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Standard Deduction

Filing Status                                Standard Deduction
_____________                                __________________

Married Individuals Filing Joint Returns               $11,400
and Surviving Spouses (§ 1(a))

Heads of Households (§ 1(b))                            $8,350

Unmarried Individuals (other than                       $5,700
Surviving Spouses and Heads of
Households) (§ 1(c))

Married Individuals Filing Separate                     $5,700
Returns (§ 1(d))

Rev. Proc. 2008-66
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Medical Insurance

(a) General rule 
Except as otherwise provided in this section, gross income of 
an employee does not include employer-provided coverage 
under an accident or health plan. 

§106(a)
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Employer Continues 
Coverage

LATE BREAKING DEVELPOMENT-9 
Special Topic

SM
                                                                                                                                                        Mares Nichols CPE, Inc 

Q-13. If an individual's involuntary termination occurs no later than December 31, 2009, 
but the loss of coverage resulting in eligibility for COBRA continuation coverage occurs 
after December 31, 2009, is the individual an assistance eligible individual?  

A-13. No. Both the involuntary termination and eligibility for COBRA continuation coverage 
must occur during the period from September 1, 2008, through December 31, 2009. If the 
loss of coverage is after December 31, 2009, the individual cannot become an assistance 
eligible individual.  

Q-14. For purposes of Federal COBRA, if an employer provides health coverage for an 
involuntarily terminated employee after the involuntary termination on the same terms as 
for similarly situated active employees, when is a loss of coverage under the group health 
plan considered to occur (and, consequently, when does COBRA continuation coverage 
begin)?  

A-14. For purposes of Federal COBRA, the effect on when a loss of coverage under a 
group health plan is considered to occur if an employer provides health coverage for an 
involuntarily terminated employee after the involuntary termination on the same terms as 
for similarly situated active employees depends on how the employer treats the provision 
of health coverage for the involuntarily terminated employee. If the employer treats the 
provision of health coverage as deferring the loss of coverage, then for purposes of the 
ARRA premium reduction the loss of coverage (and eligibility for Federal COBRA) will be 
considered to occur when the employer's provision of health coverage on the same terms 
as for similarly situated active employees ends. However, if the employer treats the 
provision of health coverage after the involuntary termination as part of its obligation to 
provide COBRA continuation coverage for the involuntarily terminated employee, then the 
loss of coverage will be considered to have occurred as of the date for which the employer 
begins making the provision of such COBRA continuation coverage.  

Example. An individual is involuntarily terminated from employment on November 15, 
2009. Health coverage in connection with the November 15, 2009, termination of 
employment would normally end on November 30, 2009. However, the individual is 
provided with severance benefits that include six months of health coverage for which no 
premium is required, running from December 1, 2009, through May 31, 2010. The 
employer considers no loss of coverage to have occurred until the six months of severance 
benefits have been exhausted. Under these facts, for purposes of Federal COBRA, the 
loss of coverage does not occur until May 31, 2010, which is after December 31, 2009. 
Although the individual's involuntary termination occurs during the required time period, the 
beginning of eligibility for COBRA continuation coverage does not. Consequently, the 
individual cannot become an assistance eligible individual. However, if the employer 
considered the payment of health coverage during the severance benefits period to be the 
provision of COBRA continuation coverage on behalf of the involuntarily terminated 
individual, for purposes of Federal COBRA the loss of coverage would be considered to 
have occurred on November 30, 2009, and thus the individual could become an assistance 
eligible individual.  

 

 

Question 14
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For purposes of Federal COBRA, if the plan does not provide for the optional extension of 
required periods under section 4980B(f)(8) to apply, the end of the 18-month maximum 
required period of COBRA continuation coverage is measured from the date of the 
individual's involuntary termination, November 15, 2009. If the plan does provide for the 
optional extension of required periods under section 4980B(f)(8) to apply, the end of the 
18-month maximum required period of COBRA continuation coverage is measured from 
the date of the loss of coverage, May 31, 2009.  

Q-15. Does an involuntary termination of an employee following another qualifying event, 
such as a divorce, satisfy the requirements for the qualified beneficiary from the first 
qualifying event to be an assistance eligible individual?  

A-15. No. Generally, if COBRA continuation coverage is based on a qualifying event 
before the involuntary termination, the later involuntary termination does not cause the 
qualified beneficiary to become an assistance eligible individual. However, if, in 
anticipation of an involuntary termination that would otherwise qualify an individual as an 
assistance eligible individual, the employer takes action other than the involuntary 
termination of the individual that results in a loss of coverage for the individual (for 
example, a reduction in hours for the employee in anticipation of involuntarily terminating 
the employee), the action causing the loss of coverage prior to the involuntary termination 
is disregarded in determining whether involuntary termination is the qualifying event that 
results in the COBRA continuation coverage for the individual.  

Example 1. An employee is divorced after September 1, 2008, and before December 31, 
2009. The divorce results in a loss of health coverage for the spouse of the employee. The 
spouse is eligible for and timely elects COBRA continuation coverage. After the divorce, 
and before December 31, 2009, the employee is involuntarily terminated and loses health 
coverage. The employee elects COBRA continuation coverage that begins before 
December 31, 2009. The spouse is not an assistance eligible individual because the 
qualifying event with respect to the spouse's COBRA continuation coverage is not an 
involuntary termination. The employee is an assistance eligible individual.  

Example 2. An employee experiences a reduction in hours in March 2009 that does not 
constitute (and is not in anticipation of) an involuntary termination. The reduction in hours 
results in a loss of coverage for the employee. The employee is eligible for and timely 
elects COBRA continuation coverage that begins as of April 1, 2009. In November 2009, 
the employee is involuntarily terminated from employment. The employee cannot become 
an assistance eligible individual in connection with the November 2009 involuntary 
termination because the qualifying event with respect to the COBRA continuation coverage 
is not involuntary termination.  

Q-16. If, as the result of an involuntary termination that occurred during the period from 
September 1, 2008, through December 31, 2009, an individual loses coverage under a 
health plan that is not subject to the COBRA continuation coverage requirements (as 
defined under ARRA) and the individual is offered and elects continuation coverage 
provided voluntarily by an employer, is the premium reduction applicable and the related 
payroll tax credit for the employer (or other entity) available with respect to the continuation 
health coverage?  

Question 15
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For purposes of Federal COBRA, if the plan does not provide for the optional extension of 
required periods under section 4980B(f)(8) to apply, the end of the 18-month maximum 
required period of COBRA continuation coverage is measured from the date of the 
individual's involuntary termination, November 15, 2009. If the plan does provide for the 
optional extension of required periods under section 4980B(f)(8) to apply, the end of the 
18-month maximum required period of COBRA continuation coverage is measured from 
the date of the loss of coverage, May 31, 2009.  

Q-15. Does an involuntary termination of an employee following another qualifying event, 
such as a divorce, satisfy the requirements for the qualified beneficiary from the first 
qualifying event to be an assistance eligible individual?  

A-15. No. Generally, if COBRA continuation coverage is based on a qualifying event 
before the involuntary termination, the later involuntary termination does not cause the 
qualified beneficiary to become an assistance eligible individual. However, if, in 
anticipation of an involuntary termination that would otherwise qualify an individual as an 
assistance eligible individual, the employer takes action other than the involuntary 
termination of the individual that results in a loss of coverage for the individual (for 
example, a reduction in hours for the employee in anticipation of involuntarily terminating 
the employee), the action causing the loss of coverage prior to the involuntary termination 
is disregarded in determining whether involuntary termination is the qualifying event that 
results in the COBRA continuation coverage for the individual.  

Example 1. An employee is divorced after September 1, 2008, and before December 31, 
2009. The divorce results in a loss of health coverage for the spouse of the employee. The 
spouse is eligible for and timely elects COBRA continuation coverage. After the divorce, 
and before December 31, 2009, the employee is involuntarily terminated and loses health 
coverage. The employee elects COBRA continuation coverage that begins before 
December 31, 2009. The spouse is not an assistance eligible individual because the 
qualifying event with respect to the spouse's COBRA continuation coverage is not an 
involuntary termination. The employee is an assistance eligible individual.  

Example 2. An employee experiences a reduction in hours in March 2009 that does not 
constitute (and is not in anticipation of) an involuntary termination. The reduction in hours 
results in a loss of coverage for the employee. The employee is eligible for and timely 
elects COBRA continuation coverage that begins as of April 1, 2009. In November 2009, 
the employee is involuntarily terminated from employment. The employee cannot become 
an assistance eligible individual in connection with the November 2009 involuntary 
termination because the qualifying event with respect to the COBRA continuation coverage 
is not involuntary termination.  

Q-16. If, as the result of an involuntary termination that occurred during the period from 
September 1, 2008, through December 31, 2009, an individual loses coverage under a 
health plan that is not subject to the COBRA continuation coverage requirements (as 
defined under ARRA) and the individual is offered and elects continuation coverage 
provided voluntarily by an employer, is the premium reduction applicable and the related 
payroll tax credit for the employer (or other entity) available with respect to the continuation 
health coverage?  Question 15
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A-20. The premium used to determine the 35 percent share that must be paid by (or on 
behalf of) an assistance eligible individual is the cost that would be charged to the 
assistance eligible individual for COBRA continuation coverage if the individual were not 
an assistance eligible individual. If, without regard to the subsidy, the assistance eligible 
individual is required to pay 102 percent of the "applicable premium" for continuation 
coverage, i.e., generally the maximum permitted under the Federal COBRA rules, the 
assistance eligible individual is required to pay only 35 percent of the 102 percent of the 
applicable premium. However, if the premium that would be charged the assistance 
eligible individual is less than the maximum COBRA premium, for example if the employer 
subsidizes the coverage by paying all or part of the cost, the amount actually charged the 
assistance eligible individual is used to determine the assistance eligible individual's 35 
percent share.  

In determining whether an assistance eligible individual has paid 35 percent of the 
premium, payments on behalf of the individual by another person (other than the employer 
with respect to which the involuntary termination occurred) are taken into account. For 
example, some or all of the 35 percent share of the premium could be paid on behalf of the 
individual by a parent, guardian, State agency, or charity.  

The following examples illustrate this Q&A-20. For all examples, 102 percent of the 
applicable premium for the COBRA continuation coverage is $1,000 per month, and the 
person to whom premiums are payable is the employer maintaining the plan.  

Example 1. The employer requires individuals electing COBRA continuation coverage to 
pay $500 per month. An assistance eligible individual is entitled to COBRA continuation 
coverage upon the timely payment of $175 (35 percent of $500). The employer's resulting 
payroll tax credit is $325 (65 percent of $500).  

Example 2. The employer requires active employees to pay $200 per month for health 
coverage. For involuntarily terminated employees, the severance benefits include 
continued health coverage at the cost of $200 per month for six months after termination. 
After the six-month severance period, the terminated employee must pay $1,000 per 
month for the remainder of the COBRA continuation coverage. The employer considers 
the loss of coverage to occur on the last day coverage is in effect before the severance 
benefits begin to take effect; that is, the employer considers the six-month severance 
period to be part of the terminated employee's COBRA continuation coverage period, 
during which the employer pays $800 toward the cost of the terminated employee's 
COBRA continuation coverage.  

For the first six months, an assistance eligible individual is entitled to COBRA continuation 
coverage upon the timely payment of $70 (35 percent of $200); for the next three months, 
the individual is entitled to COBRA continuation coverage upon the timely payment of $350 
(35 percent of $1,000). The employer's resulting payroll tax credit is $130 (65 percent of 
$200) for the first six months and $650 (65 percent of $1,000) for the next three months.  

 

 

Question 20
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month for the remainder of the COBRA continuation coverage. The employer considers 
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benefits begin to take effect; that is, the employer considers the six-month severance 
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Example 3. Same facts as Example 2, except that the employer considers the loss of 
health coverage and the beginning of the terminated employee's COBRA continuation 
coverage period to occur at the end of the six-month severance period. For the first six 
months after termination of employment, the terminated employee is not eligible for 
COBRA continuation coverage and is not an assistance eligible individual. The employee 
therefore pays $200 for coverage, and no subsidy applies. The employee elects COBRA 
continuation coverage at the end of the six-month period and is an assistance eligible 
individual. For the next nine months, the individual is entitled to COBRA continuation 
coverage upon the timely payment of $350 (35 percent of $1,000). The employer's 
resulting payroll tax credit is $650 (65 percent of $1,000).  

For purposes of Federal COBRA, if the plan does not provide for the optional extension of 
required periods under section 4980B(f)(8) to apply, the end of the 18-month maximum 
required period of COBRA continuation coverage is measured from the date of the 
individual's involuntary termination (that is, 12 months after the end of the six-month 
severance period). If the plan does provide for the optional extension of required periods 
under section 4980B(f)(8) to apply, the end of the 18-month maximum required period of 
COBRA continuation coverage is measured from the date of the loss of coverage (i.e., 24 
months after the involuntary termination).  

Example 4. The employer requires active employees to pay $200 per month for health 
coverage. For involuntarily terminated employees, the severance benefits include 
continued health coverage for six months after termination at no cost. The employer 
considers that COBRA continuation coverage begins on the date of the involuntary 
termination. After the six-month severance period, the terminated employee would be 
required to pay $1,000 per month (but for the ARRA premium reduction) for the remainder 
of the COBRA continuation coverage. Because the premium during the first six months is 
zero, the premium reduction is not available and no payroll tax credit is available to the 
employer. For the next three months after the severance period, the terminated employee 
is entitled to COBRA continuation coverage upon the timely payment of $350 (35 percent 
of $1,000) for coverage. The employer's resulting payroll tax credit is $650 (65 percent of 
$1,000). After the first nine months, no subsidy applies, so the terminated employee can 
be required to pay $1,000 per month for any later month of COBRA continuation coverage.  

Example 5. Same facts as Example 4, except the employer considers no loss of coverage 
to have occurred until the end of the severance period, i.e., six months after termination of 
employment. For the first six months, the terminated employee is not eligible for COBRA 
continuation coverage and is not an assistance eligible individual. The employee pays 
nothing for the coverage, and no payroll tax credit is available to the employer. The 
employee elects COBRA continuation coverage at the end of the six-month period and is 
an assistance eligible individual. For the next nine months, the individual is entitled to 
COBRA continuation coverage upon the timely payment of $350 (35 percent of $1,000). 
The employer's resulting payroll tax credit is $650 (65 percent of $1,000).  

 

 

 

Question 20
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For purposes of Federal COBRA, if the plan does not provide for the optional extension of 
required periods under section 4980B(f)(8) to apply, the end of the 18-month maximum 
required period of COBRA continuation coverage is measured from the date of the 
individual's involuntary termination (that is, 12 months after the end of the six-month 
severance period). If the plan does provide for the optional extension of required periods 
under section 4980B(f)(8) to apply, the end of the 18-month maximum required period of 
COBRA continuation coverage is measured from the date of the loss of coverage (i.e., 24 
months after the involuntary termination).  

Q-21. If a plan that previously charged less than the maximum premium allowed under the 
COBRA continuation provisions increases the premium pursuant to section 54.4980B-8, 
Q&A-2(b)(1) (or similar authority under comparable State law or other Federal law), does 
the ARRA premium reduction apply to the increased premium amount?  

A-21. Yes.  

Example. Under the plan, 102 percent of the applicable premium for COBRA continuation 
coverage is $1,000 per month. Prior to February 17, 2009, the plan charged $500 per 
month for COBRA continuation coverage. Pursuant to section 54.4980B-8, Q&A-2(b)(1) 
and the applicable notice requirements, beginning March 1, 2009, the plan charges $1,000 
per month for COBRA continuation coverage. The premium reduction and the payroll tax 
credit are based on $1,000 for the coverage beginning March 1, 2009.  

Q-22. If a plan that previously charged less than the maximum premium allowed under the 
COBRA continuation provisions increases the premium pursuant to section 54.4980B-8, 
Q&A-2(b)(1), and the employer provides a separate taxable payment to the assistance 
eligible individual, does the premium reduction apply to the increased premium amount?  

A-22. Yes.  

Example 1. Under a group health plan, 102 percent of the applicable premium for COBRA 
continuation coverage is $1,000 per month. Prior to February 17, 2009, the plan charged 
$400 per month for COBRA continuation coverage. Pursuant to section 54.4980B-8, Q&A-
2(b)(1) and the applicable notice requirements, the plan charges $1,000 per month for 
COBRA continuation coverage for periods of coverage beginning March 1, 2009. In 
addition, beginning March 1, 2009, the employer provides a taxable severance benefit of 
$600 per month to employees who are assistance eligible individuals. The premium 
reduction is based on $1,000 for the coverage beginning March 1, 2009, and thus the 
individual is entitled to COBRA continuation coverage upon the timely payment of $350 (35 
percent of $1,000).  

Example 2. Same facts as Example 1, except that, beginning March 1, 2009, instead of 
providing a taxable severance benefit, the employer reimburses employees who are 
assistance eligible individuals for the $350 the employees pay for the coverage, and the 
employer excludes that amount from the employees' gross income under section 106. 
Consequently, the $350 is treated as paid by the employer, and, because there is no non-
employer payment, the premium reduction is not available, and no payroll tax credit is 
available to the employer.  

Question 22-Compare Results
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On August 6, 2007, the IRS issued a comprehensive set of proposed regulations 
dealing with cafeteria plans.  The regulations replaced the “old” proposed 
regulations and are designed to be relied on immediately.  However, despite the 
IRS’ statement that the regulations can be relied upon immediately, the regulations 
will take effect for plan years beginning on or after January 1, 2009, but are of great 
use to plans in years before the effective date.  The proposed regulations cover the 
design, implementation, benefits and coverage that cafeteria plans can offer and 
address the thorny issue of discrimination.  The new proposed regulations are a 
significant improvement over the old regulations and reflect the government’s 
awareness of how Sec. 125 plans are being used.  The discussion that follows is 
based on the new regulations.  Although, as noted, these regulations don’t take 
effect until January 1, 2009, Treasury has made it crystal clear that it wants these 
regulations to be used now – and since the regulations are reasonable, it makes 
good sense to operate under them. 
 
Before getting into the operational areas of Sec. 125 plans, an initial question must 
be answered.  First, is a Sec. 125 plan beneficial to both employers and 
employees?  A simple example shows how a Sec. 125 plan saves money for both: 
 
An employee earns $1,000 per week and spends $100 per week to pay for medical 
insurance.  The $100 is deducted from net pay, after applicable taxes. 
 

Pre Sec. 125 Plan 

Gross Taxable Salary   $1,000 

Total Taxes 30%  
(including payroll taxes)   (    300) 

Adjusted Pay    $  700 

Insurance Premium    (   100) 

Net Payroll check    $  600 

Post Sec. 125 Plan 

 
Now, under the Sec. 125 plan, the insurance premium is paid pre-tax, reducing the 
gross taxable salary, which is now $900. 

Gross Taxable Salary    $900 

Total Taxes 30%  
(including payroll taxes) ( 270) 

Net Check    $ 630 

Previous Check    $ 600 

Net increase in pay     $  30 
percent increase in net pay         5% 

 Equivalent increase in employee net pay $42.90 
 Equivalent gross percent increase in net pay        7% 
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VIII. ADDITIONAL TEST FOR KEY EMPLOYEES 
 

A. A key employee can’t exclude the nontaxable benefits received from a 
cafeteria plan if the statutory nontaxable benefits provided to key employees 
under the plan exceed 25% of such benefits provided to all participants.   
This is not a nondiscrimination test per se, but it effectively forecloses the 
use of a cafeteria plan in a small, closely held corporation where the key 
employees constitute a significant percentage of the employees.   

 
B. A key employee is an employee who at any time during the current plan year 

or any of the four preceding plan years is or was: 
 

1. An officer having an annual compensation in 2008 greater than 
$150,000; 
 

2. A 5% owner of the employer, or 
 

3. A 1% owner of the employer having an annual compensation from the 
employer of more than $150,000.  

C. For purposes of determining who may be officers, a maximum of 50 
employees (or, if lesser, the greater of three or 10% of the employees) are 
treated as officers. If two employees own the same percentage, the 
employee with the larger compensation is deemed to have the larger interest.  

IX. FAILING THE DISCRIMINATION TESTS OR THE KEY EMPLOYEE TEST 

The consequences of failing one of the discrimination test or the key employee test 
are fairly straightforward.  The highly compensated employees (if one of the 
discrimination tests is failed) or the key employees (if the key employee test is 
failed) are taxable on the cash benefits that the highly compensated or key 
employees could select.  In effect, this means that all of the benefits are taxable to 
these groups of employees.  Employees that are not highly compensated continue 
to enjoy the tax free nature of the cafeteria plan benefits.  Further, the cafeteria plan 
continues to enjoy its qualified status as a cafeteria plan (Prop. Reg. 1.125-7(m)). 

EXAMPLE 1-1   

The Get Rich corporation offers a cafeteria plan that discriminates in favor of highly 
compensated employees in 2008.  A highly compensated employee has the right to 
select $5,000 in benefits.  The plan document provides the following benefits are 
available: 

a. Health Insurance Plan Benefits  - $3,000 

b. Sec. 79 Insurance Benefits  - $1,500 

c. Dependent Care Program  - $2,500 

d. 401(k) Contribution   - $2,000 

e. Cash     - $1,800 
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The highly compensated employee elected the following benefits: 

a. Health Insurance - $2,250 

b. Dependent Care - $2,250 

c. Cash   - $   500 

The highly compensated employee would be taxable on the $500 cash benefit 
selected.  However, because the plan is discriminatory, the employee is taxable on 
an additional $1,300 of benefits (the maximum taxable benefits ($1,800) that could 
be selected.  The additional taxable amount is allocated pro-rata to the benefits 
actually selected – in this case 50% to the Health Insurance benefit ($650) and 50% 
to the Dependent Care benefit ($650). 

The taxable amount arising from a discriminatory plan will be included in the 
employee’s income in the taxable year in which the Sec. 125 plan year ends. 

X. CAFETERIA PLANS AND COBRA 
 

A. The Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA) 
added health coverage continuation requirements to certain health plans, at 
the participant or beneficiary’s expense.  Since cafeteria plans and HRAs 
offer a health benefit, they may be subject to COBRA, but only if the health 
coverage is actually being received on the day before a qualifying event 
occurs.  In fact, COBRA simply requires that the plan offer extended 
coverage, the participant has to elect it and has to pay for it. 

 
B. COBRA applies to all medical benefit plans, whether they are funded, 

unfunded, self-insured or insured.  A special rule applies to COBRA’s 
application to FSAs. There is also a small employer exemption.  COBRA 
won’t apply to a company where there are normally fewer than 20 
employees.  However, the 20 employee limit is a “hard” limit.  Cross over it – 
COBRA applies.  The COBRA exemption test is met only if the company had 
fewer than 20 employees on a typical business day during the preceding 
calendar year.  Thus, whether or not COBRA will apply can be determined 
before the start of a new calendar year.  In counting employees, all 
employees treated as employed by a single employer under IRC Sec. 414 
(b), (c) or (m) are aggregated.    The result of all of this is that a company can 
be subject to COBRA in some years, and exempt in others.  If a qualifying 
event occurs in a year when the company is subject to COBRA, COBRA will 
apply, even if in the following year, the company becomes exempt and 
remains exempt thereafter.  On the other had, the reverse is true.  If a 
qualifying event occurs when the company is exempt, the loss of that 
exemption in a future year doesn’t confer COBRA rights on that participant.  
Governmental plans and church plans are generally exempt from COBRA. 
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Qualifying Events
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                                                                                                                                  Mares Nichols CPE, Inc. 

C. QUALIFYING EVENT 
 

1. The basic definition of a qualifying COBRA event is any event that 
causes the employee, spouse or dependent child to lose coverage 
under the plan (Reg. 54.4980B-4 Q & A 1).   Losing coverage means 
to stop being covered under the same terms and conditions as were in 
effect immediately prior to the event.  If the employer is in bankruptcy, 
losing coverage can include a significant loss of coverage within 12 
months before or after the filing of bankruptcy.  Further, an employer 
can’t beat COBRA by dropping coverage in anticipation of a qualifying 
event (Reg. 54.4980B-4 Q & A 1).  Thus, for example, dropping 
medical coverage shortly before firing an employee when it is clear 
that the employee will be fired won’t eliminate the requirement to offer 
extended coverage. 

 
The following are a list of typical qualifying events 

a. Voluntary termination of employment 

b. Involuntary termination of employment 

c. Strike or walkout, provided coverage is lost 

d. Death 

e. Reduction in hours not constituting a termination of 
employment (i.e. leaves of absence, being laid off, disability, 
etc.) 

f. Spouses and dependent children losing coverage as the result 
of a qualifying event.  However, the spouse or dependent must 
be covered on the day before the qualifying event.  

g. Divorce or legal separation 

h. Family and Medical Leave Act absence where the employee 
doesn’t return 

 
2. Termination for gross misconduct – which, of course, isn’t defined, 

isn’t a qualifying event.  However, as a general rule, courts have 
generally held that gross misconduct arises when there is willful 
misconduct, intentional misconduct, conviction of a crime or gross 
negligence. 

D. WRITTEN  NOTICE 

1. A plan covered by COBRA must give written notice to all employees of 
the availability of coverage, as well as to spouses of covered 
employees.  The requirement to notify spouses and dependents can 
be met by mailing a single notice addressed to both spouses or the 
family.  If the plan administrator knows the spouse isn’t living at the 
same address, a separate notice is required. 

 

Note Gross Misconduct Exception
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FMLA Payment Options

• Pre-pay

• Pay-as-you-go

• Catch-up

Reg. Sec. 1.125-3 A3
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Payment Option 
Example

Employer Y allows employees to pay premiums for group health coverage during an 
FMLA leave on an after-tax basis while the employee is on unpaid FMLA leave. Under 
the terms of Y's cafeteria plan, if an employee elects to continue health coverage during 
an unpaid FMLA leave and fails to pay one or more of the after-tax premium payments 
due for that coverage, the employee's salary after the employee returns from FMLA 
leave is reduced to cover unpaid premiums (i.e. the premiums that were to be paid by 
the employee on an after-tax basis during the FMLA leave, but were paid by the 
employer instead).

From Reg. 1.125-3 A3
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Deferral Example
Employee A elects group health coverage under a calendar year 
cafeteria plan maintained by Employer X. Employee A's premium for 
health coverage is $100 per month throughout the 12-month period of 
coverage. Employee A takes FMLA leave for 12 weeks beginning on 
October 31 after making 10 months of premium payments totaling 
$1,000 (10 months x $100 = $1,000). Employee A elects to continue 
health coverage while on FMLA leave and utilizes the pre-pay option 
by applying his or her unused sick days in order to make the required 
premium payments due while he or she is on FMLA leave.

Because A cannot defer compensation from one plan year to a 
subsequent plan year, A may pre-pay the premiums due in November 
and December (i.e., $100 per month) on a pre-tax basis, but A cannot 
pre- pay the premium payment due in January on a pre-tax basis. If A 
participates in the cafeteria plan in the subsequent plan year, A must 
either pre-pay for January on an after-tax basis or use another option 
(e.g., pay-as-you-go, catch-up, reduction in unused sick days, etc.) to 
make the premium payment due in January.
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FSA Examples
Example 1. 
(i) Employee B elects $1,200 worth of coverage under a calendar year health FSA provided under a 
cafeteria plan, with an annual premium of $1,200. Employee B is permitted to pay the $1,200 through 
pre-tax salary reduction amounts of $100 per month throughout the 12-month period of coverage. 
Employee B incurs no medical expenses prior to April 1. On April 1, B takes FMLA leave after making 
three months of contributions totaling $300 (3 months x $100 = $300). Employee B's coverage ceases 
during the FMLA leave. Consequently, B makes no premium payments for the months of April, May, and 
June, and B is not entitled to submit claims or receive reimbursements for expenses incurred during this 
period. Employee B returns from FMLA leave and elects to be reinstated in the health FSA on July 1.

(ii) Employee B must be given a choice of resuming coverage at the level in effect before the FMLA 
leave (i.e., $1,200) and making up the unpaid premium payments ($300), or resuming health FSA 
coverage at a level that is reduced on a prorata basis for the period during the FMLA leave for which no 
premiums were paid (i.e., reduced for 3 months or 1/4 of the plan year) less prior reimbursements (i.e., 
$0) with premium payments due in the same monthly amount payable before the leave (i.e., $100 per 
month). Consequently, if B chooses to resume coverage at the level in effect before the FMLA leave, B's 
coverage for the remainder of the plan year would equal $1,200 and B's monthly premiums would be 
increased to $150 per month for the remainder of the plan year, to make up the $300 in premiums missed 
($100 per month plus $50 per month ($300 divided by the remaining 6 months)). If B chooses prorated 
coverage, B's coverage for the remainder of the plan year would equal $900, and B would resume making 
premium payments of $100 per month for the remainder of the plan year.
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FSA Examples
Example 2. 
(i) Assume the same facts as Example 1 except that B incurred medical expenses totaling 
$200 in February and obtained reimbursement of these expenses.

(ii) The results are the same as in Example 1, except that if B chooses to resume 
coverage at the level in effect before the FMLA leave, B's coverage for the remainder of 
the year would equal $1,000 ($1,200 reduced by $200) and the monthly payments for 
the remainder of the year would still equal $150. If instead B chooses prorated coverage, 
B's coverage for the remainder of the plan year would equal $700 ($1,200 prorated for 3 
months, and then reduced by $200) and the monthly payments for the remainder of the 
year would still equal $100.

23Sunday, November 22, 2009



FSA Examples

Example 3.
(i) Assume the same facts as Example 1 except that, prior to taking 
FMLA leave, B elects to continue health FSA coverage during the 
FMLA leave. The plan permits B (and B elects) to use the catch-up 
payment option described in Q&A-3 of this section, and as further 
permitted under the plan, B chooses to repay the $300 in missed 
payments on a ratable basis over the remaining 6-month period of 
coverage (i.e., $50 per month).

(ii) Thus, B's monthly premium payments for the remainder of the plan 
year will be $150 ($100 + $50).
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POP Example

1-20 
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Schedule A 

Krypton Industries 

 

 No Flexible Benefit (Cafeteria Compensation) Plan 
 

PERSONNEL ENROLLMENT DATA 
Prepared For:   Ben E. Fitts 585-00-0011 
Department:  Male age 35 

Payroll Freq.:  Monthly 
  

CURRENT 
ACTUAL GROSS COMPENSATION PER PAY PERIOD:  $ 1,500.00 

 
TAXABLE COMPENSATION:  $ 1,500.00 
   
LESS: 
Federal Tax: 15.00%            $    225.00 
State Tax:   5.00%         75.00 
FICA             7.65%       114.75 
Total Taxes: 27.65%  $   414.75 
 
ADJUSTED NET PAY:   $1,085.25 

 
AFTER-TAX EXPENSES PER PAY PERIOD: 
 
Health Ins. Prem.:        150.00 
 
PAYROLL CHECK:   $   935.25 
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POP Example
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Schedule B 

Krypton Industries 
 

Flexible Benefit (Cafeteria Compensation) Plan 
 
PERSONNEL ENROLLMENT DATA 
Prepared For:   Ben E. Fitts  585-00-0011 

  Department:  Male age 35 
Payroll Freq.:  Monthly 
 
PROPOSED 
ACTUAL GROSS COMPENSATION PER PAY PERIOD:      $1,500.00 
Cafeteria Eligible Reduction:                                      ($150.00) 
                          
TAXABLE COMPENSATION:     $1,350.00 
 
Federal Tax: 15.00%         202.50 
State Tax:   5.00%             67.50 
FICA   7.65%         103.28 
Total Taxes: 27.65%       $373.28 

 
ADJUSTED NET PAY:        $976.72 
 
NEW PAYROLL CHECK:        $976.72 
ORIGINAL PAYROLL CHECK (Schedule A)   (935.25) 
 
EXTRA TAKE HOME PAY:         $ 41.47 

 
Take home pay before the POP is $935.25.  By paying the premiums BEFORE tax, 
the employee pays less tax, and his take home pay is $976.72, or $41.47 more 
disposable income, with adoption of POP. 
 
Note that the employer also saves. Because of salary reduction, employment taxes 
are reduced.  In this case, the employer would have FICA contributions based on 
$1,350 gross monthly salary instead of $1,500. On an annual basis, the savings 
would be $137.70 for employee Fitts. (Schedule C, below).  It’s unlikely that this 
savings will be passed on to the employee as additional compensation.   
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POP Example
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Schedule C 
Krypton Industries 

 
 Employee Data Summary 
  
 
 
Employee 
Name 

 
 

 
Start 
Plan 

 
Gross 
Comp. 
 

Reduction 
in comp. 

New 
Comp. 

FICA 
 

 
Annual Savings 
to Organization 

 
Last 

 
First 

 
 

 
    

 
 

 
FITTS 

 
BEN 

 
1 

 
$1,500 $150 $1,350 7.65% 

 
$137.70 

 
As noted earlier, by increasing the employee component of the health insurance premium, 
the employer’s savings become even more significant.  Further, as shown in Schedule D, 
the employee still saves some money because of the tax savings.  For purposes of the 
illustration, the employer decreases its payment for heal insurance premiums by $25 per 
month, thereby increasing the employee’s payment for health insurance premiums by $25 
per month. 
 

Schedule D 
Krypton Industries 

 
Flexible Benefit (Cafeteria Compensation) Plan 

 
PERSONNEL ENROLLMENT DATA 
Prepared For:     Ben E. Fitts 585-00-0011 
Department:  Male age 35 
Payroll Frequency:  Monthly 

 
PROPOSED  
ACTUAL GROSS COMPENSATION PER PAY PERIOD: $1500.00 
Cafeteria Eligible Reduction:   (175.00) 

 
TAXABLE COMPENSATION:   $1325.00 
 
LESS: 
Federal Tax: 15.00%  198.75 
State Tax:  5.00%  66.25 
FICA               7.65%     101.36 
Total Taxes: 27.65%  $366.36 

 
ADJUSTED NET PAY:   $958.64 
ORIGINAL PAYROLL CHECK (Schedule A)         (935.25) 
 
EXTRA TAKE HOME PAY:   $  23.39 
 
Note: The new payroll deduction has been increased by $25 to $175 but there still is 
EXTRA income of $23.39 over the initial pre-cafeteria plan pay! 
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POP Example

1-22 
Special Topic

SM
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Schedule C 
Krypton Industries 

 
 Employee Data Summary 
  
 
 
Employee 
Name 

 
 

 
Start 
Plan 

 
Gross 
Comp. 
 

Reduction 
in comp. 

New 
Comp. 

FICA 
 

 
Annual Savings 
to Organization 

 
Last 

 
First 

 
 

 
    

 
 

 
FITTS 

 
BEN 

 
1 

 
$1,500 $150 $1,350 7.65% 

 
$137.70 

 
As noted earlier, by increasing the employee component of the health insurance premium, 
the employer’s savings become even more significant.  Further, as shown in Schedule D, 
the employee still saves some money because of the tax savings.  For purposes of the 
illustration, the employer decreases its payment for heal insurance premiums by $25 per 
month, thereby increasing the employee’s payment for health insurance premiums by $25 
per month. 
 

Schedule D 
Krypton Industries 

 
Flexible Benefit (Cafeteria Compensation) Plan 

 
PERSONNEL ENROLLMENT DATA 
Prepared For:     Ben E. Fitts 585-00-0011 
Department:  Male age 35 
Payroll Frequency:  Monthly 

 
PROPOSED  
ACTUAL GROSS COMPENSATION PER PAY PERIOD: $1500.00 
Cafeteria Eligible Reduction:   (175.00) 

 
TAXABLE COMPENSATION:   $1325.00 
 
LESS: 
Federal Tax: 15.00%  198.75 
State Tax:  5.00%  66.25 
FICA               7.65%     101.36 
Total Taxes: 27.65%  $366.36 

 
ADJUSTED NET PAY:   $958.64 
ORIGINAL PAYROLL CHECK (Schedule A)         (935.25) 
 
EXTRA TAKE HOME PAY:   $  23.39 
 
Note: The new payroll deduction has been increased by $25 to $175 but there still is 
EXTRA income of $23.39 over the initial pre-cafeteria plan pay! 
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Health Reimbursement 
Arrangements

Module 2
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Ineligible Beneficiary

Amounts paid to an employee under the reimbursement plan 
described in this ruling are not excludable from gross income under 
§ 105(b) if the plan permits amounts to be paid as § 213(d) medical 
benefits to a designated beneficiary (other than the employee's 
spouse or dependents of the employee). None of the payments made 
from the reimbursement plan during the plan year to any person, 
including amounts paid to reimburse the medical expenses of an 
employee or the employee's spouse or dependents, is excludable 
from the gross income.

Rev Ruling 2006-36
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Expense Is the Expense for Medical Care as Defined in Code  
Section 213 

Transportation of someone 
other than the person receiving 
medical care 

Yes, in some cases.  Transportation expenses of the 
following persons may be reimbursed. (1) a parent who must 
go with a child who needs medical care, (2) a nurse or other 
person who can give injections, medications, or other 
treatment required by a patient who is traveling to get 
medical care and is unable to travel alone; and (3) visits to 
see a mentally ill dependent if recommended as part of a 
treatment. 

Treadmill Generally, no UNLESS prescribed by a doctor to treat a 
medical condition.  For example, if the individual can 
establish that the reason for the treadmill is to treat a 
medical condition (such as obesity), and the expense would 
not have been incurred “but for” that medical condition it 
might be reimbursable. 

Tuition for special needs 
program 

Probably not, unless primary purpose is for medical care.  
Including reading program for dyslexia. 

Tuition including separate 
breakdown for medical 
expenses 

Yes, charges for medical expenses that are separately 
broken down in a bill for tuition or a college or private school 
are reimbursable.  If they are for specific medical services. 

Usual and customary, charges 
in excess of 

Yes.  Medical expenses in excess of an insurance plan’s 
usual, customary and reasonable charges are reimbursable 
if the underlying expense would be reimbursable. 

Vaccines Yes. 
 

Varicose veins, treatment of  Generally no, if the procedure improves appearance and 
doesn’t meaningfully promote the proper function of the 
body or prevent or treat illness or disease.  May be 
reimbursable if the procedure promotes the proper function 
of the body, prevents, or treats an illness or disease. 
 

Vasectomy Yes. 
 

Viagra Yes.  If prescribed by a physician to treat a medical 
condition. 

Vision discount programs Generally no. 

Vitamins No.  For all over-the-counter vitamins.  However, if vitamins 
are only available by prescription, they may be deductible if 
prescribed by a physician to treat a specific medical 
condition and if legal.  Administrator should get a physician’s 
certification of medical need. 

Wheelchair Yes.  Expenses of buying, operating and maintaining the 
wheelchair are reimbursable if the wheelchair is needed to 
relieve sickness or disability. 
 
 
 

Weight-loss program and/or Yes, if the weight loss program is prescribed by a doctor to 
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drugs prescribed to induce 
weight loss (e.g., Phen-fen and 
Redux) 

treat an existing disease (such as obesity, heart disease or 
diabetes) and is not simply to improve general health, then 
the expenses are reimbursable.  However, the costs of food 
associated with a weight loss program such as special 
weight watchers-type dinners) would not be, since they just 
meet normal nutritional needs. 

Wigs Yes.  The full cost of a wig purchased if prescribed by a 
physician for the mental health of a patient who has lost all 
of his or her hair from disease or treatment (e.g., 
chemotherapy or radiation). 

X-ray fees Yes.  Expenses of X-rays received for medical reasons are 
reimbursable. 

 
C. An HRA can also reimburse medical insurance premiums as well as over-

the-counter drugs. 
 

D. However, an HRA can’t cover any medical expense for any date occurring 
before the HRA was adopted or before the employee became a participant 
in the HRA.  Provision of medical services occurs when the employee is 
provided the care creating the expense, not when the employee is billed, 
pays, etc.   

 
V. REIMBURSEMENT LIMITATIONS AND CAPS 
 

The great flexibility of an HRA offers opportunities for an employer to tailor the plan 
to fit that employer’s situation.  Some options and planning pointers include: 

 
1. An HRA could be designed with a co-insurance feature so that, for example, 

it will reimburse only 80% of the employee’s out-of-pocket expenses.  
 

2. Since there is no legal or tax limit on the amount an HRA can pay out, the 
employer could reimburse an unlimited amount of expenses.  However, this 
could create an economic burden for the employer, faced with an employee 
that is diagnosed with a chronic illness or significant medical condition, such 
as cancer.  Further, the non-discrimination requirements make this option 
very risky, since any eligible employee could demand reimbursement.    

 
3. An employer can impose a maximum annual limit. 
 
4. An employer could choose to credit an employee’s HRA account once per 

year (e.g., $1,200 at the beginning of the year), or the employer could 
choose to credit amounts on a monthly basis (e.g., $100 per month). 

 
5. An employer can permit a carryover of unused benefits, but this is not 

required. Further, the amount carried over can be limited by the employer, 
both in terms of dollars and in terms of years.  Also, HRAs many permit 
terminated participants to spend down their accounts until they are depleted. 
Additionally, the maximum reimbursement amount credited under the HRA in 
the future (not including amounts carried forward from previous coverage 
periods) may be increased or decreased. 
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Expenses Before 
Coverage

Although claims incurred during one coverage period may be reimbursed in a 
later coverage period, an unreimbursed claim may be reimbursed in a later 
coverage period only if the individual was covered under the HRA when the 
claim was incurred. Additionally, the maximum reimbursement amount credited 
under the HRA in the future (not including amounts carried forward from 
previous coverage periods) may be increased or decreased.

Notice 2002-45
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Differences with FSAs

Because an HRA is paid for solely by the employer and not pursuant to salary reduction, the 
following restrictions on health FSAs under § 125 are not applicable to HRAs: 

(1) the prohibition against a benefit that defers compensation by permitting employees to carry over 
unused elective contributions or plan benefits from one plan year to another plan year; 
(2) the requirement that the maximum amount of reimbursement must be available at all times 
during the coverage period; 
(3) the mandatory twelve-month period of coverage; and 
(4) except as otherwise provided in this notice, the limitation that medical expenses reimbursed 
must be incurred during the period of coverage. 

As a result, the maximum reimbursement amount for a coverage period (not including amounts 
carried forward from previous coverage periods) need not be available at all times during the 
coverage period. Also, an HRA may specify a coverage period for a reimbursement amount that is 
less than a year.

Notice 2002-45
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1. Cafeteria Plans Example 1 
 

Assume an employer offers a reimbursement arrangement plus other 
specified accident or health plan coverage with the actual cost for 
family coverage for the specified accident or health plan being $4,500 
and the employee having a choice to salary reduce $2,500 or $3,500 
to fund this coverage. An employee who elects family coverage and 
$2,500 salary reduction receives a $1,000 maximum reimbursement 
amount under the reimbursement arrangement for the coverage 
period and an employee who elects family coverage and $3,500 
salary reduction receives a $2,000 maximum reimbursement amount 
under the reimbursement arrangement for the coverage period. In this 
case, although the maximum allowable salary reduction is not 
exceeded, a portion of the salary reduction is attributed to the 
reimbursement arrangement because the increase in salary reduction 
election is related to a larger maximum reimbursement amount in the 
reimbursement arrangement for the coverage period. This 
arrangement is not an HRA and is subject to the cafeteria plan rules. 
 

2. HRA/Cafeteria Plans Example 2  
 
Assume an employer provides a reimbursement arrangement in  the 
reimbursement arrangement are reimbursed up to $1,000 each year 
for substantiated medical care expenses and unused amounts 
remaining at the end of the year are carried forward for 
reimbursements in later years. The employee-share of the annual 
premium for the other accident or health plan is $1,500. Employees 
have a choice either to use amounts in the reimbursement 
arrangement to pay for the premium for the other accident or health 
plan or to pay that premium pursuant to a salary reduction election. 
Under this plan, the reimbursement arrangement does not reimburse 
any portion of the premium paid by salary reduction. Because an 
employee may use the reimbursement arrangement to pay a portion 
of the premium in lieu of electing to salary reduce, the reimbursement 
arrangement is indirectly funded pursuant to salary reduction. This 
arrangement does not meet the definition of an HRA because it is 
funded by salary reduction and it is subject to the cafeteria plan rules.  

 
Finally, if the amount credited to a reimbursement arrangement is 
directly or indirectly based on the amount forfeited under a cafeteria 
plan FSA, the arrangement will be treated as funded by salary 
reduction. For purposes of making this determination, facts and 
circumstances taken into consideration include the manner in which 
salary reduction is implemented for other accident or health plans 
offered by the employer.  

 

 

 

 

 

Can’t link HRA Reimbursement to FSA Deferral
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1. Cafeteria Plans Example 1 
 

Assume an employer offers a reimbursement arrangement plus other 
specified accident or health plan coverage with the actual cost for 
family coverage for the specified accident or health plan being $4,500 
and the employee having a choice to salary reduce $2,500 or $3,500 
to fund this coverage. An employee who elects family coverage and 
$2,500 salary reduction receives a $1,000 maximum reimbursement 
amount under the reimbursement arrangement for the coverage 
period and an employee who elects family coverage and $3,500 
salary reduction receives a $2,000 maximum reimbursement amount 
under the reimbursement arrangement for the coverage period. In this 
case, although the maximum allowable salary reduction is not 
exceeded, a portion of the salary reduction is attributed to the 
reimbursement arrangement because the increase in salary reduction 
election is related to a larger maximum reimbursement amount in the 
reimbursement arrangement for the coverage period. This 
arrangement is not an HRA and is subject to the cafeteria plan rules. 
 

2. HRA/Cafeteria Plans Example 2  
 
Assume an employer provides a reimbursement arrangement in  the 
reimbursement arrangement are reimbursed up to $1,000 each year 
for substantiated medical care expenses and unused amounts 
remaining at the end of the year are carried forward for 
reimbursements in later years. The employee-share of the annual 
premium for the other accident or health plan is $1,500. Employees 
have a choice either to use amounts in the reimbursement 
arrangement to pay for the premium for the other accident or health 
plan or to pay that premium pursuant to a salary reduction election. 
Under this plan, the reimbursement arrangement does not reimburse 
any portion of the premium paid by salary reduction. Because an 
employee may use the reimbursement arrangement to pay a portion 
of the premium in lieu of electing to salary reduce, the reimbursement 
arrangement is indirectly funded pursuant to salary reduction. This 
arrangement does not meet the definition of an HRA because it is 
funded by salary reduction and it is subject to the cafeteria plan rules.  

 
Finally, if the amount credited to a reimbursement arrangement is 
directly or indirectly based on the amount forfeited under a cafeteria 
plan FSA, the arrangement will be treated as funded by salary 
reduction. For purposes of making this determination, facts and 
circumstances taken into consideration include the manner in which 
salary reduction is implemented for other accident or health plans 
offered by the employer.  

 

 

 

 

 

Allowed payment via either mechanism is indirect funding

36Sunday, November 22, 2009



Distinguish from FSA

2-11 
   Special Topic                                                                                                                                                        Mares Nichols CPE, Inc. 
  

IX. HRAs AND FSAs 
  

A. Generally, an FSA must be payor of last resort. However, an employer can 
alter this result by drafting its HRA and health FSA plan documents so that 
the HRA pays last (only after health FSA amounts are exhausted).  This is a 
key design concept in as much as the FSA is 100% employee’s money and 
the HRA is 100% employer’s money.  In this case, the employee’s money is 
used first, not the employer’s funds. 

 
B. An employer with both an HRA and a health FSA could design them so that 

the eligible benefits under the two arrangements are mutually exclusive.  For 
example, the health FSA might be limited to reimbursing only vision/dental 
expenses while the HRA might be limited to reimbursing amounts that would 
be covered by the health insurance plan but for its deductible and co-pay 
requirements. 

 
C. There are a number of steps an employer can take to prevent an HRA from 

being treated as an FSA deduction: 
 

1. The HRA plan document, employee communications and forms 
clearly say that the HRA is 100% employer-funded and is offered 
outside of the cafeteria plan. 

 
2. The employee’s share of the premium for the major medical is less 

than what the carrier charges the employer for it. 
 

3. If the employer offers several major medical options, the HRA amount 
remains fixed, regardless of which major medical option the employee 
elects (e.g., a $500 HRA coupled with either a $1,000, $2,000, or 
$3,000 deductible health insurance). 

 
4. If an employee drops the major medical (e.g., at open enrollment the 

employee elects an HMO option instead), the employee’s HRA 
coverage continues, at least for purposes of spending remaining 
amounts. 

 
5. There is a longer waiting period for the HRA than for the major 

medical. 
 

6. The HRA is provided to employees who have major medical through 
either the employer’s or through a spouse’s major medical plan. 

7. Separate Form 5500’s are filed for the HRA coverage. 
 

8. Separate elections are made for the HRA coverage. 
 

9. The HRA is treated as a separate plan for COBRA purposes. 
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TPA?

• HIPAA and Employer Liability suggest to 
use

• Suggestion for separate fund
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Flexible Spending 
Accounts

Module 3
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12 Month Requirement
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Medical Expenses
(ii) Reimbursement exclusively for section 213(d) medical expenses. A cafeteria 
plan benefit through which an employee receives reimbursements of medical 
expenses is excludable under section 105(b) only if reimbursements from the plan 
are made specifically to reimburse the employee for medical expenses (as defined in 
section 213(d))incurred by the employee or the employee's spouse or dependents 
during the period of coverage. Amounts paid to an employee as reimbursement are 
not paid specifically to reimburse the employee for medical expenses if the plan 
provides that the employee is entitled, or operates in a manner that entitles the 
employee, to receive the amounts, in the form of cash (for example, routine payment 
of salary) or any other taxable or nontaxable benefit irrespective of whether the 
employee (or the employee's spouse or dependents) incurs medical expenses during 
the period of coverage. This rule applies even if the employee will not receive such 
amounts until the end or after the end of the period. A plan under which employees 
(or their spouses and dependents) will receive reimbursement for medical expenses 
up to a specified amount and, if they incur no medical expenses, will receive cash or 
any other benefit in lieu of the reimbursements is not a benefit qualifying for the 
exclusion under sections 106 and 105(b). See § 1.105-2. This is the case without 
regard to whether the benefit was purchased with contributions made at the 
employer's discretion, at the employee's discretion (for example, by salary reduction 
election), or pursuant to a collective bargaining agreement. 

Prop. Reg. 1.125-6(a)(3)(ii)
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Experience Gains Uses
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Limits on Return to 
Employees
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1. Employee Termination Example 
 

Sarah is a single participant in an FSA.  In 2008, she elected to have a 
maximum reimbursement of $2,400.  She pays for the reimbursement 
in four, equal quarterly installments of $600 on January, April, July and 
October 1.  In February, Sarah incurs medical expenses of $2,400.  
She makes her required payments in January, April and July.  
However, on August 31, Sarah terminates her employment.  Sarah is 
not required to make her October 1 contribution and she is entitled to 
a refund of $200 from her July contribution (1/3 of the $600), since she 
terminated on August 31.  Note that the employer has a net deficit with 
her, since the employer paid out $2,400, but only collected $1,600. 

 
B. If the employer is subject to the Family Medical Leave Act (FMLA) 

(employers with 50 or more employees for each working day during each of 
the 20 or more calendar workweeks in the current or preceding calendar 
year), a covered employee taking leave under the FMLA can revoke existing 
elections of health coverage and re-elect as provide in the FMLA.  The 
employee’s coverage must be maintained under the health plan during FMLA 
leave, and benefits must be reinstated upon return from leave if coverage 
was terminated by the employee’s election or failure to pay the costs of the 
plan (Reg. 1.125-3 (Q & A 1).  See Module 1 for a detailed discussion of Sec. 
125 plans and the FMLA). 

 
IV. ELIGIBLE MEDICAL EXPENSES 
 

A. Eligible medical expenses for reimbursement under an FSA are those that 
are deductible under IRC Sec. 213, thus encompassing a broad range of 
items.  There are two exceptions:  

 
1. Health insurance premiums paid by a spouse, although eligible as a 

deductible medical expense, aren't considered an eligible Section 125 
expense.   

 
2. Cosmetic surgery expenses, unless they are medically required, are 

not reimbursable.     
 

B. Some examples of eligible medical expenses: 
 

Abortions, legal Insulin 
Acupuncture Laboratory fees 
Alcoholism or drug treatment Laetrile by prescription 
Ambulance hire Lead-based paint removal 
Artificial limbs Life fee to retirement home for 

medical care 
Artificial teeth Medical information plan costs 

and maintenance Nurses' fees 
(including nurses' board and 
Social Security tax where paid by 
taxpayer) 
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OVER-THE-COUNTER EXPENSES ELIGIBLE FOR REIMBURSEMENT 

UNDER YOUR FLEXIBLE SPENDING ACCOUNT 

The following is a list of over-the-counter items the IRS has determined to be primarily for 
medical care and that can be reimbursed when purchased in reasonable quantities without a 
medical practitioner's note. 

• Allergy medicine • Motion sickness pills 
• Antacids • Nasal sinus sprays
• Bactine • Nasal strips
• Band-Aids/bandages • Nicotine gum or patches for stop-smoking 
• Anti-diarrhea medicine purposes
• Bug-bite medication • Pain reliever
• Calamine lotion • Pedialyte for ill child's dehydration 
• Carpal-tunnel wrist supports • Pregnancy test kits
• Cold medicines • Products for muscle or joint pain--BenGay and
• Cold/hot packs for injuries Tiger Balm, for example
• Condoms • Reading glasses
•  Contact-lens cleaning solution • Rubbing alcohol
• Cough drops • Sinus medications
• Diaper rash ointments • Sleeping aids used to treat occasional insomnia.
• First aid cream • Special ointment or cream for sunburn 
• First aid kits • Spermicidal foam
• Hemorrhoid medication • Thermometers (ear or mouth) 
• Incontinence supplies • Throat lozenges
• Laxatives • Visine and other eye products 
• Liquid adhesive for small cuts • Wart remover treatments 
•  Menstrual cycle products for pain  

and cramp relief 
 

Ineligible expenses - Some OTC items will not be reimbursed under any circumstances since 
they are toiletries or cosmetics or likely to be primarily for general health and well-being. 

• Chapstick • One-a-day vitamins 

• Face cream, moisteners • Suntan lotion 

• Medicated shampoos and soaps   

Dual purpose - Some dual purpose OTC items can be reimbursed if they are used for a 
medical purpose. They must be accompanied by a medical practitioner's note stating that the 
person has a specific medical condition and the doctor recommends the OTC drug to treat it 
and the treatment is not a cosmetic procedure. 

Note: This list does not include all reimbursable items. 

Source: American Fidelity Assurance Company, Oklahoma City, Oklahoma,   
www.afadvantage.com/flex-list¬-otc.shtml..   Prepared by Edward L. Hobbs, CPA, assistant professor of accounting at 
Southeastern Oklahoma State University in Durant, and Theresa J. Hrncir, CPA, PhD, associate professor of accounting 
at Southeastern Oklahoma State University. 

! Acne treatment (Retin A)--only to treat a specific 
medical condition such as acne vulgaris. 

! Dietary supplements or herbal medicines to treat 
a specific medical condition in narrow 
circumstances. 

! Glucosamine/chondroitin for arthritis or other 
medical condition, 

! Orthopedic shoes and inserts (for orthopedic 
shoes, you can be reimbursed only for the 
extra cost over buying non-orthopedic shoes). 

! Fiber supplements under narrow 
circumstances. 

! OTC hormone therapy and treatment for 
menopause for symptoms such as hot flashes 
and night sweats, 

! Pills for persons who are lactose intolerant. 

! Prenatal vitamins. 
! St. John's Wort for depression. 
! Sunscreen. 
! Weight-loss drugs to treat a specific 

disease (including obesity). 
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Substantiation Rules

(2) All claims must be substantiated. As a precondition of payment or reimbursement of 
expenses for qualified benefits, a cafeteria plan must require substantiation in accordance with 
this section. Substantiating only a percentage of claims, or substantiating only claims above a 
certain dollar amount, fails to comply with the substantiation requirements in § 1.125-1 and 
this section. 

Prop Reg 1.125-6(b)(2)
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Third Party 
Substantiation

(3) Substantiation by independent third-party. (i) In general. All expenses must be 
substantiated by information from a third-party that is independent of the employee and 
the employee's spouse and dependents. The independent third-party must provide 
information describing the service or product, the date of the service or sale, and the 
amount. Self-substantiation or self-certification of an expense by an employee does not 
satisfy the substantiation requirements of this paragraph (b). The specific requirements in 
sections 105(b), 129, and 137 must also be satisfied as a condition of reimbursing 
expenses for qualified benefits. For example, a health FSA does not satisfy the 
requirements of section 105(b) if it reimburses employees for expenses where the 
employees only submit information describing medical expenses, the amount of the 
expenses and the date of the expenses but fail to provide a statement from an 
independent third-party (either automatically or subsequent to the transaction) verifying 
the expenses. Under § 1.105-2, all amounts paid under a plan that permits self-
substantiation or self-certification are includible in gross income, including amounts 
reimbursed for medical expenses, whether or not substantiated. See paragraph (m) in § 
1.125-5 for additional substantiation rules for limited-purpose and post-deductible health 
FSAs. 

Prop Reg 1.125-6(b)(3)
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7. Treating the debt as a bonafide business debt  
 

C. The proposed regulations modified these requirements by imposing more 
restrictive requirements on employees who have unsubstantiated or improper 
charges, as discussed below.  Additionally, while generally following the 
published guidance, the proposed regulations add some certainty in a 
number of areas (Prop. Reg. 1.125-6): 

 
1. The debit card must be automatically cancelled when the employee 

ceases to participate in the FSA. 
 
2. The employer must meet each of the enhanced correction procedures 

for any improper payments: 
 

a. Until the improper payment is recovered, the debit card must be 
deactivated and the employee has to request reimbursement, 
etc. of qualified expenses in some other manner. 

 
b. The employer must demand that the employee repay the plan 

the amount of the improper payment. 
 
c. If the requested payment in b. isn’t made, the employer 

withholds the amount of the improper payment from the 
employee’s pay or other compensation, to the fullest extent 
allowed by applicable law. 

 
d. If any amount remains outstanding after attempts to recover the 

amounts listed above, the employer applies an offset to other 
reimbursements from the plan. 

 
D. Rev. Rul. 2003-43 goes on to describe the type of substantiation that is 

acceptable through an example.  
 
1. In Situation 1 of the ruling, the employer establishes the following 

procedures for substantiating claimed medical expenses after the card 
is used. First, if the dollar amount of the transaction at a health care 
provider equals the dollar amount of the co-payment for that service 
under the accident or health plan covering the specific employee-
cardholder, the charge is fully substantiated without the need for 
submission of a receipt or further review (i.e., co-payment match). 
Second, the employer permits automatic reimbursement without 
further review of recurring expenses that match expenses previously 
approved as to amount, provider, and time period (i.e., recurring 
expenses). Third, if the merchant, service-provider, or other 
independent third-party (e.g., Pharmacy Benefit Manager), at the time 
and point-of-sale, provides information to verify to the employer 
(including electronically by e-mail, the internet, intranet, or telephone) 
that the charge is for a medical expense, the charge is fully 
substantiated without the need for submission of a receipt or further 
review (i.e., real-time substantiation).  
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CASE STUDY: KRYPTON INDUSTRIES 

 

Jane Sinclair, is a senior officer of this new company.  Jane has assembled a group of 12 
employees including herself.  Because this is a new organization, each of the employees 
came from different professional backgrounds representing both the private and public 
sector. Jane has interviewed each one and fully understands that some of her employees 
had employee benefit programs completely paid for by the previous employer.  Others had 
a dental program and disability income. Some did not.   
 
One company paid 100% of the benefits for both the employee and her non working 
dependent, others did not. Some of the employees received benefits they couldn't care 
about, others did not receive reimbursement for a medical condition which was extremely 
costly but, unfortunately not covered in full. 
 
Because of the rush to set up this new company, a benefit plan has, in fact, already been 
installed which Jane admits did not completely address the needs of all the people just 
described. 
 
It consists of the following: 

 
1. Group Major Medical underwritten by Acme Medical - Only ten employees 

elected Major Medical coverage. Two are covered elsewhere. 
 
2. Dental Coverage-Eight employees are covered.  Dental Coverage did include 

the two employees not covered under the Major Medical, but only six of the 
remaining ten employees. 

 
3. Life Insurance - Equal to $10,000 for all twelve eligible employees. 

 
4. Additional Group Term for Jim Smith and Mary Gonzalez which, although 

purchased on a group basis, is part of their employment contract and 
therefore is not part of this discussion. 

 
5. Group Disability Income-Formula (Family Social Security Offset) - 50 percent 

of salary to $2,500 of benefit per month. Mr. Smith would like a higher limit 
but understands that ($5,000 of salary) amount is top for the insurance 
carrier. Also, an individual policy would be quite expensive. 

 
Premium Commitment - Jane and the finance department previously decided to pay 60% 
of both the single and dependent premium rates. 
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MONTHLY PREMIUMS FOR THE FOLLOWING PLANS 
 
 
                                      # of          Single         # of            Dependent      Gross        Company 
                                Employees                        Dependents                              Cost    Cost 
                                                                                                                                               60% 
 
Group Major 10 $500.00 4 $495.00    $6,980.00     $4,188.00 
 
Dental 8 $30.00 6 $60.00       $600.00        $360.00 
 
Life Insurance 12 $38.00 - -            $456.00        $274.00 
 
Group Long Term 12 $30.00 - -            $360.00        $216.00 
Disability 
  
Total Cost of Plans  $598.00           $8,396.00     $5,038.00 
 
Summary of Plan – total employees 12; cost to employer annually $5,038 
 
Jane has been confronted by two employees, both of whom are single. They feel that they 
are being economically discriminated against because the company is providing more 
allowance for employees with dependents. 
 
Another employee is concerned that her chiropractic care is covered but with limited 
benefits. Ben Fitts, another employee, is concerned that the counseling care for his son 
also has limited coverage. 
 
Mary Gonzalez's husband needs constant physical therapy for his degenerative illness and 
most of that is not covered. Mary also claims that she is spending too much time reviewing 
benefit programs which is not her specialty, and not her interest. 
 
Jane has admitted (to herself) that employee benefit planning is not her specialty either. 
 
In the first two months of operation, the company has experienced rapid growth. They 
might even have to expand and add another mid-level executive and secretary. 
 
Jane has been informed by her financial people that the amount of money currently spent 
on employee benefits is the maximum allowed for their current employees. 
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DETERMINATION OF EMPLOYEE BENEFIT ALLOWANCE 

 
In this situation, we simply added the current nonqualified (excluding 401(K) 
contributions, etc.) and divided it by the number of eligible employees. 
 

Total Monthly Cost $5,038 divided by 12 = $420 per month.   
 
Note: The company could have selected $380 as the allowance, thus saving 10% 
from its budget. 

 
THE ALLOWANCE 

 
Each employee will now have $420 per month or $5,040 per year of benefit credits 
to spend on a menu of benefits.  
 
If an employee, for example, is already covered by a spouse's employer, or through 
Indian Health Services or the VA, and they have unreimbursed medical or 
dependent day care expenses, they may use the $5,040 allowance to purchase 
other benefits. 
 
Previously, each employee received the same benefits.  The cost to the company to 
provide benefits for each employee was different. 
 
Now, each employee will receive the same amount of benefit allowance credit.  
 
The benefit now is chosen by the employee.  Benefit packages may be different for 
each employee.   

 
MENU OF BENEFITS 

 
Each employee is provided the opportunity to select the mix of benefits that best 
suits their needs and desires.  No employee has to choose a particular mix or 
amount of benefits, it’s entirely an individual choice. 
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The following could be a sample of available benefits on the "menu". 
 

I Major Medical 
II Life Insurance 
III Disability Income 
IV Dental 
V Unreimbursed Medical 
VI Unreimbursed Dependent Day Care 

 
It would now seem that the employee could select any (or all) of the above items.  Each 
individual employee would receive his or her own computer generated menu with, of 
course, appropriate costs. 
 
The next page will show the specific example for one individual employee. 
 
NOTE: This is the most difficult and onerous task. Consultation with the agency's 
insurance consultant should be made to ascertain the rates. 
 
SELECTION OF BENEFITS 

 

COMPLETED EXAMPLE  
 

Assume we have a married female employee, age 40, earning $2,000 per month. 
Also assume the available benefit credit is $400 per month. The actual choice could 
be as follows: 

 
 
Jane Halstead 01/06/08   Married with 2 children 

 
Allocation available $420 

 
Section 1--Major Medical    Monthly Premium 

 
A--$  100 deductible      $450 
B--$  250 deductible      $375 
C--$  500 deductible     $320 
D--$1,000 deductible     $275 
 

Choice $320 
 

Section 2--Life Insurance    Monthly Premium 
 

E--$ 25,000 face amount     $ 10 
F--$ 50,000 face amount     $ 25 
G--$100,000 face amount     $ 60 
 

Choice $ 25 
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Section 3--Disability Income   Monthly Premium 
 

H--30 day elim/2 years     $ 6 
 I--60 day elim/5 years     $10 
J--90 day elim/to age 65     $25 
 

Choice $ 25 
 
Section 4--Other Deductions    Monthly Premium 
 

R--Dependent Day Care     $25    
  

L--Unreimbursed Medical     $25 
     

Choice $50 
        TOTAL     $420 
 

NOTE: If that employee selected expenses that exceed the $420 allowance, she could 
request a reduction of her gross taxable salary by the amount that exceeds the stipulated 
$420 figure. That amount would be deposited into a trust. The employee could them 
submit affidavits and receipts which an administrator could verify and then reimburse the 
employee tax-free. 
 
SAVINGS TO THE EMPLOYER PER SPECIFIC EMPLOYEE 

 
The fascinating part of this scenario is that the greater the savings that inure to the 
employee (through the reduction of the FICA taxable base), the more the employer will 
save.  
 
OTHER EXAMPLES 

 
1. The employees with unreimbursed chiropractic, acupuncture or noncovered 

physical therapy bills can now use the allowances a projected unreimbursed 
expense. 

 
2. Each of the employees may choose any amount. The point is the potential 

choice is flexibility. 
 

3. If the employee receiving more chiropractic coverage only selects $100 (out 
of $420) he could purchase other benefits. 

 
4. The two employees that were concerned about the perceived discrimination 

in company premium allocation now know that each employee receives the 
exact same benefit allocation amount. 
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HEALTH SAVINGS ACCOUNTS (HSA) 
 

 

Overview 
 
The general principle of Health Savings Accounts (HSAs) was to develop an antidote to 
the rising costs of medical care coupled with the growing number of uninsured individuals 
in the United States.   

 
An HSA is a tax-exempt trust or custodian account created for the purpose of paying 
unreimbursed medical expenses that presumably may occur because the participant also 
has purchased a high-deductible health plan. 
 
In December 2003 President Bush signed the Medicare Prescription Drug and 
Modernization Act of 2003.  Notice 2004-2 represents the government’s initial guidance on 
Health Savings Accounts which became effective January 1, 2004.  Additional guidance 
has been provided in subsequent Notices and Rulings.  The IRS has issued a substantial 
body of guidance on HSAs mostly in the form of Notices, Revenue Procedures and 
Revenue Rulings.  The key guidance, published as appendices to this course are as 
follows: 

1. Announcement 2004-2, 2004-1 C.B. 322 

2. Notice 2004-2, 2004-1 C.B. 269 

3. Notice 2004-23, 2004-1 C.B. 725 

4. Notice 2004-50, 2004-2 C.B. 196 

5. Notice 2005-8, 2005-1 C.B. 368 

6. Notice 2005-83, 2005-2 C.B. 1075 

7. Notice 2005-86, 2005-2 C.B. 1075 

8. Rev. Proc. 2004-22, 2004-1 C.B. 727 

9. Rev. Proc. 2006-53, 2006-48 IRB 1  

10. Rev. Rul. 2004-38, 2004-1 C.B. 971 

11. Rev. Rul. 2004-45, 2004-1 C.B. 971 

12. Rev. Rul. 2005-25, 2005-1 C.B. 971 

13. Notice 2008-59, 2008-30 IRB 1 
 
HSAs in essence took over the basic concept of Medical Savings Accounts which were 
initially set up by Congress for a limited 4-year period that originally was to be discontinued 
December 31, 2000.  There was also a limit to the number of companies going into the 
plan, and a limit (50 employees) on the size of the companies coming into the plan. 
 
Effective January 1, 2001, the Medical Savings Accounts were extended and were 
permanently “sunset” December 31, 2003, and HSAs “took over”.  
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EXAMPLE 4-2 

NON-HDHP 

Jack and Jill are covered by their employer’s health plan.  It provides a $100 
initial co-pay for any hospital stay, then a 20% co-pay for the first $50,000 of 
expense.  After that, the insurance covers all other expenses.  In December 
2008, Jack has heart surgery that costs $55,000.  Jack and Jill’s 2008 AGI is 
$100,000 and are in the 25% bracket.  Under this scenario, Jack and Jill will 
have the following medical bills in 2008: 
 
 Initial co-pay $     100 
 20% co-pay of hospital bill   10,000 

 Total out-of-pocket $10,100 

 Tax Savings on Medical      (650)     
 (($10,100 - $7,500 (7.5% of 100,000) X .25) 

 Net Medical Expenses $  9,450 

Compare this to the net outlay of $6,050 in the HDHP example under an 
HSA.  The difference comes from the limitation on the participant’s part after 
reaching the deductible limit as well as from a shifting of the medical 
deduction (or a portion of it) to an above-the-line deduction.  If the maximum 
out-of-pocket expense had been $7,500 in the last example, the HSA would 
still save Jack and Jill $1,450, which is the tax benefit of the HSA deduction 
of $5,800. 

 
B. A summary of the HDHP limits for an HSA for 2008 is: 

HSAs 

Self only Not less than $1,100 Annual “out-of-pocket” $5,600 
Family Not less than $2,200 Annual “out-of-pocket” $11,200 

 
2009 HDHP limits (Rev. Proc. 2008-29, 2008-22 IRB) 

 
 

 
 

C. The basic concept is for the employee to absorb the high deductible, which 
would lower the premium, funding the higher deductible with a tax deductible 
contribution.   

 
 
 
 
 
 
 
 

Self only Not less than $1,150 Annual “out-of-pocket” $  5,800 
Family Not less than $2,300 Annual “out-of-pocket” $11,600 

Catch up $900 for 2008, $1,000 for 2009
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The HSA contribution limit in 2008 for a single individual is a maximum of $2,900.  For 
families, it is a maximum of $5,800. In Rev. Proc. 2008-29, 2008-22 IRB the IRS released 
the 2009 annual deduction limitation for HSAs.  For self-only coverage, the 2009 limit is 
$3,000.  For family coverage, the 2009 limit is $5,950. 
Employees age 55 and over may contribute $900 more (a catch up amount) in the year 
2008. 
 

HSAs are available to bona-fide residents of the U.S. Virgin Islands, Guam and the 
Commonwealth of the Northern Mariana Islands.  Bona-fide residents of Puerto Rico and 
American Samoa may establish HSAs only after statutory provisions similar to IRC Secs. 
223 and 106(d) are enacted.  
 
I. HSA BASICS 
 

A. An HSA is an “IRA” type of tax-exempt account, created with a custodian for 
the exclusive benefit of the account holder. The HSA must be exclusively 
used to pay qualified medical expenses of the beneficiary who, for the 
months covered by the HSA is covered by a high deductible health plan 
(HDHP). An HSA can be created by an individual and the individual’s family if 
covered by a HDHP.  An employer can adopt an HDHP, thus giving the 
employees the opportunity to establish their own HSAs.  The account holder 
may then put the 100 percent premium savings (or any other funds) up to 
$2,900 of the deductible for individuals or $5,800 for families (for 2008) into 
an HSA.  If excess contributions are made to an HSA, a 6% excise tax will be 
assessed on the excess.  

 
B. Only an “eligible individual” can establish an HSA. An “eligible individual” 

means, with respect to any month, any individual who 

1. Is covered under a high-deductible health plan (HDHP) on the first day 
of such month;  

2. Is not also covered by any other health plan that is not an HDHP (with 
an exception for plans providing certain limited types of coverage);  

3. Is not enrolled in Medicare (generally, has not yet reached age 65); 
and 

4. May not be claimed as a dependent on another person's tax return.  
 
C. Contributions can be made by the individual or the employer and are 

deductible in computing AGI – in other words, the deduction is above the 
line.  The earnings on the HSA aren’t taxable, nor are distributions from the 
HSA to the extent the distributions are used for qualified medical expenses.  

 
D. The HSA then pays for the medical expenses incurred, up to the deductible 

amount.  After that, the HDHP pays all expenses, up to the policy maximum.  
However, since the deductible is an annual limit, each year the individual or 
family must meet that annual deductible. 
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EXAMPLE 4-1 

HDHP 

Jack and Jill work for a company that has instituted a HDHP.  The plan 
provides for a limit on participant payments of $7,500 per year.  Jack and Jill 
fund an HSA for $5,800 in 2008.  Also in December 2008, Jack has heart 
surgery that costs $55,000.  Jack and Jill draw the $5,800 from the HSA 
(ignore any earnings on that contribution), tax-free and add $1,700 of their 
own funds to pay the $7,500 deductible.  The health plan then pays $47,500 
($55,000 - $7,500).  Jack and Jill’s 2008 AGI is $100,000 and they are in the 
25% bracket.   
 
 Payment of deductible $7,500 

Tax Savings on HSA 
 Contribution  (1,450) 

 Net Medical Expenses $6,050 

If Jack’s stay in the hospital carries over into 2009, Jack and Jill will still be 
responsible for another $7,500 before the insurance steps in to cover any 
excess.  However, they will also be entitled to contribute and withdraw 
another $5,800 to their HSA (the contribution will likely be higher, since it is 
adjusted annually for inflation).  

 
E. An HSA is created by opening an HSA account with a life insurance 

company, a bank or similar financial institution.  Further, an HSA can be 
opened with any person qualified to be an IRA or Archer MSA 
custodian/trustee.   There is also no requirement that the HSA use the same 
trustee or custodian who is managing or handling the HDHP. 

F. The maximum annual HSA contribution limit for a married couple if one 
spouse has family HDHP coverage and the other spouse has self-only HDHP 
coverage is the statutory maximum for family coverage. 

II. HIGH DEDUCTIBLE HEALTH PLANS (HDHP) – WHAT ARE THEY? 
 

A. As the name implies, an HDHP provides a higher-than-normal deductible.  
Under a “normal” health plan, there may be a co-pay deductible of $10 or 
$20 and a hospital deductible of $100 or $150, etc.  After the deductible is 
met, then the plan starts to pay for some or all of the qualified expenses.  
Even here though, the normal plan has another set of co-pays or deductibles.  
For example, a hospital stay can provide for $100 initial co-pay, after that the 
plan pays 80% of the excess, up to a stop-loss provision.  Once the stop-loss 
provision is met, the plan (through a major medical policy) pays the 
remainder of the cost, up to a maximum policy limit – i.e. $1 million.   
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EXAMPLE 4-2 

NON-HDHP 

Jack and Jill are covered by their employer’s health plan.  It provides a $100 
initial co-pay for any hospital stay, then a 20% co-pay for the first $50,000 of 
expense.  After that, the insurance covers all other expenses.  In December 
2008, Jack has heart surgery that costs $55,000.  Jack and Jill’s 2008 AGI is 
$100,000 and are in the 25% bracket.  Under this scenario, Jack and Jill will 
have the following medical bills in 2008: 
 
 Initial co-pay $     100 
 20% co-pay of hospital bill   10,000 

 Total out-of-pocket $10,100 

 Tax Savings on Medical      (650)     
 (($10,100 - $7,500 (7.5% of 100,000) X .25) 

 Net Medical Expenses $  9,450 

Compare this to the net outlay of $6,050 in the HDHP example under an 
HSA.  The difference comes from the limitation on the participant’s part after 
reaching the deductible limit as well as from a shifting of the medical 
deduction (or a portion of it) to an above-the-line deduction.  If the maximum 
out-of-pocket expense had been $7,500 in the last example, the HSA would 
still save Jack and Jill $1,450, which is the tax benefit of the HSA deduction 
of $5,800. 

 
B. A summary of the HDHP limits for an HSA for 2008 is: 

HSAs 

Self only Not less than $1,100 Annual “out-of-pocket” $5,600 
Family Not less than $2,200 Annual “out-of-pocket” $11,200 

 
2009 HDHP limits (Rev. Proc. 2008-29, 2008-22 IRB) 

 
 

 
 

C. The basic concept is for the employee to absorb the high deductible, which 
would lower the premium, funding the higher deductible with a tax deductible 
contribution.   

 
 
 
 
 
 
 
 

Self only Not less than $1,150 Annual “out-of-pocket” $  5,800 
Family Not less than $2,300 Annual “out-of-pocket” $11,600 
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D. Generally, an HDHP is a health plan, including a self-insured medical plan 
that satisfies certain requirements with respect to deductibles and out-of-
pocket expenses. Specifically, for self-only coverage, an HDHP has an 
annual deductible of at least $1,100 in 2008 and annual out-of- pocket 
expenses required to be paid (deductibles, co-payments and other amounts, 
but not premiums) not exceeding $5,600. For family coverage, an HDHP has 
an annual deductible of at least $2,200 and annual out-of-pocket expenses 
required to be paid not exceeding $11,200.  In the case of family coverage, a 
plan is an HDHP only if, under the terms of the plan and without regard to 
which family member or members incur expenses, no amounts are payable 
from the HDHP until the family has incurred annual covered medical 
expenses in excess of the minimum annual deductible. Amounts will continue 
to be indexed for inflation.  

 
E. A plan does not fail to qualify as an HDHP merely because it does not have a 

deductible (or has a small deductible) for preventive care (e.g., first dollar 
coverage for preventive care). However, except for preventive care, a plan 
may not provide benefits for any year until the deductible for that year is met.  

 
F. Family coverage means any coverage other than self-only coverage. Self-

only coverage is a health plan covering only one individual; self-only HDHP 
coverage is an HDHP covering only one individual if that individual is an 
eligible individual. Family HDHP coverage is a health plan covering one 
eligible individual and at least one other individual (whether or not the other 
individual is an eligible individual).  

EXAMPLE  4-3a  

PLAN COVERAGE 

A Plan provides coverage for Bill and his family. The Plan provides for the 
payment of covered medical expenses of any member of Bill's family if the 
member has incurred covered medical expenses during the year in excess of 
$1,100 even if the family has not incurred covered medical expenses in 
excess of $2,200. If Bill incurred covered medical expenses of $1,500 in a 
year, the Plan would pay $400. Under these provisions benefits are 
potentially available under the Plan even if the family's covered medical 
expenses do not exceed $2,200. Accordingly, because the Plan provides 
family coverage with an annual deductible of less than $2,200, the Plan is not 
an HDHP.  
 

 

 

 

 

Family coverage has to impose family deductible
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EXAMPLE  4-3b 

PLAN COVERAGE 

Assume the same facts as above, except that the Plan has a $5,500 family 
deductible and provides payment for covered medical expenses if any 
member of Bill's family has incurred covered medical expenses during the 
year in excess of $2,200. Now, the Plan satisfies the HDHP requirements.  

 

G. If the state's high-risk pool does not pay benefits below the minimum annual 
deductible of an HDHP, the plan can qualify as an HDHP.  

 
H. An HDHP can impose a reasonable lifetime limit on benefits provided under 

the plan. In such cases, amounts paid by the covered individual above the 
lifetime limit will not be treated as out-of-pocket expenses in determining the 
annual out-of-pocket maximum. However, a lifetime limit on benefits 
designed to circumvent the maximum annual out-of-pocket amount is not 
reasonable.  Additionally, reasonable annual or lifetime restrictions on 
covered benefits also won’t preclude a plan from qualifying as an HDHP. 
However, if a plan only provides benefits for expenses of hospitalization or 
in-patient care, significant other benefits do not remain available under the 
plan and thus it doesn’t qualify as an HDHP in addition to the benefits subject 
to exclusion. 

EXAMPLE  4-4 

LIFE-TIME COVERAGE 

A health plan has an annual deductible that satisfies the minimum annual 
deductible for self-only coverage and for family coverage. After satisfying the 
deductible, the plan pays 100 percent of covered expenses, up to a lifetime 
limit of $1 million. The lifetime limit of $1 million is reasonable and the health 
plan is not disqualified from being an HDHP because of the lifetime limit on 
benefits.  

 

 

 

 

 

 

 

 

 

 

Personal limit now at family minimum, so OK
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EXAMPLE  4-3b 

PLAN COVERAGE 

Assume the same facts as above, except that the Plan has a $5,500 family 
deductible and provides payment for covered medical expenses if any 
member of Bill's family has incurred covered medical expenses during the 
year in excess of $2,200. Now, the Plan satisfies the HDHP requirements.  

 

G. If the state's high-risk pool does not pay benefits below the minimum annual 
deductible of an HDHP, the plan can qualify as an HDHP.  

 
H. An HDHP can impose a reasonable lifetime limit on benefits provided under 

the plan. In such cases, amounts paid by the covered individual above the 
lifetime limit will not be treated as out-of-pocket expenses in determining the 
annual out-of-pocket maximum. However, a lifetime limit on benefits 
designed to circumvent the maximum annual out-of-pocket amount is not 
reasonable.  Additionally, reasonable annual or lifetime restrictions on 
covered benefits also won’t preclude a plan from qualifying as an HDHP. 
However, if a plan only provides benefits for expenses of hospitalization or 
in-patient care, significant other benefits do not remain available under the 
plan and thus it doesn’t qualify as an HDHP in addition to the benefits subject 
to exclusion. 

EXAMPLE  4-4 

LIFE-TIME COVERAGE 

A health plan has an annual deductible that satisfies the minimum annual 
deductible for self-only coverage and for family coverage. After satisfying the 
deductible, the plan pays 100 percent of covered expenses, up to a lifetime 
limit of $1 million. The lifetime limit of $1 million is reasonable and the health 
plan is not disqualified from being an HDHP because of the lifetime limit on 
benefits.  

 

 

 

 

 

 

 

 

 

 

Reasonable lifetime/annual limits allowed
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EXAMPLE  4-5a 

COVERED BENEFITS LIMIT 

In 2008, a self-only health plan with a $1,100 deductible includes a $1 million 
lifetime limit on covered benefits. The plan provides no benefits for 
experimental treatments, mental health, or chiropractic care visits. Although 
the plan provides benefits for substance abuse treatment, it limits payments 
to 26 treatments per year, after the deductible is satisfied. Although the plan 
provides benefits for fertility treatments, it limits lifetime reimbursements to 
$10,000, after the deductible is satisfied. Other than these limits on covered 
benefits, the plan pays 80 percent of major medical expenses incurred after 
satisfying the deductible. When the 20 percent coinsurance paid by the 
covered individuals reaches $4,000, the plan pays 100 percent. Under these 
facts, the plan is an HDHP and no expenses incurred by a covered individual 
other than the deductible and the 20 percent coinsurance are treated as out-
of-pocket expenses.  

EXAMPLE  4-5b 

COVERED BENEFITS LIMIT  

In 2008, a self-only health plan with a $1,100 deductible imposes a lifetime 
limit on reimbursements for covered benefits of $1 million. While the plan 
pays 100 percent of expenses incurred for covered benefits after satisfying 
the deductible, the plan imposes a $10,000 annual limit on benefits for any 
single condition. The $10,000 annual limit under these facts is not 
reasonable because significant other benefits do not remain available under 
the plan. Under these facts, any expenses incurred by a covered individual 
after satisfying the deductible are treated as out-of-pocket expenses.  
 

I. The key to an HDHP is that it must limit the out-of-pocket expenses paid by 
the covered individuals, either by design or by its express terms.  

 
J. A health plan's out-of-pocket limit includes the deductible, co-payments, and 

other amounts, but not premiums. Amounts incurred for noncovered benefits 
(including amounts in excess of the usual, customary and reasonable 
charges (UCR) and financial penalties) also are not counted toward the 
deductible or the out-of-pocket limit. If a plan does not take co-payments into 
account in determining if the deductible is satisfied, the co-payments must 
still be taken into account in determining if the out-of-pocket maximum is 
exceeded.  

 
A health plan without an express limit on out-of-pocket expenses is generally 
not an HDHP unless such limit is not necessary to prevent exceeding the 
out-of-pocket maximum.  
 

OK for limits on limited set of specific expenses
so long as still significant other coverage
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EXAMPLE  4-5a 

COVERED BENEFITS LIMIT 

In 2008, a self-only health plan with a $1,100 deductible includes a $1 million 
lifetime limit on covered benefits. The plan provides no benefits for 
experimental treatments, mental health, or chiropractic care visits. Although 
the plan provides benefits for substance abuse treatment, it limits payments 
to 26 treatments per year, after the deductible is satisfied. Although the plan 
provides benefits for fertility treatments, it limits lifetime reimbursements to 
$10,000, after the deductible is satisfied. Other than these limits on covered 
benefits, the plan pays 80 percent of major medical expenses incurred after 
satisfying the deductible. When the 20 percent coinsurance paid by the 
covered individuals reaches $4,000, the plan pays 100 percent. Under these 
facts, the plan is an HDHP and no expenses incurred by a covered individual 
other than the deductible and the 20 percent coinsurance are treated as out-
of-pocket expenses.  

EXAMPLE  4-5b 

COVERED BENEFITS LIMIT  

In 2008, a self-only health plan with a $1,100 deductible imposes a lifetime 
limit on reimbursements for covered benefits of $1 million. While the plan 
pays 100 percent of expenses incurred for covered benefits after satisfying 
the deductible, the plan imposes a $10,000 annual limit on benefits for any 
single condition. The $10,000 annual limit under these facts is not 
reasonable because significant other benefits do not remain available under 
the plan. Under these facts, any expenses incurred by a covered individual 
after satisfying the deductible are treated as out-of-pocket expenses.  
 

I. The key to an HDHP is that it must limit the out-of-pocket expenses paid by 
the covered individuals, either by design or by its express terms.  

 
J. A health plan's out-of-pocket limit includes the deductible, co-payments, and 

other amounts, but not premiums. Amounts incurred for noncovered benefits 
(including amounts in excess of the usual, customary and reasonable 
charges (UCR) and financial penalties) also are not counted toward the 
deductible or the out-of-pocket limit. If a plan does not take co-payments into 
account in determining if the deductible is satisfied, the co-payments must 
still be taken into account in determining if the out-of-pocket maximum is 
exceeded.  

 
A health plan without an express limit on out-of-pocket expenses is generally 
not an HDHP unless such limit is not necessary to prevent exceeding the 
out-of-pocket maximum.  
 

Limit on every potential benefit makes it not a true
cap on expenses, not an HDHP
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EXAMPLE  4-6a 

OUT-OF-POCKET 

A plan provides self-only coverage with a $2,000 deductible and pays 100 
percent of covered benefits above the deductible. Because the plan pays 100 
percent of covered benefits after the deductible is satisfied, the maximum 
out-of-pocket expenses paid by a covered individual would never exceed the 
deductible. Thus, the plan does not require a specific limit on out-of-pocket 
expenses to insure that the covered individual will not be subject to out-of-
pocket expenses in excess of the maximum limit.  

EXAMPLE  4-6b 

OUT-OF-POCKET 

A plan provides self-only coverage with a $2,000 deductible. The plan 
imposes a lifetime limit on reimbursements for covered benefits of $1 million. 
For expenses for covered benefits incurred above the deductible, the plan 
reimburses 80 percent of the UCR costs. The plan includes no express limit 
on out-of-pocket expenses. This plan does not qualify as a HDHP because it 
does not have a limit on out-of-pocket expenses.  

EXAMPLE  4-6c 

OUT-OF-POCKET 

Assume the same facts as Example 4-6b, except that after the 20 percent 
coinsurance paid by the covered individual reaches $3,000, the plan pays 
100 percent of the UCR costs until the $1 million limit is reached. For the 
purpose of determining the individual's out-of-pocket expenses, the plan only 
takes into account the 20 percent of UCR paid by the individual. This plan 
satisfies the out-of-pocket limit.  

III. PLAN CHANGES 
 

A. Changing plans in mid-year won’t cause a problem if the new plan provides 
credit for expenses paid under the old plan for purposes of determining 
whether the deductible limitation is met, provided the period for computing 
whether expenses meet the deductible limit is 12 months or less. Likewise, if 
an eligible individual changes coverage during the plan year from self-only 
HDHP coverage to family HDHP coverage, the individual (or any other 
person covered under the family coverage) won’t fail to be covered by an 
HDHP merely because the family HDHP coverage takes into account 
expenses incurred while the individual had self-only coverage.  

 
 
 

No way to exceed maximum out of pocket so
no explicit limit needed
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EXAMPLE  4-6a 

OUT-OF-POCKET 

A plan provides self-only coverage with a $2,000 deductible and pays 100 
percent of covered benefits above the deductible. Because the plan pays 100 
percent of covered benefits after the deductible is satisfied, the maximum 
out-of-pocket expenses paid by a covered individual would never exceed the 
deductible. Thus, the plan does not require a specific limit on out-of-pocket 
expenses to insure that the covered individual will not be subject to out-of-
pocket expenses in excess of the maximum limit.  

EXAMPLE  4-6b 

OUT-OF-POCKET 

A plan provides self-only coverage with a $2,000 deductible. The plan 
imposes a lifetime limit on reimbursements for covered benefits of $1 million. 
For expenses for covered benefits incurred above the deductible, the plan 
reimburses 80 percent of the UCR costs. The plan includes no express limit 
on out-of-pocket expenses. This plan does not qualify as a HDHP because it 
does not have a limit on out-of-pocket expenses.  

EXAMPLE  4-6c 

OUT-OF-POCKET 

Assume the same facts as Example 4-6b, except that after the 20 percent 
coinsurance paid by the covered individual reaches $3,000, the plan pays 
100 percent of the UCR costs until the $1 million limit is reached. For the 
purpose of determining the individual's out-of-pocket expenses, the plan only 
takes into account the 20 percent of UCR paid by the individual. This plan 
satisfies the out-of-pocket limit.  

III. PLAN CHANGES 
 

A. Changing plans in mid-year won’t cause a problem if the new plan provides 
credit for expenses paid under the old plan for purposes of determining 
whether the deductible limitation is met, provided the period for computing 
whether expenses meet the deductible limit is 12 months or less. Likewise, if 
an eligible individual changes coverage during the plan year from self-only 
HDHP coverage to family HDHP coverage, the individual (or any other 
person covered under the family coverage) won’t fail to be covered by an 
HDHP merely because the family HDHP coverage takes into account 
expenses incurred while the individual had self-only coverage.  

 
 
 

Would need an explicit limit-would clear maximum
well before hitting $1 million
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EXAMPLE  4-6a 

OUT-OF-POCKET 

A plan provides self-only coverage with a $2,000 deductible and pays 100 
percent of covered benefits above the deductible. Because the plan pays 100 
percent of covered benefits after the deductible is satisfied, the maximum 
out-of-pocket expenses paid by a covered individual would never exceed the 
deductible. Thus, the plan does not require a specific limit on out-of-pocket 
expenses to insure that the covered individual will not be subject to out-of-
pocket expenses in excess of the maximum limit.  

EXAMPLE  4-6b 

OUT-OF-POCKET 

A plan provides self-only coverage with a $2,000 deductible. The plan 
imposes a lifetime limit on reimbursements for covered benefits of $1 million. 
For expenses for covered benefits incurred above the deductible, the plan 
reimburses 80 percent of the UCR costs. The plan includes no express limit 
on out-of-pocket expenses. This plan does not qualify as a HDHP because it 
does not have a limit on out-of-pocket expenses.  

EXAMPLE  4-6c 

OUT-OF-POCKET 

Assume the same facts as Example 4-6b, except that after the 20 percent 
coinsurance paid by the covered individual reaches $3,000, the plan pays 
100 percent of the UCR costs until the $1 million limit is reached. For the 
purpose of determining the individual's out-of-pocket expenses, the plan only 
takes into account the 20 percent of UCR paid by the individual. This plan 
satisfies the out-of-pocket limit.  

III. PLAN CHANGES 
 

A. Changing plans in mid-year won’t cause a problem if the new plan provides 
credit for expenses paid under the old plan for purposes of determining 
whether the deductible limitation is met, provided the period for computing 
whether expenses meet the deductible limit is 12 months or less. Likewise, if 
an eligible individual changes coverage during the plan year from self-only 
HDHP coverage to family HDHP coverage, the individual (or any other 
person covered under the family coverage) won’t fail to be covered by an 
HDHP merely because the family HDHP coverage takes into account 
expenses incurred while the individual had self-only coverage.  

 
 
 

Now can’t hit limit again, so is an HDHP
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B. Further, for tax years beginning before 12-31-2006, an HSA contribution is 
determined monthly, based upon the individual’s participation in the HSA.  
Thus, a contribution to an HSA can fluctuate month-to-month, depending on 
the family members covered, etc.  The contribution for 2006 for an individual 
with self-only coverage is 1/12 of the lesser of the HDHP’s annual deductible 
(not less than $1,050) or $2,700.  For family coverage, the contribution in 
2006 is the lesser of HDHP’s deductible (not less than $2,100) or $5,450. 

 
C. Also, prior to 2007, a complexity arose if one or both spouses had family 

coverage.  In that case, if either spouse had family coverage, both were 
treated as having family coverage. If each spouse had family coverage under 
a separate health plan, both spouses were treated as covered under the plan 
with the lowest deductible. The contribution limit for the spouses was the 
lowest deductible amount, divided equally between the spouses unless they 
agree on a different division, including an allocation of all of the contribution 
to one individual. However, both spouses could still make the catch-up 
contributions for individuals age 55 or over without exceeding the family 
coverage limit.  

D. However, if a spouse has HDHP family coverage and the other spouse has 
non-HDHP self-only coverage, the spouse with the HDHP family coverage is 
an eligible individual and may contribute to an HSA up to the amount of the 
annual contribution limit. Because the other spouse is covered by a non-
HDHP and is therefore not an eligible individual, the other spouse may not 
contribute to an HSA. 

EXAMPLE  4-7b 

HSA DEDUCTIBLE LIMIT  

In 2008, John and Marsha are married and neither qualifies for catch-up 
contributions. John and Marsha have family HDHP coverage with a $5,000 
deductible. John is an eligible individual and has no other coverage. Marsha 
also has self-only coverage with a $200 deductible. Marsha, who has 
coverage under a low-deductible plan, is not an eligible individual. John may 
contribute $5,800 to an HSA. 

EXAMPLE  4-7c 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b above, except that, in addition to 
the family HDHP with a $5,000 deductible, Marsha has self-only HDHP 
coverage with a $2,200 deductible rather than self-only coverage with a $200 
deductible. Both John and Marsha are eligible individuals. They are treated 
as having only family coverage. Thus, the maximum HSA contribution will be 
$5,800. 

 

 

Key fact-Marsha is single person coverage, no 
spill-over to John even Marsha may be only

family also covered

69Sunday, November 22, 2009



Example 4-7c

4-10 
Special Topic

SM
                                                                                                                                                            Mares Nichols CPE, Inc.  

B. Further, for tax years beginning before 12-31-2006, an HSA contribution is 
determined monthly, based upon the individual’s participation in the HSA.  
Thus, a contribution to an HSA can fluctuate month-to-month, depending on 
the family members covered, etc.  The contribution for 2006 for an individual 
with self-only coverage is 1/12 of the lesser of the HDHP’s annual deductible 
(not less than $1,050) or $2,700.  For family coverage, the contribution in 
2006 is the lesser of HDHP’s deductible (not less than $2,100) or $5,450. 

 
C. Also, prior to 2007, a complexity arose if one or both spouses had family 

coverage.  In that case, if either spouse had family coverage, both were 
treated as having family coverage. If each spouse had family coverage under 
a separate health plan, both spouses were treated as covered under the plan 
with the lowest deductible. The contribution limit for the spouses was the 
lowest deductible amount, divided equally between the spouses unless they 
agree on a different division, including an allocation of all of the contribution 
to one individual. However, both spouses could still make the catch-up 
contributions for individuals age 55 or over without exceeding the family 
coverage limit.  

D. However, if a spouse has HDHP family coverage and the other spouse has 
non-HDHP self-only coverage, the spouse with the HDHP family coverage is 
an eligible individual and may contribute to an HSA up to the amount of the 
annual contribution limit. Because the other spouse is covered by a non-
HDHP and is therefore not an eligible individual, the other spouse may not 
contribute to an HSA. 

EXAMPLE  4-7b 

HSA DEDUCTIBLE LIMIT  

In 2008, John and Marsha are married and neither qualifies for catch-up 
contributions. John and Marsha have family HDHP coverage with a $5,000 
deductible. John is an eligible individual and has no other coverage. Marsha 
also has self-only coverage with a $200 deductible. Marsha, who has 
coverage under a low-deductible plan, is not an eligible individual. John may 
contribute $5,800 to an HSA. 

EXAMPLE  4-7c 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b above, except that, in addition to 
the family HDHP with a $5,000 deductible, Marsha has self-only HDHP 
coverage with a $2,200 deductible rather than self-only coverage with a $200 
deductible. Both John and Marsha are eligible individuals. They are treated 
as having only family coverage. Thus, the maximum HSA contribution will be 
$5,800. 

 

 

Again, Marsha’s coverage doesn’t spill over
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EXAMPLE  4-7d 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b above, except that, in addition to 
the family HDHP with a $5,000 deductible, Marsha has family HDHP 
coverage with a $3,000 deductible rather than self-only coverage with a $200 
deductible. Both John and Marsha are eligible individuals. John and Marsha 
are treated as having family HDHP coverage with the lowest annual 
deductible - $3,000. For 2008, the maximum deduction is $5,800. 

EXAMPLE  4-7e 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b, except that, in addition to family 
coverage under the HDHP with a $5,000 deductible, Marsha has family 
coverage with a $500 deductible rather than self-only coverage with a $200 
deductible. Now John and Marsha are treated as having family coverage with 
the lowest annual deductible.  Accordingly, neither is an eligible individual 
and neither may contribute to an HSA.  

EXAMPLE  4-7f 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b, except that, in addition to the 
family HDHP with a $5,000 deductible, Marsha is enrolled in Medicare rather 
than having self-only coverage with a $200 deductible.  She is not an eligible 
individual. John may contribute $5,800 to an HSA while Marsha may not 
contribute to an HSA.  

EXAMPLE  4-7g 

HSA DEDUCTIBLE LIMIT  

Grace is a single individual who does not qualify for catch-up contributions 
and has a dependent. Grace and her dependent have family HDHP coverage 
with a $5,500 deductible. The dependent also has self-only coverage with a 
$200 deductible. Grace may contribute $5,800 to an HSA while the 
dependent may not contribute to an HSA.  

Both with HDHP, limited to lower because
Marsha’s coverage spills over onto John
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EXAMPLE  4-7d 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b above, except that, in addition to 
the family HDHP with a $5,000 deductible, Marsha has family HDHP 
coverage with a $3,000 deductible rather than self-only coverage with a $200 
deductible. Both John and Marsha are eligible individuals. John and Marsha 
are treated as having family HDHP coverage with the lowest annual 
deductible - $3,000. For 2008, the maximum deduction is $5,800. 

EXAMPLE  4-7e 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b, except that, in addition to family 
coverage under the HDHP with a $5,000 deductible, Marsha has family 
coverage with a $500 deductible rather than self-only coverage with a $200 
deductible. Now John and Marsha are treated as having family coverage with 
the lowest annual deductible.  Accordingly, neither is an eligible individual 
and neither may contribute to an HSA.  

EXAMPLE  4-7f 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b, except that, in addition to the 
family HDHP with a $5,000 deductible, Marsha is enrolled in Medicare rather 
than having self-only coverage with a $200 deductible.  She is not an eligible 
individual. John may contribute $5,800 to an HSA while Marsha may not 
contribute to an HSA.  

EXAMPLE  4-7g 

HSA DEDUCTIBLE LIMIT  

Grace is a single individual who does not qualify for catch-up contributions 
and has a dependent. Grace and her dependent have family HDHP coverage 
with a $5,500 deductible. The dependent also has self-only coverage with a 
$200 deductible. Grace may contribute $5,800 to an HSA while the 
dependent may not contribute to an HSA.  

Spillover strikes again
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EXAMPLE  4-7d 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b above, except that, in addition to 
the family HDHP with a $5,000 deductible, Marsha has family HDHP 
coverage with a $3,000 deductible rather than self-only coverage with a $200 
deductible. Both John and Marsha are eligible individuals. John and Marsha 
are treated as having family HDHP coverage with the lowest annual 
deductible - $3,000. For 2008, the maximum deduction is $5,800. 

EXAMPLE  4-7e 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b, except that, in addition to family 
coverage under the HDHP with a $5,000 deductible, Marsha has family 
coverage with a $500 deductible rather than self-only coverage with a $200 
deductible. Now John and Marsha are treated as having family coverage with 
the lowest annual deductible.  Accordingly, neither is an eligible individual 
and neither may contribute to an HSA.  

EXAMPLE  4-7f 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b, except that, in addition to the 
family HDHP with a $5,000 deductible, Marsha is enrolled in Medicare rather 
than having self-only coverage with a $200 deductible.  She is not an eligible 
individual. John may contribute $5,800 to an HSA while Marsha may not 
contribute to an HSA.  

EXAMPLE  4-7g 

HSA DEDUCTIBLE LIMIT  

Grace is a single individual who does not qualify for catch-up contributions 
and has a dependent. Grace and her dependent have family HDHP coverage 
with a $5,500 deductible. The dependent also has self-only coverage with a 
$200 deductible. Grace may contribute $5,800 to an HSA while the 
dependent may not contribute to an HSA.  

Marsha’s Medicare coverage doesn’t spill over
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EXAMPLE  4-7d 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b above, except that, in addition to 
the family HDHP with a $5,000 deductible, Marsha has family HDHP 
coverage with a $3,000 deductible rather than self-only coverage with a $200 
deductible. Both John and Marsha are eligible individuals. John and Marsha 
are treated as having family HDHP coverage with the lowest annual 
deductible - $3,000. For 2008, the maximum deduction is $5,800. 

EXAMPLE  4-7e 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b, except that, in addition to family 
coverage under the HDHP with a $5,000 deductible, Marsha has family 
coverage with a $500 deductible rather than self-only coverage with a $200 
deductible. Now John and Marsha are treated as having family coverage with 
the lowest annual deductible.  Accordingly, neither is an eligible individual 
and neither may contribute to an HSA.  

EXAMPLE  4-7f 

HSA DEDUCTIBLE LIMIT  

Assume the same facts as Example 4-7b, except that, in addition to the 
family HDHP with a $5,000 deductible, Marsha is enrolled in Medicare rather 
than having self-only coverage with a $200 deductible.  She is not an eligible 
individual. John may contribute $5,800 to an HSA while Marsha may not 
contribute to an HSA.  

EXAMPLE  4-7g 

HSA DEDUCTIBLE LIMIT  

Grace is a single individual who does not qualify for catch-up contributions 
and has a dependent. Grace and her dependent have family HDHP coverage 
with a $5,500 deductible. The dependent also has self-only coverage with a 
$200 deductible. Grace may contribute $5,800 to an HSA while the 
dependent may not contribute to an HSA.  

Again, issue is what covers Grace
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B. In addition to permitted insurance, an individual does not fail to be eligible for 
an HSA merely because, in addition to an HDHP, the individual has coverage 
(whether provided through insurance or otherwise) for accidents, disability, 
dental care, vision care, or long-term care. Be careful though - if a plan that is 
intended to be an HDHP is one in which substantially all of the coverage of 
the plan is through permitted insurance or other coverage, it is not an HDHP.  

VII. PRESCRIPTION DRUG PROGRAM 

If an individual is covered both by an HDHP (with no prescription drug coverage) 
and by a separate prescription drug plan that provides benefits before the minimum 
required deductible of the HDHP is met, the individual is not an eligible individual.  
However, if a separate prescription drug plan does not provide benefits until the 
minimum HDHP deductible has been satisfied, or the prescription drug plan is part 
of an HDHP and subject to the minimum annual deductible, the individual is an 
eligible individual. 

 

VIII. EMPLOYEE ASSISTANCE PROGRAM 

A. An Employee Assistance Program (EAP) (programs that help employees 
identify and resolve various problems, such as substance abuse, alcoholism, 
mental disorders, etc.), disease management program or wellness program 
is not a “health plan” for HSAs.   

EXAMPLE  4-8 

EMPLOYEE WELLNESS PROGRAM 

An employer offers a wellness program for all employees regardless of 
participation in a health plan. The wellness program provides a wide-range of 
education and fitness services designed to improve the overall health of the 
employees and prevent illness. Typical services include education, fitness, 
sports, and recreation activities, stress management and health screenings. 
Any cost charged to the individual for participating in the services is separate 
from the individual's coverage under the health plan. This wellness program 
is not a “health plan” because it does not provide significant benefits in the 
nature of medical care or treatment and thus does not disqualify an HSA.  

B. Restricting benefits to usual, customary and reasonable charges (UCR) is a 
reasonable restriction on benefits. Thus, amounts paid by covered individuals 
in excess of UCR that are not paid by an HDHP are not included in 
determining maximum out-of-pocket expenses.  

 

C. Additionally, an individual who chooses an HDHP plan over a non-HDHP 
plan still qualifies for an HSA, so long as the employee is actually covered by 
the HDHP.  Plan coverage is what qualifies or disqualifies participation in an 
HSA, not the coverage options available to an employee. 

 
 

 

Not considered significant benefits so not
a health plan
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D. As with other provisions, debit, credit and stored-value cards can be used to 
provide payment for HSA benefits.  Further, discount cards that entitle 
holders to obtain discounts for health care services or products at managed 
care market rates will not disqualify an individual from being an eligible 
individual for HSA purposes if the individual is required to pay the costs of 
the health care (taking into account the discount) until the deductible of the 
HDHP is satisfied.  

EXAMPLE  4-9 

DISCOUNT CARD  

An employer provides its employees with a pharmacy discount card. For a 
fixed annual fee, paid by the employer, each employee receives a card that 
entitles the holder to choose any participating pharmacy. During the one-year 
life of the card, the card holder receives discounts of 15 percent to 50 
percent off the usual and customary fees charged by the providers, with no 
dollar cap on the amount of discounts received during the year. The 
cardholder is responsible for paying the costs of any drugs (taking into 
account the discount) until the deductible of any other health plan covering 
the individual is satisfied. This benefit alone will not disqualify the HSA. 

IX. HSA CONTRIBUTION 

A. Any eligible individual may contribute to an HSA. For an HSA established by 
an employee, the employee, the employee's employer or both may contribute 
to the HSA of the employee in a given year. For an HSA established by a 
self-employed (or unemployed) individual, the individual may contribute to 
the HSA.  Family members may also make contributions to an HSA on behalf 
of another family member as long as that other family member is an eligible 
individual.  In fact, any person can make an HSA contribution for an eligible 
individual (including a state government). Eligibility for an HSA ceases once 
an individual is entitled to receive Medicare benefits.  However, mere 
eligibility for Medicare does not make an individual ineligible to contribute to 
an HSA. Rather, the term “entitled to benefits under” Medicare means both 
eligibility and enrollment in Medicare. Thus, an otherwise eligible individual 
who is not actually enrolled in Medicare Part A or Part B may contribute to an 
HSA including the catch-up amount, until the month that individual is enrolled 
in Medicare. Finally, an eligible individual can’t enroll in Medicare, part D and 
still remain an eligible individual. 

 
 
 
 
 
 
 
 
 

Discount card OK for this purpose

76Sunday, November 22, 2009



Example 4-10a

4-15 
Special Topic

SM
                                                                                                                                                            Mares Nichols CPE, Inc.  

EXAMPLE  4-10a 

MEDICARE ELIGIBILITY  

Susan, age 66, is covered under her employer's HDHP. Although Susan is 
eligible for Medicare, Susan is not actually entitled to Medicare because she 
did not apply for benefits under Medicare, (i.e., enroll in Medicare Part A or 
Part B). Since she hasn’t enrolled in Medicare, Susan may contribute to an 
HSA.  Note, however, that because Susan failed to enroll in Medicare at age 
65, her Medicare premium will be higher. 

EXAMPLE  4-10b 

MEDICARE ELIGIBILITY  

In August 2008, Alan attains age 65 and applies for and begins receiving 
Social Security benefits. Alan is automatically enrolled in Medicare. As of 
August 1, 2008, Alan is no longer an eligible individual and may not 
contribute to an HSA.  

B.   VA benefits also pose a problem.  An otherwise eligible individual who is 
eligible to receive VA medical benefits, but who has not actually received 
such benefits during the preceding three months, is an eligible individual. An 
individual is not eligible to make HSA contributions for any month, however, if 
the individual has received medical benefits from the VA at any time during 
the previous three months.  Likewise, an otherwise eligible individual who 
receives TRICARE benefits (TRICARE is the health care program for active 
and retired military members, families and survivors) is also not eligible for an 
HSA. However, there is no loss of eligibility if the VA benefits consist of  
disregarded coverage or preventive care. 

 
C. Starting for tax years after 12-31-2006, individuals can make a full year’s 

HSA contribution even if they become covered by a high deductible plan after 
January of the year. For purposes of the contribution, the individual is treated 
as being a member of the plan for the entire year. An individual who does not 
maintain eligibility for the period beginning with the last month of the tax year 
and ending 12 months later, must report income (subject to the 10% penalty) 
for the months a contribution could not have been made, but for the changes 
made by this Act. 

 
 
 
 
 
 
 
 
 

If not enrolled, even though eligible, can contribute
but note negative effect on Medicare in future
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EXAMPLE  4-10a 

MEDICARE ELIGIBILITY  

Susan, age 66, is covered under her employer's HDHP. Although Susan is 
eligible for Medicare, Susan is not actually entitled to Medicare because she 
did not apply for benefits under Medicare, (i.e., enroll in Medicare Part A or 
Part B). Since she hasn’t enrolled in Medicare, Susan may contribute to an 
HSA.  Note, however, that because Susan failed to enroll in Medicare at age 
65, her Medicare premium will be higher. 

EXAMPLE  4-10b 

MEDICARE ELIGIBILITY  

In August 2008, Alan attains age 65 and applies for and begins receiving 
Social Security benefits. Alan is automatically enrolled in Medicare. As of 
August 1, 2008, Alan is no longer an eligible individual and may not 
contribute to an HSA.  

B.   VA benefits also pose a problem.  An otherwise eligible individual who is 
eligible to receive VA medical benefits, but who has not actually received 
such benefits during the preceding three months, is an eligible individual. An 
individual is not eligible to make HSA contributions for any month, however, if 
the individual has received medical benefits from the VA at any time during 
the previous three months.  Likewise, an otherwise eligible individual who 
receives TRICARE benefits (TRICARE is the health care program for active 
and retired military members, families and survivors) is also not eligible for an 
HSA. However, there is no loss of eligibility if the VA benefits consist of  
disregarded coverage or preventive care. 

 
C. Starting for tax years after 12-31-2006, individuals can make a full year’s 

HSA contribution even if they become covered by a high deductible plan after 
January of the year. For purposes of the contribution, the individual is treated 
as being a member of the plan for the entire year. An individual who does not 
maintain eligibility for the period beginning with the last month of the tax year 
and ending 12 months later, must report income (subject to the 10% penalty) 
for the months a contribution could not have been made, but for the changes 
made by this Act. 

 
 
 
 
 
 
 
 
 

Automatic enrollment triggers lack of eligibility
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1.       Notice 2008-52; 2008-25 IRB 1 provides the first guidance on the 
changed contribution limitations.  In order to deduct any amount, the 
individual must be an eligible individual on December 1 (assuming a 
calendar year).  Otherwise, the individual must be an individual on the 
first day of the last month of the individual’s tax year. The eligible 
individual is also treated as enrolled in the same HDHP coverage (i.e., 
self-only or family coverage) as he or she has on the first day of the 
last month of the year. For example, if an individual first becomes HSA 
eligible on December 1, 2008, and has family HDHP coverage, he or 
she is treated as an eligible individual and having family HDHP 
coverage for all twelve months in 2008. This full contribution rule also 
applies to catch-up contributions. 

 
2.       Notice 2008-52 also defines the testing period.  The testing period 

begins on the first day of the last month of the taxable year and ends 
on the last day of the 12th month following that month. Thus, for a 
calendar year taxpayer, the testing period is from December 1 of the 
current year to December 31 of the following year.  If the testing 
period requirements aren’t met, income must be recognized.  The 
income will equal the difference between the contribution made and 
the sum of the monthly contribution limits that the individual would 
otherwise have been entitled to make.  

   Example 4-10c  

   Failed Testing Period 

 Greg joins a family HDHP and becomes eligible for an HSA on 
November 30, 2008.  On December 3, 2008 he contributes $5,800 to 
his HSA.  He ceases to be  an eligible individual in June 2009.  

The testing period for Greg’s 2008 HSA contributions ends on 
December 31, 2009. Since Greg ceases to be an eligible individual 
during the testing period, he must include in gross income $5,316.67, 
the amount contributed to the HSA for  2008 minus the sum of the 
monthly contribution limits – one month (December 2008 ($5,800.00 - 
$483.33). Further, the 10% penalty will apply to the deemed 
distribution. 

 

 

 

 

 

 

For calendar year:  must have coverage by 12/1
Testing period always 13 months ending next December
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Example 4-10d 

Receipt of Disqualified Benefits 

Sarah, age 30, is eligible for medical benefits through the Department 
of Veterans Affairs (VA) in January through April of 2008 and again in 
October of 2008.  Sarah is an eligible individual with self-only HDHP 
coverage in May through September 2008. Because of the 3 
preceding month rule, Sarah is not an eligible individual on December 
1, 2008.  Thus, the full contribution limit does Sarah's 2008 
contribution limit is determined under the sum of the monthly 
contribution limits and is $1,208.33 (5/12 x $2,900), reflecting her 
eligibility from May1 through September 30. 

D. Also, starting with years beginning after 2007, the cost-of-living adjustment 
for an HSA is computed as of the close of the 12 month period ending on 3-
31 of the calendar year instead of 8-31 of the year.  IRS is required to 
announce the COLA by June 1 of the preceding year. 

 
E. This annual contribution limit applies to all contributions made on behalf of 

the eligible individual, whether made personally, by others or by the 
employer.  Contributions may be made by or on behalf of eligible individuals 
even if the individuals have no compensation or if the contributions exceed 
their compensation. An eligible individual’s contribution limit isn’t affected by 
other coverage of dependent children or spouse, except that if the spouse is 
not an otherwise eligible individual, no part of the HSA contribution can be 
allocated to the spouse. 

 
F. HSAs offer an advantage to self-employed or highly compensated 

individuals, because the anti-discrimination rules of IRC Sec. 105(h) don’t 
apply to HSAs, as they do to self-insured medical reimbursement plans.  
However, an HSA is not a deduction attributable to the self-employed 
individual's trade or business so it is not taken as a deduction on Schedule 
C, Form 1040, nor is it taken into account in determining net earnings from 
self-employment on Schedule SE, Form 1040. Thus, while it is a deduction 
taken in computing AGI, it has no impact on a sole proprietor’s self-
employment income. 

 
G. Likewise, an employer's contributions to an employee's HSAs are not treated 

as earned income for EIC purposes.  
 

H. For employer contributions (including salary reduction contributions) made 
between January 1 and the date for filing the employees' returns without 
extension, the employer must notify the HSA trustee or custodian if the 
contributions relate to the prior year. The employer must also inform the 
employee of the designation. However, the contributions designated as made 
for the prior year are still reported in box 12 with code W on the employees' 
Form W-2 for the year in which the contributions are actually made. 

 

VA Benefits have 3 month lookback to actual use
for disqualification
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EXAMPLE  4-11 

PARTNERSHIP HSA CONTRIBUTION  

The Profit Partnership is a limited partnership with three equal individual 
partners, Tyler (a general partner), Kyle (a limited partner), and Carol (a 
limited partner). Carol is to be paid $500 annually for services rendered to 
Partnership in her capacity as a partner and without regard to Partnership 
income (a guaranteed payment). Profit has no employees. Tyler, Kyle and 
Carol are eligible individuals and each has an HSA. During 2008, Profit 
makes the following contributions: a $300 contribution to each of Tyler’s and 
Kyle’s HSAs which are treated by Partnership as distributions to them; and a 
$500 contribution to Carol's HSA in lieu of paying C the guaranteed payment 
directly.  
 
The partnership's contributions to Tyler’s and Kyle’s HSAs are not deductible 
by Profit and, therefore, do not affect Profit's calculation of its taxable income 
or loss. The distributions to Tyler’s and Kyle’s individual HSAs are reported 
as cash distributions to them on their Schedule K-1 (Form 1065). The 
distributions to their HSAs are not includible in their net earnings from self 
employment, because distributions don’t affect a partner's distributive share 
of the partnership's income or loss. 
 
The partnership's contribution to Carol's HSA that is treated as a guaranteed 
payment for services rendered to the partnership is deductible by Profit under 
IRC Sec. 162, if the requirements of that section are otherwise satisfied, and 
is includible in Carol's gross income. The payment to Carol's HSA should be 
reported as a guaranteed payment on Schedule K-1 (Form 1065). Because 
the contribution is a guaranteed payment that is derived from the 
partnership's trade or business and is for services rendered to the 
partnership, the contribution constitutes net earnings from self-employment, 
which would  be reported on Schedule SE (Form 1040). Carol is also entitled 
to deduct as an adjustment to gross income the amount of the contribution 
made to her HSA.  
 

Not for services
treated as 

§721 distribution

For services 
treated as 
§707(c) 

guaranteed 
payment.
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L. For S corporations, a 2% or more shareholder is treated as a partner of such 
partnership. Therefore, contributions by an S corporation to an HSA of a 2-
percent shareholder-employee in consideration for services rendered are 
treated as guaranteed payments under IRC Sec. 707(c). Accordingly, the 
contributions are deductible by the S corporation and are includible in the 2-
percent shareholder-employee's gross income. For employment tax 
purposes, when contributions are made by an S corporation to an HSA of a 
2-percent shareholder-employee, the 2-percent shareholder-employee is 
treated as an employee subject to FICA and not as an individual subject to 
Self-Employment Tax. Generally, the S corporation's contributions to an HSA 
of a 2% or more shareholder are not wages subject to FICA tax, even though 
the amounts must be included in wages for income tax withholding purposes 
on a Form W-2, Wage and Tax Statement. The 2-percent shareholder-
employee, if an eligible individual, is entitled to deduct the amount of the 
contributions made to the 2-percent shareholder-employee's HSA during the 
taxable year as an adjustment to gross income on his or her federal income 
tax return.  

 
M. A catch-up contribution is allowed for individuals who are 55 or older, but not 

enrolled in  Medicare.  The catch-up is $900 for 2008 and then caps out at 
$1,000 per year in 2009.  As with the annual HSA contribution, the catch-up 
is computed monthly and stops when the individual becomes enrolled in 
Medicare 

EXAMPLE  4-12 

DEDUCTION COMPUTATION  

An HDHP has an annual deductible of $4,800 for a family.  An individual 
starts in the HDHP on August 1, 2008 and opens an HSA.  In 2008, the 
individual (assuming family coverage) will be able to contribute $5,800, the 
maximum HSA contribution.  If the employee was 57, the employee could 
deduct an additional $900 as a catch-up.  

EXAMPLE  4-13a 

SPOUSAL COVERAGE  

Tom has HDHP self-only coverage and no other health coverage, is not 
enrolled in Medicare and may not be claimed as a dependent on another 
taxpayer's return. Although Natalie, his wife, has non-HDHP family coverage, 
Tom is not covered under that health plan. Tom is therefore an eligible 
individual. The special rules for married individuals do not apply because 
Natalie's non-HDHP family coverage does not cover Tom. Thus, Tom 
remains an eligible individual and may contribute $2,900 to an HSA for 2008.  

  

Age 55 by year end (§223(b)(3)
For 2009 addition is $1,000
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L. For S corporations, a 2% or more shareholder is treated as a partner of such 
partnership. Therefore, contributions by an S corporation to an HSA of a 2-
percent shareholder-employee in consideration for services rendered are 
treated as guaranteed payments under IRC Sec. 707(c). Accordingly, the 
contributions are deductible by the S corporation and are includible in the 2-
percent shareholder-employee's gross income. For employment tax 
purposes, when contributions are made by an S corporation to an HSA of a 
2-percent shareholder-employee, the 2-percent shareholder-employee is 
treated as an employee subject to FICA and not as an individual subject to 
Self-Employment Tax. Generally, the S corporation's contributions to an HSA 
of a 2% or more shareholder are not wages subject to FICA tax, even though 
the amounts must be included in wages for income tax withholding purposes 
on a Form W-2, Wage and Tax Statement. The 2-percent shareholder-
employee, if an eligible individual, is entitled to deduct the amount of the 
contributions made to the 2-percent shareholder-employee's HSA during the 
taxable year as an adjustment to gross income on his or her federal income 
tax return.  

 
M. A catch-up contribution is allowed for individuals who are 55 or older, but not 

enrolled in  Medicare.  The catch-up is $900 for 2008 and then caps out at 
$1,000 per year in 2009.  As with the annual HSA contribution, the catch-up 
is computed monthly and stops when the individual becomes enrolled in 
Medicare 

EXAMPLE  4-12 

DEDUCTION COMPUTATION  

An HDHP has an annual deductible of $4,800 for a family.  An individual 
starts in the HDHP on August 1, 2008 and opens an HSA.  In 2008, the 
individual (assuming family coverage) will be able to contribute $5,800, the 
maximum HSA contribution.  If the employee was 57, the employee could 
deduct an additional $900 as a catch-up.  

EXAMPLE  4-13a 

SPOUSAL COVERAGE  

Tom has HDHP self-only coverage and no other health coverage, is not 
enrolled in Medicare and may not be claimed as a dependent on another 
taxpayer's return. Although Natalie, his wife, has non-HDHP family coverage, 
Tom is not covered under that health plan. Tom is therefore an eligible 
individual. The special rules for married individuals do not apply because 
Natalie's non-HDHP family coverage does not cover Tom. Thus, Tom 
remains an eligible individual and may contribute $2,900 to an HSA for 2008.  

  

Contribution can only go in HSA for eligible 
spouse-in this case 100% to Tom
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EXAMPLE  4-13b 

SPOUSAL COVERAGE  

Fred (56) and Ethel (53) are married.  Both have family coverage under 
separate HDHPs.  Fred’s HDHP has a deductible of $3,000 and Ethel’s 
HDHP has a $2,200 deductible.  In 2008, Fred and Ethel can deduct a total 
of $5,800.  The presumed allocation is 50/50, so Fred and Ethel can each 
deduct $2,900, unless they agree otherwise.  In addition, Fred can deduct an 
additional $900 as a catch-up contribution. 
 

N. HSA contributions must be made in cash – no property, stock, etc. can be 
transferred to the HSA.  HSA contributions are also deductible in computing 
Adjusted Gross Income (above the line) so the taxpayer need not itemize in 
order to get the deduction.  However, there is no double-dipping; meaning of 
course, the HSA contributions can’t then be claimed as medical expenses.  If 
a family member makes an HSA contribution on behalf of an eligible 
individual, the eligible individual can still deduct the HSA contribution whether 
or not he or she itemizes deductions.   

 
O. Employer contributions (within the deduction limits) are not taxable income to 

the employee and are not subject to withholding, FICA, FUTA or the Railroad 
Retirement Tax Act.  The contributions are treated as employer-provided 
coverage for medical expenses under an accident or health plan.  If provided 
through a cafeteria plan, the HSA contribution is treated as employer-
provided.   

 
P. An account beneficiary's interest in an HSA is nonforfeitable. Thus, employer 

contributions made to the plan become the employee’s even if the employee 
subsequently terminates his or her employment during the year.   

 
Q. There is another issue though with these employer contributions.  Since they 

are excluded from income, the employee can’t deduct the contributions to the 
HSA either as actual HSA contributions or as medical expenses. Employer 
contributions to an HSA must be reported on the employee's Form W-2. In 
addition, information reporting for HSAs will be similar to information 
reporting for Archer MSAs.  

 
R. As a result of the 2006 Tax Relief and Health Care Act, for tax years starting 

after 12-31-06, employers can now make higher contributions for nonhighly 
compensated employees than they must make for highly compensated 
employees, but comparable contributions must be made on behalf of all 
nonhighly compensated employees. 

 
 
 
 
 
 

Divide normal, catch up to eligible spouse account
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D. As should be clear, there is no time limit on when the distribution must occur. 
However, to be excludable from the account beneficiary's gross income, he 
or she must keep records sufficient to later show that the distributions were 
exclusively to pay or reimburse qualified medical expenses, that the qualified 
medical expenses have not been previously paid or reimbursed from another 
source and that the medical expenses have not been taken as an itemized 
deduction in any prior taxable year.  

EXAMPLE  4-14 

DEFERRED PAYMENT OF MEDICAL EXPENSES  

Kenny, an eligible individual, contributes $1,500 to an HSA in 2008. On 
December 1, 2008, Kenny incurs a $2,500 qualified medical expense and 
has a balance in his HSA of $1,525, including earnings. On January 3, 2009, 
Kenny contributes another $1,500 to the HSA, bringing the balance in the 
HSA to $3,025. In June, 2010, the Kenny receives a distribution of $2,500 to 
reimburse him for the $2,500 medical expense incurred in 2008. Kenny can 
show that the $2,500 HSA distribution in 2008 is a reimbursement for a 
qualified medical expense that has not been previously paid or otherwise 
reimbursed and has not been taken as an itemized deduction. The 
distribution is excludable from Kenny's gross income.  

 
E. There is a break for individuals receiving distributions erroneously.  If an 

account beneficiary receives an HSA distribution as the result of a mistake of 
fact due to reasonable cause (e.g., the account beneficiary reasonably, but 
mistakenly believed that an expense was a qualified medical expense and 
was reimbursed for that expense from the HSA), the error can be corrected. 
If there is clear and convincing evidence that amounts were erroneously 
distributed from an HSA, the account beneficiary may repay the mistaken 
distribution no later than April 15 following the first year the account 
beneficiary knew or should have known the distribution was a mistake.  

F. An interesting question about the HSA arises when the account beneficiary 
dies.  At death, any balance remaining in the individual's HSA becomes the 
property of the individual named in the HSA documents as the beneficiary of 
the account. If the account beneficiary's surviving spouse is the named 
beneficiary of the HSA, the HSA becomes the spouse’s HSA. The surviving 
spouse is subject to income tax only to the extent distributions from the HSA 
are not used for qualified medical expenses. If the HSA passes to a person 
other than the account beneficiary's surviving spouse, the HSA ceases to be 
an HSA as of the date of the account beneficiary's death, and the beneficiary 
is required to include in gross income the fair market value of the HSA assets 
as of the date of death in the tax year that includes the date of death. For 
such a person (except the decedent's estate), the includable amount is 
reduced by any payments from the HSA made for the decedent's qualified 
medical expenses, if paid within one year after death.  If the account 
beneficiary’s estate is the person acquiring an interest in the HSA, the 
income is included in the account beneficiary’s last income tax return. 

Must have records and expense incurred after
established an HSA
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1. The balance in the FSA or HRA as of 9-21-2006  or  

2. The balance in the FSA or HRA as of the date of distribution. 
 

E. The balance in the account is determined on the cash basis. However, if the 
individual making the rollover doesn’t remain an eligible individual, except for 
death or disability, during the testing period beginning the month of the 
contribution and ending twelve months later, the rollover is income, subject to 
the 10% penalty. 

 
1. Generally, under the new rules, all of the following conditions must be 

satisfied in order to receive the favorable tax treatment.  By plan year-
end: 

a. The plan must be amended as appropriate; 

b. The employee must elect the rollover; and  

c. The year-end balance must be frozen 

2. In addition, the funds must be transferred within two and a half months 
after the end of the plan year and result in a zero balance in the health 
FSA or HRA. 

3. There was a special transition rule for 2006 however.  Under the 
transition rule, there is no requirement to freeze the year-end balance 
in the health FSA or HRA and the amendment, employee election and 
transfer must have been completed by 3-15-07.  

 
F. Notice 2007-22, 2007-10 IRB 670 provides the first guidance on the new 

provisions.  First, an employer must amend any health FSA or HRA to be in 
accord with the comparability rules.  Thus, as amended, the plan must offer 
qualified HSA distributions to all eligible individuals covered by the HDHP.  
There is no requirement that the FSA or HRA be terminated in order to 
provide the qualified distribution.  In other words, even if the distribution 
reduces the balance in the FSA or HRA to zero, the FSA or HSA coverage 
won’t end.  If the FSA or HRA is not HSA compatible, employees can 
become eligible individuals only after transfers from the FSA or HRA that 
result in either disregarded coverage or the termination of the HRA coverage 
at the end of the plan year. Consequently, qualified HSA distributions from 
health FSAs or HRAs that are not HSA compatible and that take place at any 
time other than the end of a plan year, generally result in the inclusion of the 
distribution in income and the imposition of an additional 10 percent tax.  

 
G. Amounts transferred through a qualified HSA distribution are not reported in 

box 12 of Form W-2. Employers are not responsible for reporting whether an 
employee receiving a qualified HSA distribution remains an eligible individual 
during the testing period. However, employers must report qualified HSA 
distributions as rollover contributions to the HSA trustee, and the HSA trustee 
must report the qualified HSA distribution as a rollover contribution on Form 
5498-SA.  

 

Notice 2007-22
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H. Remember, unused amounts remaining at the end of a health FSA's plan 
year must be forfeited in the absence of a grace period. Thus, if a health FSA 
does not have a grace period, unused amounts remaining at the end of the 
plan year are forfeited and cannot be transferred to an HSA after the end of 
the plan year. Although the unused amounts can be distributed to an HSA 
before the end of the plan year, because the health FSA coverage continues 
until the end of the plan year, an individual covered by the health FSA is not 
an eligible individual immediately after the qualified HSA distribution. Any 
such qualified HSA distribution is included in income and subject to an 
additional 10 percent excise tax. Similarly, an individual without HDHP 
coverage after a distribution is not an eligible individual after the distribution 
and thus the qualified HSA distribution is included in income and subject to 
an additional 10 percent excise tax. Another problem is that unless a 
participant has a change in status health FSA elections may not be changed 
during a plan year. 

 
I. As indicated earlier, balances in the account are determined on the cash 

basis. For this purpose, cash basis means the balance as of any date, 
without taking into account expenses incurred that have not been reimbursed 
as of that date. Pending claims, claims submitted, claims received or claims 
under review that have not been paid as of a date are not taken into account 
for purposes of determining the account balance. In addition, the balance of 
a health FSA is determined by applying the uniform coverage rule (i.e., 
maximum reimbursement available for the plan year reduced for prior 
reimbursements paid as of the date for the same plan year 

 
J. An employee who begins HDHP coverage after the first day of the month is 

not an eligible individual until the first day of the next month. Thus, any 
distribution in that first month is included in the employee's income and 
subject to an additional 10 percent tax.  

 
K. An employee with a balance in a health FSA with a grace period or HRA at 

the end of a plan year is not treated as an eligible individual for HSA 
purposes on the first day of the immediately following plan year if a qualified 
HSA distribution does not result in a zero balance in the health FSA or HRA.  
In that case, the amount of the HSA distribution is included in the employee's 
gross income in the year of the distribution and is subject to a 10 percent 
additional tax. However, an employee with a balance in an HSA-compatible 
health FSA or HRA at the end of a plan year remains an eligible individual, if 
otherwise eligible, regardless of whether a qualified HSA distribution is made.  

 
 
 
 
 
 
 
 
 

87Sunday, November 22, 2009



HRA Coverage Fix

4-28 
Special Topic

SM
                                                                                                                                                            Mares Nichols CPE, Inc.  

L. If an individual ceases to be an eligible individual during the testing period, 
the amount of the qualified HSA distribution is included in the gross income 
of the individual and is subject to an additional 10 percent tax. Failing to 
remain an eligible individual does not require the withdrawal of the qualified 
HSA distribution, and the amount is not an excess contribution. However, 
any HSA withdrawal not used for qualified medical expenses is included in 
income and subject to an additional 10 percent tax (with certain exceptions), 
regardless of whether the HSA received a qualified HSA distribution that was 
previously included in the account beneficiary's income and subject to the 
additional tax.  

 
M. If an individual has a zero balance in a general purpose health FSA on the 

last day of the health FSA plan year, the individual does not fail to be an 
eligible individual as of the first day of the immediately following health FSA 
plan year because of coverage during a health FSA grace period.   Likewise, 
an individual with a zero balance in a general purpose HRA, determined on a 
cash basis, on the last day of the HRA plan year, does not fail to be an 
eligible individual on the first day of the immediately following HRA plan year, 
so long as: 

1. Effective on the first day of the immediately following HRA plan year, 
the employee elects to waive participation in the HRA, or  

2. Effective on or before the first day of the following HRA plan year, the 
employer terminates the general purpose HRA with respect to all 
employees, or  

3. Effective on or before the first day of the following HRA plan year, with 
respect to all employees, the employer converts the general purpose 
HRA to an HSA compatible HRA.  

 
N. An employee with a balance at the end of a plan year in a general purpose 

health FSA with a grace period or general purpose HRA is treated as an 
eligible individual for HSA purposes as of the first day of the first month in the 
immediately following plan year that the individual has HDHP coverage on 
the first day of the month if:  

1. The employer amends the health FSA or HRA written plan effective by 
the last day of the plan year to allow a qualified HSA distribution,  

2. A qualified HSA distribution from the health FSA or HRA has not been 
previously made on behalf of the employee with respect to that 
particular health FSA or HRA, 

3. The employee has HDHP coverage as of the first day of the month 
during which the qualified HSA distribution occurs, and is otherwise an 
eligible individual, 

4. The employee elects by the last day of the plan year to have the 
employer make a qualified HSA distribution from the health FSA or 
HRA to the HSA of the employee, 
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L. If an individual ceases to be an eligible individual during the testing period, 
the amount of the qualified HSA distribution is included in the gross income 
of the individual and is subject to an additional 10 percent tax. Failing to 
remain an eligible individual does not require the withdrawal of the qualified 
HSA distribution, and the amount is not an excess contribution. However, 
any HSA withdrawal not used for qualified medical expenses is included in 
income and subject to an additional 10 percent tax (with certain exceptions), 
regardless of whether the HSA received a qualified HSA distribution that was 
previously included in the account beneficiary's income and subject to the 
additional tax.  

 
M. If an individual has a zero balance in a general purpose health FSA on the 

last day of the health FSA plan year, the individual does not fail to be an 
eligible individual as of the first day of the immediately following health FSA 
plan year because of coverage during a health FSA grace period.   Likewise, 
an individual with a zero balance in a general purpose HRA, determined on a 
cash basis, on the last day of the HRA plan year, does not fail to be an 
eligible individual on the first day of the immediately following HRA plan year, 
so long as: 

1. Effective on the first day of the immediately following HRA plan year, 
the employee elects to waive participation in the HRA, or  

2. Effective on or before the first day of the following HRA plan year, the 
employer terminates the general purpose HRA with respect to all 
employees, or  

3. Effective on or before the first day of the following HRA plan year, with 
respect to all employees, the employer converts the general purpose 
HRA to an HSA compatible HRA.  

 
N. An employee with a balance at the end of a plan year in a general purpose 

health FSA with a grace period or general purpose HRA is treated as an 
eligible individual for HSA purposes as of the first day of the first month in the 
immediately following plan year that the individual has HDHP coverage on 
the first day of the month if:  

1. The employer amends the health FSA or HRA written plan effective by 
the last day of the plan year to allow a qualified HSA distribution,  

2. A qualified HSA distribution from the health FSA or HRA has not been 
previously made on behalf of the employee with respect to that 
particular health FSA or HRA, 

3. The employee has HDHP coverage as of the first day of the month 
during which the qualified HSA distribution occurs, and is otherwise an 
eligible individual, 

4. The employee elects by the last day of the plan year to have the 
employer make a qualified HSA distribution from the health FSA or 
HRA to the HSA of the employee, 
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5. The health FSA or HRA makes no reimbursements to the employee 
after the last day of the plan year,  

6. The employer makes the qualified HSA distribution directly to the HSA 
trustee by the fifteenth day of the third calendar month following the 
end of the immediately preceding plan year, but after the employee 
becomes HSA-eligible,  

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

8. After the qualified HSA distribution there is a zero balance in the 
health FSA or HRA, and the employee is no longer a participant in any 
non-HSA compatible health plan or (b) effective on or before the date 
of the first qualified HSA distribution the general purpose health FSA 
or general purpose HRA written plan is converted to an HSA-
compatible health FSA or HRA, as described in Rev. Rul. 2004-45, for 
all participants. 

 
O. As noted, a special transition rule applied to employees with a balance in a 

general purpose health FSA or general purpose HRA after December 31, 
2006.  Those employees are treated as eligible individuals for HSA purposes 
as of the first day of the first month in 2007 that an employee has HDHP 
coverage on the first day of the month if:  

1. The employer amended the health FSA or HRA written plan effective 
on or before March 15, 2007, to allow a qualified HSA distribution,  

2. A qualified HSA distribution from the health FSA or HRA had not been 
previously made on behalf of the employee with respect to that 
particular health FSA or HRA,  

3. The employee had HDHP coverage as of the first day of the month 
during which the qualified HSA distribution occurs, and was otherwise 
an eligible individual, 

4. The employee elected on or before March 15, 2007, to have the 
employer make a qualified HSA distribution from the health FSA or 
HRA to the HSA of the employee, 

5. The qualified HSA distribution from the health FSA or HRA did not 
exceed the lesser of the balance of the respective health FSA or HRA 
on (a) September 21, 2006, or (b) the date of the distribution,  

6. The employer made the qualified HSA distribution directly to the HSA 
trustee by March 15, 2007, but after the employee became HSA-
eligible, and 
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7. After the qualified HSA distribution there was a zero balance in the 
health FSA or HRA, and the employee was no longer a participant in 
any non-HSA compatible health plan or (b) effective on or before the 
date of the first qualified HSA distribution, the general purpose health 
FSA or general purpose HRA written plan was converted to an HSA-
compatible health FSA or HRA, as described in Rev. Rul. 2004-45, for 
all participants. 

EXAMPLE  4-15 

FSA ROLLOVER  

In 2008, Stooges, Inc. has a calendar year general purpose health 
FSA with a grace period ending on March 15, 2009. Stooges offers 
employees the option of electing HDHP coverage for the plan year 
beginning January 1, 2009.  Before January 1, 2009, Stooges amends 
the health FSA to allow for qualified HSA distributions. The amended 
plan allows an employee electing HDHP coverage to also elect to 
have any health FSA balance at year-end contributed directly to an 
HSA trustee. Under the amendment, if an employee elects the 
qualified HSA distribution, the employee cannot submit any additional 
claims after December 31, 2009, regardless of when the underlying 
expense was incurred nor are any claims paid after December 31, 
even if submitted prior to December 31, 2008.  
 
Larry has a balance of $950 in the health FSA on September 21, 
2006, and a balance of $700 on December 31, 2008. On or before 
December 31, 2008, Larry elects HDHP coverage beginning January 
1, 2009 and also elects to have a qualified HSA distribution of the 
$700 remaining in the health FSA on December 31, 2008. Stooges 
contributes $700 to an HSA on Larry’s behalf on or before March 15, 
2009. Larry is otherwise an eligible individual as of January 1, 2009.  
 
Curly has a balance of $850 on December 31, 2008. On or before 
December 31, 2008, Curly elects HDHP coverage for 2009. Curly 
does not elect to have a qualified HSA distribution of the $850 
remaining in the health FSA on December 31, 2008. As with Larry, 
Curly is otherwise an eligible individual.  
 
Under these facts, Larry does not fail to be an eligible individual as of 
January 1, 2009 because after the qualified HSA distribution Larry has 
a zero balance in the health FSA. Curly is an eligible individual on 
April 1, 2009.  

Zero at 12/31

Covered until 
3/31
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EXAMPLE  4-16a 

HRA ROLLOVER  

For 2008, Eastwood, LLC has a calendar year general purpose HRA. 
Eastwood offers employees the option of electing HDHP coverage for 
the plan year beginning January 1, 2009.  Before January 1, 2009, 
Eastwood amends the HRA to allow for qualified HSA distributions. 
The amended HRA allows an employee electing HDHP coverage for 
the plan year to also elect to have the lesser of the balance in the 
HRA on September 21, 2006 or the HRA balance at year-end 
contributed directly to an HSA. Under the amendment, if an employee 
elects the qualified HSA distribution, the employee cannot submit any 
additional claims after December 31, 2008, regardless of when the 
underlying expense was incurred, nor will the HRA reimburse any 
claim submitted but unpaid as of December 31, 2008. The 
amendment also provides that an employee who elects a qualified 
HSA distribution may also elect to waive participation in the HRA.  
 
Clint has a balance of $300 in the HRA on September 21, 2006, and a 
balance of $175 on December 31, 2008. On or before December 31, 
2008, Clint elects HDHP coverage for 2009. Clint also elects to have a 
qualified HSA distribution of the $175 remaining in the HRA on 
December 31, 2008, and to waive participation in the HRA effective 
after December 31, 2008. Eastwood contributes $175 to his HSA on 
or before March 15, 2009. Clint is otherwise an eligible individual as of 
January 1, 2009.  
Harry has a balance of $300 in the HRA on September 21, 2006, and 
a balance of $550 on December 31, 2008. On or before December 31, 
2008, Harry elects HDHP coverage for 2008. Harry also elects to have 
a qualified HSA distribution of the $300 that was in the HRA on 
September 21, 2006. Eastwood contributes $300 to his HSA on March 
15, 2009. Harry is otherwise an eligible individual as of January 1, 
2009.  
 
Sandra has a balance of $400 in the HRA on September 21, 2006. On 
or before December 31, 2008, Sandra elects HDHP coverage for 
2009. On June 15, 2008, Sandra has a balance of $275 in the HRA, 
and elects to have a qualified HSA distribution of the $275. Eastwood 
contributes $275 to her HSA on August 20, 2008. Sandra is otherwise 
an eligible individual as of January 1, 2009.  
 
 
 
 
 
 
 
 

2008 Balance < 
9/21/06

2008 Balance > 
9/21/06

Has to wait until 
2009
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Clint does not fail to be an eligible individual as of January 1, 2009 
because after the qualified HSA distribution he has a zero balance in 
the HRA and does not participate in any non-HSA compatible HRA. 
Harry fails to be an eligible individual after the qualified HSA 
distribution, because he has a balance exceeding zero in the HRA 
after the distribution. Harry must include $300 in gross income in 
2009, as well as pay an additional 10 percent tax. Sandra fails to be 
an eligible individual after the qualified HSA distribution, because she 
remains a participant in an HRA that is not HSA-compatible until the 
end of the HRA plan year. The result is the same regardless of 
whether she waived participation in the HRA after June 15, 2008. 
Thus, Sandra must include $275 in gross income in 2008, as well as 
pay an additional 10 percent tax.  

EXAMPLE  4-16b 

HRA ROLLOVER  

Assume the same facts as in Example 4-16a, except Eastwood 
converted the general purpose HRA to an HSA-compatible retirement 
HRA for all employees effective January 1, 2009.  
 
Chris has a balance of $275 in the HRA on September 21, 2006, and 
a balance of $700 on December 31, 2008. On or before December 31, 
2008, Chris elects HDHP coverage beginning January 1, 2009 and is 
otherwise an eligible individual as of January 1, 2009. Chris also 
elects to have a qualified HSA distribution of the $275 that was in the 
HRA on September 21, 2006. Eastwood contributes $275 to his HSA 
on or before March 15, 2009. Chris has a balance of $425 in a 
retirement HRA and remains an active employee. Chris is an eligible 
individual as of January 1, 2009, because the HRA Chris participates 
in is HSA-compatible.  

P. Starting in tax years beginning after 12-31-2006, individuals can also make a 
once-in-a-lifetime direct trustee-to-trustee rollover from an IRA (not a SEP or 
SIMPLE) to an HSA. The rollover is limited to the maximum HSA contribution 
that the individual (or family) can make. The total HSA contribution is also 
reduced by the rollover. Despite the once-in-a-lifetime limit, a second rollover 
may be made if the taxpayer had single-only coverage during the month the 
initial rollover was made and subsequently the taxpayer obtains family 
coverage. Of course, if the individual does not remain an eligible individual 
during the testing period (the 12 month period starting with the month of the 
contribution); the rollover is taxed to him and subject to the 10% penalty.  
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Clint does not fail to be an eligible individual as of January 1, 2009 
because after the qualified HSA distribution he has a zero balance in 
the HRA and does not participate in any non-HSA compatible HRA. 
Harry fails to be an eligible individual after the qualified HSA 
distribution, because he has a balance exceeding zero in the HRA 
after the distribution. Harry must include $300 in gross income in 
2009, as well as pay an additional 10 percent tax. Sandra fails to be 
an eligible individual after the qualified HSA distribution, because she 
remains a participant in an HRA that is not HSA-compatible until the 
end of the HRA plan year. The result is the same regardless of 
whether she waived participation in the HRA after June 15, 2008. 
Thus, Sandra must include $275 in gross income in 2008, as well as 
pay an additional 10 percent tax.  

EXAMPLE  4-16b 

HRA ROLLOVER  

Assume the same facts as in Example 4-16a, except Eastwood 
converted the general purpose HRA to an HSA-compatible retirement 
HRA for all employees effective January 1, 2009.  
 
Chris has a balance of $275 in the HRA on September 21, 2006, and 
a balance of $700 on December 31, 2008. On or before December 31, 
2008, Chris elects HDHP coverage beginning January 1, 2009 and is 
otherwise an eligible individual as of January 1, 2009. Chris also 
elects to have a qualified HSA distribution of the $275 that was in the 
HRA on September 21, 2006. Eastwood contributes $275 to his HSA 
on or before March 15, 2009. Chris has a balance of $425 in a 
retirement HRA and remains an active employee. Chris is an eligible 
individual as of January 1, 2009, because the HRA Chris participates 
in is HSA-compatible.  

P. Starting in tax years beginning after 12-31-2006, individuals can also make a 
once-in-a-lifetime direct trustee-to-trustee rollover from an IRA (not a SEP or 
SIMPLE) to an HSA. The rollover is limited to the maximum HSA contribution 
that the individual (or family) can make. The total HSA contribution is also 
reduced by the rollover. Despite the once-in-a-lifetime limit, a second rollover 
may be made if the taxpayer had single-only coverage during the month the 
initial rollover was made and subsequently the taxpayer obtains family 
coverage. Of course, if the individual does not remain an eligible individual 
during the testing period (the 12 month period starting with the month of the 
contribution); the rollover is taxed to him and subject to the 10% penalty.  
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XVII. COMPARABILITY 
 

A. The basic HSA rules require that all employees receive comparable HSA 
contributions. If all employees who are eligible individuals do not contribute 
the same amount to their HSAs and, consequently, do not receive 
comparable contributions to their HSAs, the IRC Sec. 4980G comparability 
rules are not satisfied. Comparable participating employees are eligible 
individuals who are in the same category of employees and who have the 
same category of high deductible health plan (HDHP) coverage.  As with 
most provisions, all employers that would be treated as a single employer 
under IRC Sec. 414 (b), (c), (m), or (o) are treated as one employer.  
Independent contractors and other self-employed individuals are not subject 
to the comparability rules.  This means that a contribution made to a sole 
proprietor’s or partner’s HSA doesn’t have to be matched with contributions 
for employees. 

 
B. If an employer conditions contributions by the employer to an employee's 

HSA on an employee's participation in health assessments, disease 
management programs or wellness programs and makes the same 
contributions available to all employees who participate in the programs, the 
contributions don’t meet the comparability requirements.  Likewise, if all 
comparable participating employees do not meet the age or length of service 
requirement, all comparable participating employees do not receive 
comparable contributions to their HSAs and the employer contributions fail to 
satisfy the comparability rules.  

 
C. However, an employer may make additional HSA contributions to satisfy the 

comparability rules. An employer may contribute up until April 15th following 
the calendar year in which the non-comparable contributions were made. An 
employer that makes additional HSA contributions to correct non-comparable 
contributions must also contribute reasonable interest. However, an 
employer is not required to contribute amounts in excess of the annual 
contribution limits. The determination of whether a rate of interest used by an 
employer is reasonable will be based on all of the facts and circumstances. If 
an employer calculates interest using the Federal short-term rate as 
determined in accordance with IRC Sec. 1274(d), the employer is deemed to 
use a reasonable interest rate.  

EXAMPLE  4-17 

PROPRIETORSHIP HSA  

Joe, a sole proprietor is an eligible individual and contributes $1,000 to his 
own HSA. Joe also contributes $500 for the same calendar year to the HSA 
of each employee who is an eligible individual. The comparability rules are 
not violated by Joes's $1,000 contribution to his own HSA.  
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As discussed above, contributions to a partner’s HSA are treated as either 
guaranteed payments under section IRC Sec. 707(c) or distributions under 
IRC Sec. 731. However, if a partnership contributes to the HSAs of any 
employee who is not a partner, the partnership must make comparable 
contributions to the HSAs of all comparable participating employees.  

EXAMPLE  4-18 

PARTNERSHIP HSA  

Tax Specialists is a limited partnership with three equal individual partners, 
Val (a general partner), Sue (a limited partner), and Jill (a limited partner). Jill 
is to be paid $300 annually for services rendered to Tax Specialists in her 
capacity as a partner without regard to partnership income (an IRC Sec. 
707(c) guaranteed payment). Oliver and Stan are the only employees of Tax 
Specialists and are not partners. Val, Sue, Jill, Oliver and Stan are eligible 
individuals and each has an HSA. During Tax Specialists' taxable year, 
which is also a calendar year, it makes the following contributions: 

1. A $300 contribution to each of Val's and Sue's HSAs that are treated 
as IRC Sec. 731 distributions to them;  

2. A $300 contribution to Jill's HSA in lieu of paying her the guaranteed 
payment directly; and  

3. A $200 contribution to each of Oliver's and Stan's HSAs, who are 
comparable participating employees.  

Tax Specialists’ contributions to Val's and Sue's HSAs are IRC Sec. 731 
distributions, treated as cash distributions. Tax Specialists’ contribution to 
Jill's HSA is treated as a guaranteed payment under IRC Sec. 707(c). Thus, 
it is not treated as compensation to an employee. Accordingly, Tax 
Specialists' contributions to the HSAs of Val, Sue and Jill are not subject to 
the comparability rules. Tax Specialist's contributions to Oliver’s and Stan’s 
HSAs are subject to the comparability rules because they are employees and 
not partners in Tax Specialists. Based on the facts, Tax Specialists' 
contributions satisfy the comparability rules.  
 

D. To satisfy the comparability rule in IRC Sec. 4980G, an employer must make 
comparable contributions for the calendar year to HSAs of employees who 
are eligible individuals. As indicated, the calendar year is the testing period 
for the comparability rules. The comparability rules do not apply to 
contributions made through a cafeteria plan according to the Conference 
Report that accompanied the legislation (Conf. Rep. No. 391, 108 Cong., 1 
Sess. 840 (2003)). This conclusion is also reflected in Notice 2004-2, 2004-2 
IRB 269, Q&A 32 that confirms the comparability rules do not apply to HSA 
contributions made through a cafeteria plan.  

 
 

No comparability issue

No comparability issue

Comparability applies
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1. However, other discrimination rules apply.  Contributions, including 
“matching contributions”, to an HSA made under a cafeteria plan are 
subject to the IRC Sec. 125 nondiscrimination rules (eligibility rules, 
contributions and benefits tests and key employee concentration 
tests).  After-tax employee contributions to the HSA are not subject to 
the comparability rules because they are not employer contributions. 
Likewise, the comparability rules do not apply to amounts rolled over 
from an employee's HSA or Archer MSA.  

 
2. The comparability requirements are very broad.  For example, if an 

employer makes additional HSA contributions available to all 
employees who are eligible individuals and who have attained a 
specified age or who qualify for the additional contributions under the 
catch-up rules, all employees who are eligible individuals do not 
receive comparable contributions to their HSAs and the employer 
contributions fail to satisfy the comparability rules.  

 
3. An employer contributing to HSAs of employees who work full-time for 

less than twelve months, satisfies the comparability rules if the 
contribution amount is comparable when determined on a month-to-
month basis. For example, if the employer contributes $240 to the 
HSAs of each full-time employee who works the entire calendar year, 
the employer must contribute $60 to the HSA of a full-time employee 
who works three months of the year.  

 
4. Likewise, if during a calendar year, an employer contributes to the 

HSA of any employee covered by one of the employer’s HDHPs, the 
employer is required to make comparable contributions to all eligible 
individuals with coverage under any of the employer’s HDHPs. 
However, an employer that contributes to the HSAs of employees 
covered under the employer’s HDHP is not required to make 
comparable contributions to HSAs of employees who are not covered 
by the employer’s HDHP. An employer that contributes to the HSA of 
any eligible individual with coverage under any HDHP, even if that 
coverage is not the employer’s HDHP must make comparable 
contributions to all eligible individuals whether or not covered by the 
employer’s HDHP.  

EXAMPLE  4-19a 

COMPARABILITY  

Notsohot, Inc. offers an HDHP to its full-time employees. Most full-
time employees are covered under Notsohot's HDHP and Notsohot 
makes comparable contributions only to these employees' HSAs. 
Mark, a full-time employee and an eligible individual, is covered under 
his spouse's HDHP and not under Notsohot's HDHP. Notsohot is not 
required to make comparable contributions to Mark's HSA.  

Can restrict to only HDHP coverage employer provides
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EXAMPLE  4-19b  

COMPARABILITY  

Mainframe, Inc. doesn’t offer an HDHP. Several full-time employees, 
who are eligible individuals, have HSAs. Mainframe contributes to 
these employees' HSAs. Mainframe must make comparable 
contributions to the HSAs of all full-time employees who are eligible 
individuals.  

EXAMPLE  4-19c 

COMPARABILITY  

Notsure, Inc. offers an HDHP to its full-time employees. Most full-time 
employees are covered under Notsure's HDHP and Notsure makes 
comparable contributions to these employees' HSAs and also to HSAs 
of full-time employees not covered under Notsure's HDHP. Pat, a full-
time employee and an eligible individual, is covered under his 
spouse's HDHP and not under Notsure's HDHP. Notsure must make 
comparable contributions to Pat's HSA.  
 

E. Under Reg. 54.4980-1, the coverage categories for comparability purposes 
are self-only HDHP coverage and family HDHP coverage. Family HDHP 
coverage means any coverage other than self-only HDHP coverage. The 
comparability rules apply separately to self-only HDHP coverage and family 
HDHP coverage. In addition, if an HDHP has family coverage options 
meeting the following requirements, each such coverage option may be 
treated as a separate category of coverage and the comparability rules may 
be applied separately to each category: 

1. Self plus one;  

2. Self plus two; and  

3. Self plus three or more.  
 

F. However, if the HDHP has more than one category that provides coverage 
for the same number of individuals, all such categories are treated as a 
single category for purposes of the comparability rules. Thus, the categories 
of “employee plus spouse” and “employee plus dependent,” each providing 
coverage for two individuals, are treated as the single category “self plus 
one” for comparability purposes.  

Can offer only to those with their own HDHP coverage
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EXAMPLE  4-19b  

COMPARABILITY  

Mainframe, Inc. doesn’t offer an HDHP. Several full-time employees, 
who are eligible individuals, have HSAs. Mainframe contributes to 
these employees' HSAs. Mainframe must make comparable 
contributions to the HSAs of all full-time employees who are eligible 
individuals.  

EXAMPLE  4-19c 

COMPARABILITY  

Notsure, Inc. offers an HDHP to its full-time employees. Most full-time 
employees are covered under Notsure's HDHP and Notsure makes 
comparable contributions to these employees' HSAs and also to HSAs 
of full-time employees not covered under Notsure's HDHP. Pat, a full-
time employee and an eligible individual, is covered under his 
spouse's HDHP and not under Notsure's HDHP. Notsure must make 
comparable contributions to Pat's HSA.  
 

E. Under Reg. 54.4980-1, the coverage categories for comparability purposes 
are self-only HDHP coverage and family HDHP coverage. Family HDHP 
coverage means any coverage other than self-only HDHP coverage. The 
comparability rules apply separately to self-only HDHP coverage and family 
HDHP coverage. In addition, if an HDHP has family coverage options 
meeting the following requirements, each such coverage option may be 
treated as a separate category of coverage and the comparability rules may 
be applied separately to each category: 

1. Self plus one;  

2. Self plus two; and  

3. Self plus three or more.  
 

F. However, if the HDHP has more than one category that provides coverage 
for the same number of individuals, all such categories are treated as a 
single category for purposes of the comparability rules. Thus, the categories 
of “employee plus spouse” and “employee plus dependent,” each providing 
coverage for two individuals, are treated as the single category “self plus 
one” for comparability purposes.  

If do both, must do so consistently
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number covered

• But can’t give better benefit to those 
with fewer family beneficiaries (though 
can skip single and still give family)
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EXAMPLE  4-19d 

COMPARABILITY  

Bigsales, Inc. maintains an HDHP and contributes to the HSAs of eligible 
employees who are covered under the HDHP. The HDHP has self-only 
coverage and family coverage. Bigsales contributes $750 to the HSA of each 
eligible employee with self-only HDHP coverage and $1,000 to the HSA of 
each eligible employee with family HDHP coverage. Bigsale's contributions 
satisfy the comparability rules.  

EXAMPLE  4-19e 

COMPARABILITY  

Manymore LLC maintains an HDHP and contributes to the HSAs of eligible 
employees who elect coverage under the HDHP. The HDHP has the 
following coverage options:  

1. Self-only;  

2. Self plus spouse;  

3. Self plus dependent;  

4. Self plus spouse plus one dependent;  

5. Self plus two dependents; and  

6. Self plus spouse and two or more dependents.  

The self plus spouse category and the self plus dependent category 
constitute the same category of HDHP coverage (self plus one) and 
Manymore must make the same comparable contributions to the HSAs of all 
eligible individuals who are in either the self plus spouse category of HDHP 
coverage or the self plus dependent category of HDHP coverage. Likewise, 
the self plus spouse plus one dependent category and the self plus two 
dependents category constitute the same category of HDHP coverage (self 
plus two) and Manymore must make the same comparable contributions to 
the HSAs of all eligible individuals who are in either of those categories.  

EXAMPLE  4-19f 

COMPARABILITY  

Lost profits maintains an HDHP and contributes to the HSAs of eligible 
employees who elect coverage under the HDHP. The HDHP has the 
following coverage options:  

1. Self-only;  

2. Self plus one;  

3. Self plus two; and  

4. Self plus three or more.  

 

Can differentiate between family and self-only
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EXAMPLE  4-19d 

COMPARABILITY  

Bigsales, Inc. maintains an HDHP and contributes to the HSAs of eligible 
employees who are covered under the HDHP. The HDHP has self-only 
coverage and family coverage. Bigsales contributes $750 to the HSA of each 
eligible employee with self-only HDHP coverage and $1,000 to the HSA of 
each eligible employee with family HDHP coverage. Bigsale's contributions 
satisfy the comparability rules.  

EXAMPLE  4-19e 

COMPARABILITY  

Manymore LLC maintains an HDHP and contributes to the HSAs of eligible 
employees who elect coverage under the HDHP. The HDHP has the 
following coverage options:  

1. Self-only;  

2. Self plus spouse;  

3. Self plus dependent;  

4. Self plus spouse plus one dependent;  

5. Self plus two dependents; and  

6. Self plus spouse and two or more dependents.  

The self plus spouse category and the self plus dependent category 
constitute the same category of HDHP coverage (self plus one) and 
Manymore must make the same comparable contributions to the HSAs of all 
eligible individuals who are in either the self plus spouse category of HDHP 
coverage or the self plus dependent category of HDHP coverage. Likewise, 
the self plus spouse plus one dependent category and the self plus two 
dependents category constitute the same category of HDHP coverage (self 
plus two) and Manymore must make the same comparable contributions to 
the HSAs of all eligible individuals who are in either of those categories.  

EXAMPLE  4-19f 

COMPARABILITY  

Lost profits maintains an HDHP and contributes to the HSAs of eligible 
employees who elect coverage under the HDHP. The HDHP has the 
following coverage options:  

1. Self-only;  

2. Self plus one;  

3. Self plus two; and  

4. Self plus three or more.  
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EXAMPLE  4-19d 

COMPARABILITY  

Bigsales, Inc. maintains an HDHP and contributes to the HSAs of eligible 
employees who are covered under the HDHP. The HDHP has self-only 
coverage and family coverage. Bigsales contributes $750 to the HSA of each 
eligible employee with self-only HDHP coverage and $1,000 to the HSA of 
each eligible employee with family HDHP coverage. Bigsale's contributions 
satisfy the comparability rules.  

EXAMPLE  4-19e 

COMPARABILITY  

Manymore LLC maintains an HDHP and contributes to the HSAs of eligible 
employees who elect coverage under the HDHP. The HDHP has the 
following coverage options:  

1. Self-only;  

2. Self plus spouse;  

3. Self plus dependent;  

4. Self plus spouse plus one dependent;  

5. Self plus two dependents; and  

6. Self plus spouse and two or more dependents.  

The self plus spouse category and the self plus dependent category 
constitute the same category of HDHP coverage (self plus one) and 
Manymore must make the same comparable contributions to the HSAs of all 
eligible individuals who are in either the self plus spouse category of HDHP 
coverage or the self plus dependent category of HDHP coverage. Likewise, 
the self plus spouse plus one dependent category and the self plus two 
dependents category constitute the same category of HDHP coverage (self 
plus two) and Manymore must make the same comparable contributions to 
the HSAs of all eligible individuals who are in either of those categories.  

EXAMPLE  4-19f 

COMPARABILITY  

Lost profits maintains an HDHP and contributes to the HSAs of eligible 
employees who elect coverage under the HDHP. The HDHP has the 
following coverage options:  

1. Self-only;  

2. Self plus one;  

3. Self plus two; and  

4. Self plus three or more.  
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Lost profits contributes 

1. $500 to the HSA of each eligible employee with self-only HDHP 
coverage 

2. $750 to the HSA of each eligible employee with self plus one HDHP 
coverage 

3. $900 to the HSA of each eligible employee with self plus two HDHP 
coverage and 

4. $1,000 to the HSA of each eligible employee with self plus three or 
more HDHP coverage.  

Lost profits’ contributions satisfy the comparability rules.  

G. Two issues that were often raised under the comparability requirements 
were: 

1. The employer’s responsibility to make HSA contributions where the 
employee didn’t have an HSA.   

2. The ability to accelerate comparable HSA contributions where an 
employee’s medical expenses exceeded the contribution to date. 

Reg. 54.4980G-4, issued April 17, 2008 addresses these issues.  The 
regulations apply to employer contributions made for calendar years 
beginning on or after January 1, 2009, but an employer can rely on the 
regulations immediately. 

H. The regulation provides that an employer won’t fail the comparability test 
where an employee has no HSA if the employer: 

1. Provides all eligible employees without HSAs notice by December 31 
of the year in question that the employer will make an HSA 
contribution to each employee who establishes an HSA by February 
28 (29 in a leap year) of the following year and notifies the employer 
that he or she has established an HSA and 

2. Actually makes a comparable contribution to the employee’s HSA plus 
reasonable interest by April 15 of the following year (i.e. April 15, 2009 
for calendar year 2008). 

 The regulations also provide rules for giving the employees notice.  If an 
employee has earlier notified the employer that he or she has established an 
HSA, or if the employer has previously made contributions to that employee's 
HSA, the employer may not condition making comparable contributions on 
receipt of any additional notice from that employee. For each calendar year, 
a notice is deemed to be timely if the employer provides the notice no earlier 
than 90 days before the first HSA employer contribution for that calendar 
year and no later than January 15 of the following calendar year.  
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I. Reg. 54.4980G-4 also provides a model notice: 

Notice to Employees Regarding Employer Contributions to HSAs:  

This notice explains how you may be eligible to receive contributions from 
[employer] if you are covered by a High Deductible Health Plan (HDHP). 
[Employer] provides contributions to the Health Savings Account (HSA) of 
each employee who is [insert employer's eligibility requirements for HSA 
contributions] ("eligible employee"). If you are an eligible employee, you must 
do the following in order to receive an employer contribution:  

1. establish an HSA on or before the last day in February of [insert year 
after the year for which the contribution is being made] and;  

2. notify [insert name and contact information for appropriate person to 
be contacted] of your HSA account information on or before the last 
day in February of [insert year after year for which the contribution is 
being made]. [Specify the HSA account information that the employee 
must provide (e.g., account number, name and address of trustee or 
custodian, etc.) and the method by which the employee must provide 
this account information (e.g., in writing, by e-mail, on a certain form, 
etc.)].  

If you establish your HSA on or before the last day of February in [insert year 
after year for which the contribution is being made] and notify [employer] of 
your HSA account information, you will receive your HSA contributions, plus 
reasonable interest, for [insert year for which contribution is being made] by 
April 15 of [insert year after year for which contribution is being made]. If, 
however, you do not establish your HSA or you do not notify us of your HSA 
account information by the deadline, then we are not required to make any 
contributions to your HSA for [insert applicable year]. You may notify us that 
you have established an HSA by sending an [e-mail or] a written notice to 
[insert name, title and, if applicable, e-mail address]. If you have any 
questions about this notice, you can contact [insert name and title] at [insert 
telephone number or other contact information]. 

The regulations make it clear that this notice can be provided electronically. 

Example 4-19g 

Comparability  

Good Guy, Inc. contributes to the HSAs of current employees who are 
eligible individuals covered under any HDHP. For the 2009 calendar year, 
Good Guy contributes $50 per month on the first day of each month, 
beginning January 1st, to the HSA of each employee who is an eligible 
employee on that date. For the 2009 calendar year, Good Guy provides a 
qualified written notice on October 16, 2008 to all employees regarding the 
availability of HSA contributions for eligible employees. For eligible 
employees who are hired after October 16, 2008, Good Guy provides such 
a notice on January 15, 2010.   Good Guy satisfies the notice requirements. 
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I. Reg. 54.4980G-4 also provides a model notice: 

Notice to Employees Regarding Employer Contributions to HSAs:  

This notice explains how you may be eligible to receive contributions from 
[employer] if you are covered by a High Deductible Health Plan (HDHP). 
[Employer] provides contributions to the Health Savings Account (HSA) of 
each employee who is [insert employer's eligibility requirements for HSA 
contributions] ("eligible employee"). If you are an eligible employee, you must 
do the following in order to receive an employer contribution:  

1. establish an HSA on or before the last day in February of [insert year 
after the year for which the contribution is being made] and;  

2. notify [insert name and contact information for appropriate person to 
be contacted] of your HSA account information on or before the last 
day in February of [insert year after year for which the contribution is 
being made]. [Specify the HSA account information that the employee 
must provide (e.g., account number, name and address of trustee or 
custodian, etc.) and the method by which the employee must provide 
this account information (e.g., in writing, by e-mail, on a certain form, 
etc.)].  

If you establish your HSA on or before the last day of February in [insert year 
after year for which the contribution is being made] and notify [employer] of 
your HSA account information, you will receive your HSA contributions, plus 
reasonable interest, for [insert year for which contribution is being made] by 
April 15 of [insert year after year for which contribution is being made]. If, 
however, you do not establish your HSA or you do not notify us of your HSA 
account information by the deadline, then we are not required to make any 
contributions to your HSA for [insert applicable year]. You may notify us that 
you have established an HSA by sending an [e-mail or] a written notice to 
[insert name, title and, if applicable, e-mail address]. If you have any 
questions about this notice, you can contact [insert name and title] at [insert 
telephone number or other contact information]. 

The regulations make it clear that this notice can be provided electronically. 

Example 4-19g 

Comparability  

Good Guy, Inc. contributes to the HSAs of current employees who are 
eligible individuals covered under any HDHP. For the 2009 calendar year, 
Good Guy contributes $50 per month on the first day of each month, 
beginning January 1st, to the HSA of each employee who is an eligible 
employee on that date. For the 2009 calendar year, Good Guy provides a 
qualified written notice on October 16, 2008 to all employees regarding the 
availability of HSA contributions for eligible employees. For eligible 
employees who are hired after October 16, 2008, Good Guy provides such 
a notice on January 15, 2010.   Good Guy satisfies the notice requirements. 

90 Day prior rule for existing
January 15 rule for new
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J. An employer is also able to accelerate some or all of the contributions to 
employee HSAs who have incurred qualified medical expenses during the 
year that exceed the employer’s contributions at the time of the medical 
expense.  Of course, the regulations require that if any contribution is 
accelerated for one employee, “all accelerated contributions must be 
available throughout the calendar year on an equal and uniform basis to all 
such eligible employees.” Employers must establish reasonable uniform 
methods and requirements for accelerated contributions and the 
determination of medical expenses.  Reg. 54.4980G-4 also provides that the 
comparability rules won’t be violated simply because some employees 
receive accelerated payments because they incur medical expenses 
exceeding the contributions to date so long all comparable employees 
receive the same amount or the same percentage for the calendar year.  

XVIII. EXCISE TAX 

A. If an employer doesn’t meet the comparability test, then the employer is 
subject to a 35% excise tax on the aggregate amount contributed by the 
employer to HSAs for that period.  

 
B. In the case of a failure to meet the comparability rules that is due to 

reasonable cause and not to willful neglect, all or a portion of the excise tax 
imposed under IRC Sec. 4980G may be waived to the extent that the 
payment of the tax would be excessive relative to the failure involved. 

EXAMPLE  4-20 

EXCISE TAX  

During 2008, Cheapskate, Inc., has 8 employees who are eligible individuals 
with self-only coverage under Cheapskate’s HDHP provided by Cheapskate. 
The deductible for the HDHP is $2,000. For the 2008 calendar year, 
Cheapskate contributes $2,000 each to the HSAs of two employees and 
$1,000 each to the HSAs of the other six employees, for total HSA 
contributions of $10,000. Cheapskate's contributions do not satisfy the 
comparability rules. Therefore, Cheapskate is subject to an excise tax of 
$3,500 (35% of $10,000) for its failure to make comparable contributions to 
its employees' HSAs.  

C. If an excise tax is due, the tax must be reported on Form 8928, "Return of 
Certain Excise Taxes Under Chapter 43 of the Internal Revenue Code".  If 
the filer is an employer, the return must be filed on or before the 15th day of 
the fourth month following the calendar year in which the noncomparable 
contributions were made. The tax must be paid at that time, and the return 
must include the information required by Form 8928 and the instructions 
issued with respect to it (Prop. Reg. 54.4980G-1).  
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XIX. EMPLOYEE CLASSIFICATION 

A. For comparability testing, employees are required to be placed in categories 
as follows:  

1. Current full-time employees – those  customarily employed for 30 or 
more hours per week 

2. Current part-time employees – those customarily employed for fewer 
than 30 hours per week; and  

3. Former employees (except for former employees with coverage under 
the employer's HDHP because of an election under a COBRA 
continuation provision) 

 
B. This categorization of employees is critical since, with the exception of 

current and former employees covered by a collective bargaining agreement, 
these categories determine whether comparable contributions are made.  
The comparability rule is brief and clear - An employer must make 
comparable contributions to the HSAs of all comparable participating 
employees (eligible individuals who are in the same category of employees 
with the same category of HDHP coverage) during the calendar year without 
regard to any classification other than these categories.   The comparability 
rules don’t apply to collectively bargained employees. 

EXAMPLE  4-21a 

CATEGORIZATION  

The Good Company offers its employees an HDHP with a $1,500 deductible 
for self-only coverage. Good has collectively bargained and non-collectively 
bargained employees. In the 2008 calendar year, Good contributes $500 to 
the HSAs of all eligible non-collectively bargained employees with self-only 
coverage under its HDHP. Employer Good does not contribute to the HSAs 
of the collectively bargained employees. Good’s contributions to the HSAs of 
non-collectively bargained employees satisfy the comparability rules. The 
comparability rules do not apply to collectively bargained employees.  

EXAMPLE  4-21b 

CATEGORIZATION  

Highprofit, Inc. offers its employees an HDHP with a $1,500 deductible for 
self-only coverage. Highprofit has collectively bargained and non-collectively 
bargained employees. Highprofit contributes to the HSAs of all eligible 
collectively bargained employees. Highprofit does not contribute to the HSAs 
of the non-collectively bargained employees. Highprofit's contributions to the 
HSAs of collectively bargained employees are not subject to the 
comparability rules. Accordingly, Highprofit's failure to contribute to the HSAs 
of the non-collectively bargained employees does not violate the 
comparability rules.  

Collectively bargained employees and others
can be treated differently
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XIX. EMPLOYEE CLASSIFICATION 

A. For comparability testing, employees are required to be placed in categories 
as follows:  

1. Current full-time employees – those  customarily employed for 30 or 
more hours per week 

2. Current part-time employees – those customarily employed for fewer 
than 30 hours per week; and  

3. Former employees (except for former employees with coverage under 
the employer's HDHP because of an election under a COBRA 
continuation provision) 

 
B. This categorization of employees is critical since, with the exception of 

current and former employees covered by a collective bargaining agreement, 
these categories determine whether comparable contributions are made.  
The comparability rule is brief and clear - An employer must make 
comparable contributions to the HSAs of all comparable participating 
employees (eligible individuals who are in the same category of employees 
with the same category of HDHP coverage) during the calendar year without 
regard to any classification other than these categories.   The comparability 
rules don’t apply to collectively bargained employees. 

EXAMPLE  4-21a 

CATEGORIZATION  

The Good Company offers its employees an HDHP with a $1,500 deductible 
for self-only coverage. Good has collectively bargained and non-collectively 
bargained employees. In the 2008 calendar year, Good contributes $500 to 
the HSAs of all eligible non-collectively bargained employees with self-only 
coverage under its HDHP. Employer Good does not contribute to the HSAs 
of the collectively bargained employees. Good’s contributions to the HSAs of 
non-collectively bargained employees satisfy the comparability rules. The 
comparability rules do not apply to collectively bargained employees.  

EXAMPLE  4-21b 

CATEGORIZATION  

Highprofit, Inc. offers its employees an HDHP with a $1,500 deductible for 
self-only coverage. Highprofit has collectively bargained and non-collectively 
bargained employees. Highprofit contributes to the HSAs of all eligible 
collectively bargained employees. Highprofit does not contribute to the HSAs 
of the non-collectively bargained employees. Highprofit's contributions to the 
HSAs of collectively bargained employees are not subject to the 
comparability rules. Accordingly, Highprofit's failure to contribute to the HSAs 
of the non-collectively bargained employees does not violate the 
comparability rules.  

Could exclude non-union even if covering unionized
employees under the CBA
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C. If during a calendar year, an employer contributes to the HSA of any 
employee who is an eligible individual covered under an HDHP provided by 
the employer, the employer is required to make comparable contributions to 
the HSAs of all comparable participating employees with coverage under any 
HDHP provided by the employer. An employer that contributes only to the 
HSAs of employees who are eligible individuals with coverage under the 
employer's HDHP is not required to make comparable contributions to HSAs 
of employees who are eligible individuals but are not covered under the 
employer's HDHP.  

 
D. An employer that contributes to the HSA of any employee who is an eligible 

individual covered under any HDHP that is not the employer’s HDHP, must 
make comparable contributions to the HSAs of all comparable participating 
employees whether or not covered under the employer's HDHP. An 
employer that makes a reasonable good faith effort to identify all comparable 
participating employees with non-employer provided HDHP coverage and 
makes comparable contributions to the HSAs of such employees satisfies the 
comparability requirements. 

EXAMPLE  4-22a 

COMPARABLE CONTRIBUTIONS  

Healthful, LLC offers an HDHP to its full-time employees. Most full-time 
employees are covered under Healthful's HDHP and Healthful makes 
comparable contributions only to these employees' HSAs. Lisa, a full-time 
employee and an eligible individual, is covered under an HDHP provided by 
the employer of Lisa's spouse and not under Healthful’s HDHP. Healthful is 
not required to make comparable contributions Lisa's HSA.  

EXAMPLE  4-22b 

COMPARABLE CONTRIBUTIONS  

In 2008, Sleeper, Inc. does not offer an HDHP. Several full-time employees 
of Sleeper, who are eligible individuals, have HSAs.  Sleeper contributes to 
these employees' HSAs. Sleeper must make comparable contributions to the 
HSAs of all full-time employees who are eligible individuals.  

 

 

 

 

 

 

Can ignore outside coverage if ignore
it for all individuals
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C. If during a calendar year, an employer contributes to the HSA of any 
employee who is an eligible individual covered under an HDHP provided by 
the employer, the employer is required to make comparable contributions to 
the HSAs of all comparable participating employees with coverage under any 
HDHP provided by the employer. An employer that contributes only to the 
HSAs of employees who are eligible individuals with coverage under the 
employer's HDHP is not required to make comparable contributions to HSAs 
of employees who are eligible individuals but are not covered under the 
employer's HDHP.  

 
D. An employer that contributes to the HSA of any employee who is an eligible 

individual covered under any HDHP that is not the employer’s HDHP, must 
make comparable contributions to the HSAs of all comparable participating 
employees whether or not covered under the employer's HDHP. An 
employer that makes a reasonable good faith effort to identify all comparable 
participating employees with non-employer provided HDHP coverage and 
makes comparable contributions to the HSAs of such employees satisfies the 
comparability requirements. 

EXAMPLE  4-22a 

COMPARABLE CONTRIBUTIONS  

Healthful, LLC offers an HDHP to its full-time employees. Most full-time 
employees are covered under Healthful's HDHP and Healthful makes 
comparable contributions only to these employees' HSAs. Lisa, a full-time 
employee and an eligible individual, is covered under an HDHP provided by 
the employer of Lisa's spouse and not under Healthful’s HDHP. Healthful is 
not required to make comparable contributions Lisa's HSA.  

EXAMPLE  4-22b 

COMPARABLE CONTRIBUTIONS  

In 2008, Sleeper, Inc. does not offer an HDHP. Several full-time employees 
of Sleeper, who are eligible individuals, have HSAs.  Sleeper contributes to 
these employees' HSAs. Sleeper must make comparable contributions to the 
HSAs of all full-time employees who are eligible individuals.  

 

 

 

 

 

 

If recognize one employee’s outside
coverage will have to recognize all 

(subject to grouping rules)
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EXAMPLE  4-22c 

COMPARABLE CONTRIBUTIONS  

Confused, LLC offers an HDHP to its full-time employees. Most full-time 
employees are covered under Confused's HDHP and Confused makes 
comparable contributions to these employees' HSAs and also to the HSAs of 
full-time employees who are eligible individuals and who are not covered 
under Confused's HDHP. Terri, a full-time employee and a comparable 
participating employee, is covered under an HDHP provided by the employer 
of Terri's spouse and not under Confused's HDHP. Confused must make 
comparable contributions to Terri's HSA.  

 

E. If the employer makes contributions only to the HSAs of employees who are 
eligible individuals covered under its HDHP where only one employee-
spouse has family coverage for both employees the employer is not required 
to contribute to the HSAs of both employee-spouses. The employer is 
required to contribute to the HSA of the employee-spouse with coverage 
under the employer's HDHP, but is not required to contribute to the HSA of 
the employee-spouse covered under the employer's HDHP by virtue of his or 
her spouse's coverage. However, if the employer contributes to the HSA of 
any employee who is an eligible individual with coverage under an HDHP 
that is not an HDHP provided by the employer, the employer must make 
comparable contributions to the HSAs of both employee-spouses if they are 
both eligible individuals. If an employer is required to contribute to the HSAs 
of both employee-spouses, the employer is not required to contribute 
amounts in excess of the annual contribution limits. EXAMPLE  4-22d 

COMPARABLE CONTRIBUTIONS  

Greedy, Inc. offers an HDHP to its full-time employees. Most full-time 
employees are covered under Greedy’s HDHP and Greedy makes 
comparable contributions only to these employees' HSAs. Ray and Debra 
are a married couple. Ray, who is a full-time employee and an eligible 
individual, has family coverage under Greedy's HDHP for Ray and Debra. 
Debra, who is also a full-time employee and an eligible individual, does not 
have coverage under Greedy's HDHP except as Ray’s spouse. Greedy is 
required to make comparable contributions to Ray's HSA, but is not required 
to make comparable contributions to Debra's HSA.  

 

 

 

 

 

 

 

Recognizing outside coverage can 
create more consequences than expected
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EXAMPLE  4-22c 

COMPARABLE CONTRIBUTIONS  

Confused, LLC offers an HDHP to its full-time employees. Most full-time 
employees are covered under Confused's HDHP and Confused makes 
comparable contributions to these employees' HSAs and also to the HSAs of 
full-time employees who are eligible individuals and who are not covered 
under Confused's HDHP. Terri, a full-time employee and a comparable 
participating employee, is covered under an HDHP provided by the employer 
of Terri's spouse and not under Confused's HDHP. Confused must make 
comparable contributions to Terri's HSA.  

 

E. If the employer makes contributions only to the HSAs of employees who are 
eligible individuals covered under its HDHP where only one employee-
spouse has family coverage for both employees the employer is not required 
to contribute to the HSAs of both employee-spouses. The employer is 
required to contribute to the HSA of the employee-spouse with coverage 
under the employer's HDHP, but is not required to contribute to the HSA of 
the employee-spouse covered under the employer's HDHP by virtue of his or 
her spouse's coverage. However, if the employer contributes to the HSA of 
any employee who is an eligible individual with coverage under an HDHP 
that is not an HDHP provided by the employer, the employer must make 
comparable contributions to the HSAs of both employee-spouses if they are 
both eligible individuals. If an employer is required to contribute to the HSAs 
of both employee-spouses, the employer is not required to contribute 
amounts in excess of the annual contribution limits. EXAMPLE  4-22d 

COMPARABLE CONTRIBUTIONS  

Greedy, Inc. offers an HDHP to its full-time employees. Most full-time 
employees are covered under Greedy’s HDHP and Greedy makes 
comparable contributions only to these employees' HSAs. Ray and Debra 
are a married couple. Ray, who is a full-time employee and an eligible 
individual, has family coverage under Greedy's HDHP for Ray and Debra. 
Debra, who is also a full-time employee and an eligible individual, does not 
have coverage under Greedy's HDHP except as Ray’s spouse. Greedy is 
required to make comparable contributions to Ray's HSA, but is not required 
to make comparable contributions to Debra's HSA.  
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EXAMPLE  4-22c 

COMPARABLE CONTRIBUTIONS  

Confused, LLC offers an HDHP to its full-time employees. Most full-time 
employees are covered under Confused's HDHP and Confused makes 
comparable contributions to these employees' HSAs and also to the HSAs of 
full-time employees who are eligible individuals and who are not covered 
under Confused's HDHP. Terri, a full-time employee and a comparable 
participating employee, is covered under an HDHP provided by the employer 
of Terri's spouse and not under Confused's HDHP. Confused must make 
comparable contributions to Terri's HSA.  

 

E. If the employer makes contributions only to the HSAs of employees who are 
eligible individuals covered under its HDHP where only one employee-
spouse has family coverage for both employees the employer is not required 
to contribute to the HSAs of both employee-spouses. The employer is 
required to contribute to the HSA of the employee-spouse with coverage 
under the employer's HDHP, but is not required to contribute to the HSA of 
the employee-spouse covered under the employer's HDHP by virtue of his or 
her spouse's coverage. However, if the employer contributes to the HSA of 
any employee who is an eligible individual with coverage under an HDHP 
that is not an HDHP provided by the employer, the employer must make 
comparable contributions to the HSAs of both employee-spouses if they are 
both eligible individuals. If an employer is required to contribute to the HSAs 
of both employee-spouses, the employer is not required to contribute 
amounts in excess of the annual contribution limits. EXAMPLE  4-22d 

COMPARABLE CONTRIBUTIONS  

Greedy, Inc. offers an HDHP to its full-time employees. Most full-time 
employees are covered under Greedy’s HDHP and Greedy makes 
comparable contributions only to these employees' HSAs. Ray and Debra 
are a married couple. Ray, who is a full-time employee and an eligible 
individual, has family coverage under Greedy's HDHP for Ray and Debra. 
Debra, who is also a full-time employee and an eligible individual, does not 
have coverage under Greedy's HDHP except as Ray’s spouse. Greedy is 
required to make comparable contributions to Ray's HSA, but is not required 
to make comparable contributions to Debra's HSA.  

 

 

 

 

 

 

 

Debra can be ignored since her coverage
technically “our” plan providing to her 

as a employee (rather as a spouse)
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EXAMPLE  4-22e 

COMPARABLE CONTRIBUTIONS  

Trader, Inc. offers an HDHP to its full-time employees. Most full-time 
employees are covered under Trader’s HDHP and Trader makes comparable 
contributions to these employees' HSAs and to the HSAs of full-time 
employees who are eligible individuals but are not covered under Trader’s 
HDHP. Shannon and Ellen are a married couple. Shannon, who is a full-time 
employee and an eligible individual, has family coverage under Trader's 
HDHP for Shannon and his spouse Ellen. Ellen, who is also a full-time 
employee and an eligible individual, does not have coverage under Trader's 
HDHP except as the spouse of Shannon. Trader must make comparable 
contributions to Shannon’s HSA and to Ellen's HSA.  

XX. FORMER EMPLOYEES 
 

A. The comparability rules apply to contributions an employer makes to former 
employees' HSAs. Therefore, if an employer contributes to any former 
employee's HSA, it must make comparable contributions to the HSAs of all 
comparable participating former employees. However, an employer is not 
required to make comparable contributions to the HSAs of former employees 
with coverage under the employer's HDHP because of an election under a 
COBRA continuation provision.  

 
B. If during a calendar year, an employer contributes to the HSA of any former 

employee who is an eligible individual covered under the employer’s HDHP, 
the employer is required to make comparable contributions to the HSAs of all 
former employees who are comparable participating former employees 
covered by any employer HDHP. An employer that contributes only to the 
HSAs of former employees who are eligible individuals with coverage under 
the employer's HDHP is not required to make comparable contributions to 
the HSAs of former employees who are eligible individuals and who are not 
covered under the employer's HDHP. However, an employer that contributes 
to the HSA of any former employee who is an eligible individual with 
coverage under an HDHP that is not an HDHP of the employer, must make 
comparable contributions to the HSAs of all former employees who are 
eligible individuals whether or not covered under an HDHP of the employer.  

 
C. If the employer is making comparable contributions to former employees, the 

employer must take reasonable actions to locate any missing comparable 
participating former employees. How can the employer do that?  Generally, 
using certified mail, the Internal Revenue Service Letter Forwarding Program 
or the Social Security Administration's Letter Forwarding Service qualifies as 
“reasonable actions”.  

 
D. The comparability rules apply separately to employees who have HSAs and 

employees who have Archer MSAs. However, if an employee has both an 
HSA and an Archer MSA, the employer may contribute to either the HSA or 
the Archer MSA, but not to both.  

Since we recognize “outside” coverage
have to contribute for Ellen
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XXI. COMPARABLE CONTRIBUTIONS 

Contributions are comparable if, for each month in a calendar year, the 
contributions are either the same amount or the same percentage of the HDHP’s 
deductible for employees who are eligible individuals with the same category of 
coverage on the first day of that month. Employees with self-only HDHP coverage 
are tested separately from employees with family HDHP coverage. Similarly, 
employees with different categories of family HDHP coverage may be tested 
separately.  

A. An employer is not required to contribute the same amount or the same 
percentage of the deductible for employees who are eligible individuals with 
one category of HDHP coverage that it contributes for employees who are 
eligible individuals with a different category of HDHP coverage. For example, 
an employer that satisfies the comparability rules by contributing the same 
amount to the HSAs of all employees who are eligible individuals with family 
HDHP coverage is not required to contribute any amount to the HSAs of 
employees who are eligible individuals with self-only HDHP coverage, or to 
contribute the same percentage of the self-only HDHP deductible as the 
amount contributed with respect to family HDHP coverage.  
 

B. However, the contribution with respect to the self plus two category may not 
be less than the contribution with respect to the self plus one category and 
the contribution with respect to the self plus three or more category may not 
be less than the contribution with respect to the self plus two category.  

 

However, under Prop. Reg. 54.4980G-6, the comparability rules are not 
violated if an employer makes a larger HSA contribution for the self plus two 
category of HDHP coverage than to self plus one coverage, even if the 
employees with self plus two coverage are all highly compensated 
employees and the employees with self plus one coverage are all nonhighly 
compensated employees. Likewise, the comparability rules are not violated if 
an employer makes a larger HSA contribution for the self plus three category 
of HDHP coverage than to self plus two coverage, even if the employees with 
self plus three coverage are all highly compensated employees and the 
employees with self plus two coverage are all nonhighly compensated 
employees.  

EXAMPLE  4-23a 

COMPARABILITY COMPUTATION  

Wildman, LLC offers its full-time employees three health plans, including an 
HDHP with self-only coverage and a $2,000 deductible. Wildman contributes 
$1,000 for the calendar year to the HSA of each employee electing the self-
only HDHP coverage. Wildman makes no HSA contributions for employees 
with family HDHP coverage or for employees who do not elect the 
employer's self-only HDHP. Wildman's HSA contributions satisfy the 
comparability rules. 

Beneficiary count rule doesn’t extend between
family & self-only
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EXAMPLE  4-23b 

COMPARABILITY COMPUTATION  

Greatideas, Inc. offers its employees an HDHP with a $3,000 deductible for 
self-only coverage and a $4,000 deductible for family coverage. Greatideas 
contributes $1,000 for the calendar year to the HSA of each employee 
electing the self-only HDHP coverage and contributes $2,000 for the 
calendar year to the HSA of each employee electing the family HDHP 
coverage. Greatideas’ HSA contributions satisfy the comparability rules.  

EXAMPLE  4-23c 

COMPARABILITY COMPUTATION  

Mainline, Inc. maintains two HDHPs. Plan A has a $2,000 deductible for self-
only coverage and a $4,000 deductible for family coverage. Plan B has a 
$2,500 deductible for self-only coverage and a $4,500 deductible for family 
coverage. Mainline makes contributions to the HSA of each full-time 
employee covered under Plan A of $600 for self-only coverage and $1,000 
for family coverage. Mainline satisfies the comparability rules, if it makes 
either of the following contributions to the HSA of each full-time employee 
covered under Plan B:  

1. $600 for each full-time employee with self-only coverage and $1,000 
for each full-time employee with family coverage; or  

2. $750 for each employee with self-only coverage and $1,125 for each 
employee with family coverage (the same percentage of the 
deductible Mainline contributes for full-time employees covered under 
Plan A, 30% of the deductible for self-only coverage and 25% of the 
deductible for family coverage).  

EXAMPLE  4-23d 

COMPARABILITY COMPUTATION  

Mainline also makes contributions to the HSA of each part-time employee 
covered under Plan A of $300 for self-only coverage and $500 for family 
coverage. Mainline satisfies the comparability rules, if it makes either of the 
following contributions for the 2008 calendar year to the HSA of each part-
time employee covered under Plan B: 
 

1. $300 for each part-time employee with self-only coverage and $500 
for each part-time employee with family coverage; or  

 
2. $375 for each part-time employee with self-only coverage and $563 

for each part-time employee with family coverage (the same 
percentage of the deductible Employer E contributes for part-time 
employees covered under Plan A, 15% of the deductible for self-only 
coverage and 12.5% of the deductible for family coverage).  
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EXAMPLE  4-23b 

COMPARABILITY COMPUTATION  

Greatideas, Inc. offers its employees an HDHP with a $3,000 deductible for 
self-only coverage and a $4,000 deductible for family coverage. Greatideas 
contributes $1,000 for the calendar year to the HSA of each employee 
electing the self-only HDHP coverage and contributes $2,000 for the 
calendar year to the HSA of each employee electing the family HDHP 
coverage. Greatideas’ HSA contributions satisfy the comparability rules.  

EXAMPLE  4-23c 

COMPARABILITY COMPUTATION  

Mainline, Inc. maintains two HDHPs. Plan A has a $2,000 deductible for self-
only coverage and a $4,000 deductible for family coverage. Plan B has a 
$2,500 deductible for self-only coverage and a $4,500 deductible for family 
coverage. Mainline makes contributions to the HSA of each full-time 
employee covered under Plan A of $600 for self-only coverage and $1,000 
for family coverage. Mainline satisfies the comparability rules, if it makes 
either of the following contributions to the HSA of each full-time employee 
covered under Plan B:  

1. $600 for each full-time employee with self-only coverage and $1,000 
for each full-time employee with family coverage; or  

2. $750 for each employee with self-only coverage and $1,125 for each 
employee with family coverage (the same percentage of the 
deductible Mainline contributes for full-time employees covered under 
Plan A, 30% of the deductible for self-only coverage and 25% of the 
deductible for family coverage).  

EXAMPLE  4-23d 

COMPARABILITY COMPUTATION  

Mainline also makes contributions to the HSA of each part-time employee 
covered under Plan A of $300 for self-only coverage and $500 for family 
coverage. Mainline satisfies the comparability rules, if it makes either of the 
following contributions for the 2008 calendar year to the HSA of each part-
time employee covered under Plan B: 
 

1. $300 for each part-time employee with self-only coverage and $500 
for each part-time employee with family coverage; or  

 
2. $375 for each part-time employee with self-only coverage and $563 

for each part-time employee with family coverage (the same 
percentage of the deductible Employer E contributes for part-time 
employees covered under Plan A, 15% of the deductible for self-only 
coverage and 12.5% of the deductible for family coverage).  

Can be % of deductible or absolute $ amount
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EXAMPLE  4-23b 

COMPARABILITY COMPUTATION  

Greatideas, Inc. offers its employees an HDHP with a $3,000 deductible for 
self-only coverage and a $4,000 deductible for family coverage. Greatideas 
contributes $1,000 for the calendar year to the HSA of each employee 
electing the self-only HDHP coverage and contributes $2,000 for the 
calendar year to the HSA of each employee electing the family HDHP 
coverage. Greatideas’ HSA contributions satisfy the comparability rules.  

EXAMPLE  4-23c 

COMPARABILITY COMPUTATION  

Mainline, Inc. maintains two HDHPs. Plan A has a $2,000 deductible for self-
only coverage and a $4,000 deductible for family coverage. Plan B has a 
$2,500 deductible for self-only coverage and a $4,500 deductible for family 
coverage. Mainline makes contributions to the HSA of each full-time 
employee covered under Plan A of $600 for self-only coverage and $1,000 
for family coverage. Mainline satisfies the comparability rules, if it makes 
either of the following contributions to the HSA of each full-time employee 
covered under Plan B:  

1. $600 for each full-time employee with self-only coverage and $1,000 
for each full-time employee with family coverage; or  

2. $750 for each employee with self-only coverage and $1,125 for each 
employee with family coverage (the same percentage of the 
deductible Mainline contributes for full-time employees covered under 
Plan A, 30% of the deductible for self-only coverage and 25% of the 
deductible for family coverage).  

EXAMPLE  4-23d 

COMPARABILITY COMPUTATION  

Mainline also makes contributions to the HSA of each part-time employee 
covered under Plan A of $300 for self-only coverage and $500 for family 
coverage. Mainline satisfies the comparability rules, if it makes either of the 
following contributions for the 2008 calendar year to the HSA of each part-
time employee covered under Plan B: 
 

1. $300 for each part-time employee with self-only coverage and $500 
for each part-time employee with family coverage; or  

 
2. $375 for each part-time employee with self-only coverage and $563 

for each part-time employee with family coverage (the same 
percentage of the deductible Employer E contributes for part-time 
employees covered under Plan A, 15% of the deductible for self-only 
coverage and 12.5% of the deductible for family coverage).  

Could do absolute $ for full time, % of deductible for part
timers, and vice versa
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