998 dmorse@kl.com
et Pittsburgh
o R William T. Cullen 412.355.8600 wcullen@kl.com
As a result of limited eligibility rules, MSAs have not michael A. Hart 412.355.6211 mhart@kl.com
been a popular health care savings device. It is antici<- Richard Lauver  412.355.6454 rlauver@kl.com
Charles R. Smith 412.355.6536 csmith@kl.com

pated that the broader HSA eligibility rules will make HSAS .24 E Wood 412.355.8676 rwood@kl.com
much more popular than MSAs. An individual that has Linda B. Beckman ~ 412.355.6528 Ibeckman@kl.com
relatively modest annual medical expenses could accuP0u9!as J- Ellis SESIERTD LN
P : : an Francisco

mulate S|gn|f|cant. savings t(.).fund retiree health expens.e%aurence A. Goldberg 415.249.1043  Igoldberg@k.com
on a tax-free basis. In addition, because the 15% exciSRathleen M. Meagher 415.249.1045 kmeagher@kl.com
tax on distributions that are not used to pay qualified Katherine L. Aizawa  415.249.1044 kaizawa@kl.com

. L . Marc R. Baluda 415.249.1036 mbaluda@kl.com
medical expenses does not apply to distributions after

. - Washington
age 65, itis anticipated that some taxpayers may also US§jijiam A, Schmidt ~ 202.778.9373 william.schmidt@kl.com

HSASs as an additional vehicle for tax-deferred retirementCatherine S. Bardsley 202.778.9289 cbardsley@kl.com
savings Eric Berger 202.778.9473 eberger@kl.com
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