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INTRODUCTION

This document,' prepared by the staff of the Joint Committee on Taxation, provides a
technical explanation of the revenue provisions contained in the “Reconciliation Act of 2010,” as
amended, in combination with the “Patient Protection and Affordable Care Act.” Unless
otherwise indicated, all section references are to the Internal Revenue Code of 1986, as amended.
References to the “Senate amendment” refer to the Patient Protection and Affordable Care Act,
an amendment to H.R. 3590, the engrossed amendment as agreed to by the Senate. References
to the “Reconciliation bill” refer to the Health Care and Education Reconciliation Act of 2010,
an amendment in the nature of a substitute to H.R. 4872, the Reconciliation Act of 2010, as
amended.

' This document may be cited as follows: Joint Committee on Taxation, Technical Explanation of the
Revenue Provisions of the ““Reconciliation Act of 2010, as amended, in combination with the *““Patient Protection
and Affordable Care Act” (JCX-18-10), March 21, 2010. This document can also be found on our website at

WWW.jct.gov.



TITLE I - QUALITY, AFFORDABLE HEALTH CARE FOR ALL AMERICANS

A. Tax Exemption for Certain Member-Run Health Insurance Issuers
(sec. 13222 of the Senate amendment, new section 501(c)(29)
of the Code, and section 6033 of the Code)

Present Law

In general

Although present law provides that certain limited categories of organizations that offer
insurance may qualify for exemption from Federal income tax, present law generally does not
provide tax-exempt status for newly established, member-run nonprofit health insurers that are
established and funded pursuant to the Consumer Oriented, Not-for-Profit Health Plan program
created under the bill and described below.

Taxation of insurance companies

Taxation of stock and mutual companies providing health insurance

Present law provides special rules for determining the taxable income of insurance
companies (subchapter L of the Code). Both mutual insurance companies and stock insurance
companies are subject to Federal income tax under these rules. Separate sets of rules apply to
life insurance companies and to property and casualty insurance companies. Insurance
companies are subject to Federal income tax at regular corporate income tax rates.

An insurance company that provides health insurance is subject to Federal income tax as
either a life insurance company or as a property and casualty insurance company, depending on
its mix of lines of business and on the resulting portion of its reserves that are treated as life
insurance reserves. For Federal income tax purposes, an insurance company is treated as a life
insurance company if the sum of'its (1) life insurance reserves and (2) unearned premiums and
unpaid losses on noncancellable life, accident or health contracts not included in life insurance
reserves, comprise more than 50 percent of its total reserves.’

Life insurance companies

A life insurance company, whether stock or mutual, is taxed at regular corporate rates on
its life insurance company taxable income (LICTI). LICTI is life insurance gross income
reduced by life insurance deductions.* An alternative tax applies if a company has a net capital
gain for the taxable year, if such tax is less than the tax that would otherwise apply. Life
insurance gross income is the sum of (1) premiums, (2) decreases in reserves, and (3) other

? Section 1322 of the Senate amendment as amended by section 10104.
3 Sec. 816(a).

4 Sec. 801.



amounts generally includible by a taxpayer in gross income. Methods for determining reserves
for Federal income tax purposes generally are based on reserves prescribed by the National
Association of Insurance Commissioners for purposes of financial reporting under State
regulatory rules.

Because deductible reserves might be viewed as being funded proportionately out of
taxable and tax-exempt income, the net increase and net decrease in reserves are computed by
reducing the ending balance of the reserve items by a portion of tax-exempt interest (known as a
proration rule).” Similarly, a life insurance company is allowed a dividends-received deduction
for intercogporate dividends from nonaffiliates only in proportion to the company’s share of such
dividends.

Property and casualty insurance companies

The taxable income of a property and casualty insurance company is determined as the
sum of the amount earned from underwriting income and from investment income (as well as
gains and other income items), reduced by allowable deductions.” For this purpose, underwriting
income and investment income are computed on the basis of the underwriting and investment
exhibit of the annual statement approved by the National Association of Insurance
Commissioners.®

Underwriting income means premiums earned during the taxable year less losses incurred
and expenses incurred.” Losses incurred include certain unpaid losses (reported losses that have
not been paid, estimates of losses incurred but not reported, resisted claims, and unpaid loss
adjustment expenses). Present law limits the deduction for unpaid losses to the amount of
discounted unpaid losses, which are discounted using prescribed discount periods and a
prescribed interest rate, to take account partially of the time value of money.'® Any net decrease
in the amount of unpaid losses results in income inclusion, and the amount included is computed
on a discounted basis.

5 Secs. 807(b)(2)(B) and (b)(1)(B).

® Secs. 805(a)(4), 812. Fully deductible dividends from affiliates are excluded from the application of this
proration formula (so long as such dividends are not themselves distributions from tax-exempt interest or from
dividend income that would not be fully deductible if received directly by the taxpayer). In addition, the proration
rule includes in prorated amounts the increase for the taxable year in policy cash values of life insurance policies and
annuity and endowment contracts owned by the company (the inside buildup on which is not taxed).

7 Sec. 832.
¥ Sec. 832(b)(1)(A).

? Sec. 832(b)(3). In determining premiums earned, the company deducts from gross premiums the increase
in unearned premiums for the year (sec. 832(b)(4)(B)). The company is required to reduce the deduction for
increases in unearned premiums by 20 percent, reflecting the matching of deferred expenses to deferred income.

10" Sec. 846.



In calculating its reserve for losses incurred, a proration rule requires that a property and
casualty insurance company must reduce the amount of losses incurred by 15 percent of (1) the
insurer’s tax-exempt interest, (2) the deductible portion of dividends received (with special rules
for dividends from affiliates), and (3) the increase for the taxable year in the cash value of life
insurance, endowment, or annuity contracts the company owns (sec. 832(b)(5)). This rule
reflects the fact that reserves are generally funded in part from tax-exempt interest, from wholly
or partially deductible dividends, or from other untaxed amounts.

Tax exemption for certain organizations

In general

Section 501(a) generally provides for exemption from Federal income tax for certain
organizations. These organizations include: (1) qualified pension, profit sharing, and stock
bonus plans described in section 401(a); (2) religious and apostolic organizations described in
section 501(d); and (3) organizations described in section 501(c). Sections 501(c) describes 28
different categories of exempt organizations, including: charitable organizations (section
501(c)(3)); social welfare organizations (section 501(c)(4)); labor, agricultural, and horticultural
organizations (section 501(c)(5)); professional associations (section 501(c)(6)); and social clubs
(section 501(c)(7))."

Insurance organizations described in section 501(c)

Although most organizations that engage principally in insurance activities are not
exempt from Federal income tax, certain organizations that engage in insurance activities are
described in section 501(c) and exempt from tax under section 501(a). Section 501(c)(8), for
example, describes certain fraternal beneficiary societies, orders, or associations operating under
the lodge system or for the exclusive benefit of their members that provide for the payment of
life, sick, accident, or other benefits to the members or their dependents. Section 501(¢)(9)
describes certain voluntary employees’ beneficiary societies that provide for the payment of life,

""" Certain organizations that operate on a cooperative basis are taxed under special rules set forth in
Subchapter T of the Code. The two principal criteria for determining whether an entity is operating on a cooperative
basis are: (1) ownership of the cooperative by persons who patronize the cooperative (e.g., the farmer members of a
cooperative formed to market the farmers’ produce); and (2) return of earnings to patrons in proportion to their
patronage. In general, cooperative members are those who participate in the management of the cooperative and
who share in patronage capital. For Federal income tax purposes, a cooperative that is taxed under the Subchapter T
rules generally computes its income as if it were a taxable corporation, with one exception -- the cooperative may
deduct from its taxable income distributions of patronage dividends. In general, patronage dividends are the profits
of the cooperative that are rebated to its patrons pursuant to a preexisting obligation of the cooperative to do so.
Certain farmers’ cooperatives described in section 521 are authorized to deduct not only patronage dividends from
patronage sources, but also dividends on capital stock and certain distributions to patrons from nonpatronage
sources.

Separate from the Subchapter T rules, the Code provides tax exemption for certain cooperatives. Section
501(c)(12), for example, provides that certain rural electric and telephone cooperative are exempt from tax under
section 501(a), provided that 85 percent or more of the cooperative’s income consists of amounts collected from
members for the sole purpose of meeting losses or expenses, and certain other requirements are met.



sick, accident, or other benefits to the members of the association or their dependents or
designated beneficiaries. Section 501(c)(12)(A) describes certain benevolent life insurance
associations of a purely local character. Section 501(c)(15) describes certain small non-life
insurance companies with annual gross receipts of no more than $600,000 ($150,000 in the case
of a mutual insurance company). Section 501(c)(26) describes certain membership organizations
established to provide health insurance to certain high-risk individuals.'* Section 501(c)(27)
describes certain organizations established to provide workmen’s compensation insurance.

Certain section 501(c)(3) organizations

Certain health maintenance organizations (HMOs) have been held to qualify for tax
exemption as charitable organizations described in section 501(c)(3). In Sound Health
Association v. Commissioner,' the Tax Court held that a staff model HMO qualified as a
charitable organization. A staff model HMO generally employs its own physicians and staff and
serves its subscribers at its own facilities. The court concluded that the HMO satisfied the
section 501(c)(3) community benefit standard, as its membership was open to almost all
members of the community. Although membership was limited to persons who had the money
to pay the fixed premiums, the court held that this was not disqualifying, because the HMO had a
subsidized premium program for persons of lesser means to be funded through donations and
Medicare and Medicaid payments. The HMO also operated an emergency room open to all
persons regardless of income. The court rejected the government’s contention that the HMO
conferred primarily a private benefit to its subscribers, stating that when the potential
membership is such a broad segment of the community, benefit to the membership is benefit to
the community.

In Geisinger Health Plan v. Commissioner,' the court applied the section 501(c)(3)
community benefit standard to an individual practice association (IPA) model HMO. In the IPA
model, health care generally is provided by physicians practicing independently in their own
offices, with the IPA usually contracting on behalf of the physicians with the HMO. Reversing a
Tax Court decision, the court held that the HMO did not qualify as charitable, because the
community benefit standard requires that an HMO be an actual provider of health care rather
than merely an arranger or deliverer of health care, which is how the court viewed the IPA model
in that case.

12 When section 501(c)(26) was enacted in 1996, the House Ways and Means Committee, in reporting out
the bill, stated as its reasons for change: “The Committee believes that eliminating the uncertainty concerning the
eligibility of certain State health insurance risk pools for tax-exempt status will assist States in providing medical
care coverage for their uninsured high-risk residents.” H.R. Rep. No. 104-496, Part I, “Health Coverage Availability
and Affordability Act of 1996,” 104" Cong., 2d Sess., March 25, 1996, 124. See also Joint Committee on Taxation,
General Explanation of Tax Legislation Enacted in the 104th Congress, JCS-12-96, December 18, 1996, 351.

B 71 T.C. 158 (1978), acq. 1981-2 C.B. 2.

14985 F.2d 1210 (3™ Cir. 1993), rev’g T.C. Memo. 1991-649.



More recently, in IHC Health Plans, Inc. v. Commissioner,' the court ruled that three
affiliated HMOs did not operate primarily for the benefit of the community they served. The
organizations in the case did not provide health care directly, but provided group insurance that
could be used at both affiliated and non-affiliated providers. The court found that the
organizations primarily performed a risk-bearing function and provided virtually no free or
below-cost health care services. In denying charitable status, the court held that a health-care
provider must make its services available to all in the community plus provide additional
community or public benefits.'® The benefit must either further the function of government-
funded institutions or provide a service that would not likely be provided within the community
but for the subsidy. Further, the additional public benefit conferred must be sufficient to give
rise to a slt7rong inference that the public benefit is the primary purpose for which the organization
operates.

Certain organizations providing commercial-type insurance

Section 501(m) provides that an organization may not be exempt from tax under section
501(c)(3) (generally, charitable organizations) or section 501(c)(4) (social welfare organizations)
unless no substantial part of its activities consists of providing commercial-type insurance. For
this purpose, commercial-type insurance excludes, among other things: (1) insurance provided at
substantially below cost to a class of charitable recipients; and (2) incidental health insurance
provided by an HMO of a kind customarily provided by such organizations.

When section 501(m) was enacted in 1986, the following reasons for the provision were
stated: “The committee is concerned that exempt charitable and social welfare organizations that
engaged in insurance activities are engaged in an activity whose nature and scope is so inherently
commercial that tax exempt status is inappropriate. The committee believes that the tax-exempt
status of organizations engaged in insurance activities provides an unfair competitive advantage
to these organizations. The committee further believes that the provision of insurance to the
general public at a price sufficient to cover the costs of insurance generally constitutes an activity
that is commercial. In addition, the availability of tax-exempt status . . . has allowed some large
insurance entities to compete directly with commercial insurance companies. For example, the
Blue Cross/Blue Shield organizations historically have been treated as tax-exempt organizations
described in sections 501(c)(3) or (4). This group of organizations is now among the largest
health care insurers in the United States. Other tax-exempt charitable and social welfare
organizations engaged in insurance activities also have a competitive advantage over commercial
insurers who do not have tax-exempt status. . . .”'®

15 325 F.3d 1188 (10" Cir. 2003).

"% Ibid. at 1198.

7" 1bid.

"® H.R. Rep. No. 99-426, “Tax Reform Act of 1985,” Report of the Committee on Ways and Means, 99"

Cong., 1* Sess., December 7, 1985, 664. See also Joint Committee on Taxation, General Explanation of the Tax
Reform Act of 1986, JCS-10-87, May 4, 1987, 584.



Unrelated business income tax

Most organizations that are exempt from tax under section 501(a) are subject to the
unrelated business income tax rules of sections 511 through 515. The unrelated business income
tax generally applies to income derived from a trade or business regularly carried on by the
organization that is not substantially related to the performance of the organization’s tax-exempt
functions. Certain types of income are specifically exempt from the unrelated business income
tax, such as dividends, interest, royalties, and certain rents, unless derived from debt-financed
property or from certain 50-percent controlled subsidiaries.

Explanation of Provision

In general

The provision authorizes $6 billion in funding for, and instructs the Secretary of Health
and Human Services (“HHS”) to establish, the Consumer Operated and Oriented Plan (the
“program”) to foster the creation of qualified nonprofit health insurance issuers to offer qualified
health plans in the individual and small group markets in the States in which the issuers are
licensed to offer such plans. Federal funds are to be distributed as loans to assist with start-up
costs and grants to assist in meeting State solvency requirements.

Under the provision, the Secretary of HHS must require any person receiving a loan or
grant under the program to enter into an agreement with the Secretary of HHS requiring the
recipient of funds to meet and continue to meet any requirement under the provision for being
treated as a qualified nonprofit health insurance issuer, and any requirements to receive the loan
or grant. The provision also requires that the agreement prohibit the use of loan or grant funds
for carrying on propaganda or otherwise attempting to influence legislation or for marketing.

If the Secretary of HHS determines that a grant or loan recipient failed to meet the
requirements described in the preceding paragraph, and failed to correct such failure within a
reasonable period from when the person first knew (or reasonably should have known) of such
failure, then such person must repay the Secretary of HHS an amount equal to 110 percent of the
aggregate amount of the loans and grants received under the program, plus interest on such
amount for the period during which the loans or grants were outstanding. The Secretary of HHS
must notify the Secretary of the Treasury of any determination of a failure that results in the
termination of the grantee’s Federal tax-exempt status.

Qualified nonprofit health insurance issuers

The provision defines a qualified nonprofit health insurance issuer as an organization that
meets the following requirements:

1. The organization is organized as a nonprofit, member corporation under State law;

2. Substantially all of its activities consist of the issuance of qualified health plans in the
individual and small group markets in each State in which it is licensed to issue such plans;



3. None of the organization, a related entity, or a predecessor of either was a health
insurance issuer as of July 16, 2009;

4. The organization is not sponsored by a State or local government, any political
subdivision thereof, or any instrumentality of such government or political subdivision;

5. Governance of the organization is subject to a majority vote of its members;

6. The organization’s governing documents incorporate ethics and conflict of interest
standards protecting against insurance industry involvement and interference;

7. The organization must operate with a strong consumer focus, including timeliness,
responsiveness, and accountability to its members, in accordance with regulations to be
promulgated by the Secretary of HHS;

8. Any profits made must be used to lower premiums, improve benefits, or for other
programs intended to improve the quality of health care delivered to its members;

9. The organization meets all other requirements that other issuers of qualified health
plans are required to meet in any State in which it offers a qualified health plan, including
solvency and licensure requirements, rules on payments to providers, rules on network adequacy,
rate and form filing rules, and any applicable State premium assessments. Additionally, the
organization must coordinate with certain other State insurance reforms under the bill; and

10. The organization does not offer a health plan in a State until that State has in effect
(or the Secretary of HHS has implemented for the State), the market reforms required by part A
of title XXVII of the Public Health Service Act (“PHSA”), as amended by the bill.

Tax exemption for qualified nonprofit health insurance issuers

An organization receiving a grant or loan under the program qualifies for exemption from
Federal income tax under section 501(a) of the Code with respect to periods during which the
organization is in compliance with the above-described requirements of the program and with the
terms of any program grant or loan agreement to which such organization is a party. Such
organizations also are subject to organizational and operational requirements applicable to
certain section 501(c) organizations, including the prohibitions on private inurement and political
activities, the limitation on lobbying activities, taxation of excess benefit transactions (section
4958), and taxation of unrelated business taxable income under section 511.

Program participants are required to file an application for exempt status with the IRS in
such manner as the Secretary of the Treasury may require, and are subject to annual information
reporting requirements. In addition, such an organization is required to disclose on its annual
information return the amount of reserves required by each State in which it operates and the
amount of reserves on hand.

Effective Date

The provision is effective on date of enactment.



B. Tax Exemption for Entities Established Pursuant to Transitional
Reinsurance Program for Individual Market in Each State
(sec. 1341" of the Senate amendment)

Present Law

Although present law provides that certain limited categories of organizations that offer
insurance may qualify for exemption from Federal income tax, present law does not provide tax-
exempt status for transitional nonprofit reinsurance entities created under the Senate bill and
described below.

Explanation of Provision

In general, issuers of health benefit plans that are offered in the individual market would
be required to contribute to a temporary reinsurance program for individual policies that is
administered by a nonprofit reinsurance entity. Such contributions would begin January 1, 2014,
and continue for a 36-month period. The provision requires each State, no later than January 1,
2014, to adopt a reinsurance program based on a model regulation and to establish (or enter into
a contract with) one or more applicable reinsurance entities to carry out the reinsurance program
under the provision. For purposes of the provision, an applicable reinsurance entity is a not-for-
profit organization (1) the purpose of which is to help stabilize premiums for coverage in the
individual market in a State during the first three years of operation of an exchange for such
markets within the State, and (2) the duties of which are to carry out the reinsurance program
under the provision by coordinating the funding and operation of the risk-spreading mechanisms
designed to implement the reinsurance program. A State may have more than one applicable
reinsurance entity to carry out the reinsurance program in the State, and two or more States may
enter into agreements to allow a reinsurer to operate the reinsurance program in those States.

An applicable reinsurance entity established under the provision is exempt from Federal
income tax. Notwithstanding an applicable reinsurance entity’s tax-exempt status, it is subject to
tax on unrelated business taxable income under section 511 as if such entity were described in
section 511(a)(2).

Effective Date

The provision is effective on the date of enactment.

1 Section 1341 of the Senate amendment as amended by section 10104.



C. Refundable Tax Credit Providing Premium Assistance
for Coverage Under a Qualified Health Plan
(secs. 1401, 1411, and 1412% of the Senate amendment and new sec. 36B of the Code)

Present Law

Currently there is no tax credit that is generally available to low or middle income
individuals or families for the purchase of health insurance. Some individuals may be eligible
for health coverage through State Medicaid programs which consider income, assets, and family
circumstances. However, these Medicaid programs are not in the Code.

Health coverage tax credit

Certain individuals are eligible for the health coverage tax credit (“HCTC”). The HCTC
is a refundable tax credit equal to 80 percent of the cost of qualified health coverage paid by an
eligible individual. In general, eligible individuals are individuals who receive a trade
adjustment allowance (and individuals who would be eligible to receive such an allowance but
for the fact that they have not exhausted their regular unemployment benefits), individuals
eligible for the alternative trade adjustment assistance program, and individuals over age 55 who
receive pension benefits from the Pension Benefit Guaranty Corporation. The HCTC is available
for “qualified health insurance,” which includes certain employer-based insurance, certain State-
based insurance, and in some cases, insurance purchased in the individual market.

The credit is available on an advance basis through a program established and
administered by the Treasury Department. The credit generally is delivered as follows: the
eligible individual sends his or her portion of the premium to the Treasury, and the Treasury then
pays the full premium (the individual’s portion and the amount of the refundable tax credit) to
the insurer. Alternatively, an eligible individual is also permitted to pay the entire premium
during the year and claim the credit on his or her income tax return.

Individuals entitled to Medicare and certain other governmental health programs, covered
under certain employer-subsidized health plans, or with certain other specified health coverage
are not eligible for the credit.

COBRA continuation coverage premium reduction

The Consolidated Omnibus Reconciliation Act of 1985 (“COBRA”)*! requires that a
group health plan must offer continuation coverage to qualified beneficiaries in the case of a
qualifying event (such as a loss of employment). A plan may require payment of a premium for
any period of continuation coverage. The amount of such premium generally may not exceed
102 percent of the “applicable premium” for such period and the premium must be payable, at
the election of the payor, in monthly installments.

20 Sections 1401, 1411 and 1412 of the Senate amendment, as amended by sections 10104, 10105, 10107,
are further amended by section 1001 of the Reconciliation bill.

2l pub. L. No. 99-272.
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Section 3001 of the American Recovery and Reinvestment Act of 2009,? as amended by
the Department of Defense Appropriations Act, 2010, and the Temporary Extension Act of
2010%* provides that, for a period not exceeding 15 months, an assistance eligible individual is
treated as having paid any premium required for COBRA continuation coverage under a group
health plan if the individual pays 35 percent of the premium. Thus, if the assistance eligible
individual pays 35 percent of the premium, the group health plan must treat the individual as
having paid the full premium required for COBRA continuation coverage, and the individual is
entitled to a subsidy for 65 percent of the premium. An assistance eligible individual generally is
any qualified beneficiary who elects COBRA continuation coverage and the qualifying event
with respect to the covered employee for that qualified beneficiary is a loss of group health plan
coverage on account of an involuntary termination of the covered employee’s employment (for
other than gross misconduct).”” In addition, the qualifying event must occur during the period
beginning September 1, 2008, and ending March 31, 2010.

The COBRA continuation coverage subsidy also applies to temporary continuation
coverage elected under the Federal Employees Health Benefits Program and to continuation
health coverage under State programs that provide coverage comparable to continuation
coverage. The subsidy is generally delivered by requiring employers to pay the subsidized
portion of the premium for assistance eligible individuals. The employer then treats the payment
of the subsidized portion as a payment of employment taxes and offsets its employment tax
liability by the amount of the subsidy. To the extent that the aggregate amount of the subsidy for
all assistance eligible individuals for which the employer is entitled to a credit for a quarter
exceeds the employer’s employment tax liability for the quarter, the employer can request a tax
refund or can claim the credit against future employment tax liability.

There is an income limit on the entitlement to the COBRA continuation coverage
subsidy. Taxpayers with modified adjusted gross income exceeding $145,000 (or $290,000 for
joint filers), must repay any subsidy received by them, their spouse, or their dependant, during
the taxable year. For taxpayers with modified adjusted gross incomes between $125,000 and
$145,000 (or $250,000 and $290,000 for joint filers), the amount of the subsidy that must be
repaid is reduced proportionately. The subsidy is also conditioned on the individual not being
eligible for certain other health coverage. To the extent that an eligible individual receives a
subsidy during a taxable year to which the individual was not entitled due to income or being
eligible for other health coverage, the subsidy overpayment is repaid on the individual’s income

22 pub. L. No. 111-5.
2 Pub. L. No. 111-118.
24 Pub. L. No. 111-144.

» TEA expanded eligibility for the COBRA subsidy to include individuals who experience a loss of
coverage on account of a reduction in hours of employment followed by the involuntary termination of employment
of the covered employee. For an individual entitled to COBRA because of a reduction in hours and who is then
subsequently involuntarily terminated from employment, the termination is considered a qualifying event for
purposes of the COBRA subsidy, as long as the termination occurs during the period beginning on the date
following TEA’s date of enactment and ending on March 31, 2010.
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tax return as additional tax. However, in contrast to the HCTC, the subsidy for COBRA
continuation coverage may only be claimed through the employer and cannot be claimed at the
end of the year on an individual tax return.

Explanation of Provision

Premium assistance credit

The provision creates a refundable tax credit (the “premium assistance credit”) for
eligible individuals and families who purchase health insurance through an exchange.”® The
premium assistance credit, which is refundable and payable in advance directly to the insurer,
subsidizes the purchase of certain health insurance plans through an exchange.

Under the provision, an eligible individual enrolls in a plan offered through an exchange
and reports his or her income to the exchange. Based on the information provided to the
exchange, the individual receives a premium assistance credit based on income and the Treasury
pays the premium assistance credit amount directly to the insurance plan in which the individual
is enrolled. The individual then pays to the plan in which he or she is enrolled the dollar
difference between the premium tax credit amount and the total premium charged for the plan.”’
Individuals who fail to pay all or part of the remaining premium amount are given a mandatory
three-month grace period prior to an involuntary termination of their participation in the plan.
For employed individuals who purchase health insurance through a State exchange, the premium
payments are made through payroll deductions. Initial eligibility for the premium assistance
credit is based on the individual’s income for the tax year ending two years prior to the
enrollment period. Individuals (or couples) who experience a change in marital status or other
household circumstance, experience a decrease in income of more than 20 percent, or receive
unemployment insurance, may update eligibility information or request a redetermination of their
tax credit eligibility.

The premium assistance credit is available for individuals (single or joint filers) with
household incomes between 100 and 400 percent of the Federal poverty level (“FPL”) for the
family size involved who do not received health insurance through an employer or a spouse’s
employer.”® Household income is defined as the sum of: (1) the taxpayer’s modified adjusted
gross income, plus (2) the aggregate modified adjusted gross incomes of all other individuals
taken into account in determining that taxpayer’s family size (but only if such individuals are
required to file a tax return for the taxable year). Modified adjusted gross income is defined as

*6 Individuals enrolled in multi-state plans, pursuant to section 1334 of the Senate amendment, are also
eligible for the credit.

27 Although the credit is generally payable in advance directly to the insurer, individuals may elect to
purchase health insurance out-of-pocket and apply to the IRS for the credit at the end of the taxable year. The
amount of the reduction in premium is required to be included with each bill sent to the individual.

¥ Individuals who are lawfully present in the United States but are not eligible for Medicaid because of
their immigration status are treated as having a household income equal to 100 percent of FPL (and thus eligible for
the premium assistance credit) as long as their household income does not actually exceed 100 percent of FPL.
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adjusted gross income increased by: (1) the amount (if any) normally excluded by section 911
(the exclusion from gross income for citizens or residents living abroad), plus (2) any tax-exempt
interest received or accrued during the tax year. To be eligible for the premium assistance credit,
taxpayers who are married (within the meaning of section 7703) must file a joint return.
Individuals who are listed as dependants on a return are ineligible for the premium assistance
credit.

As described in Table 1 below, premium assistance credits are available on a sliding scale
basis for individuals and families with household incomes between 100 and 400 percent of FPL
to help offset the cost of private health insurance premiums. The premium assistance credit
amount is determined by the Secretary of HHS based on the percentage of income the cost of
premiums represents, rising from two percent of income for those at 100 percent of FPL for the
family size involved to 9.5 percent of income for those at 400 percent of FPL for the family size
involved. Beginning in 2014, the percentages of income are indexed to the excess of premium
growth over income growth for the preceding calendar year (in order to hold steady the share of
premiums that enrollees at a given poverty level pay over time). Beginning in 2018, if the
aggregate amount of premium assistance credits and cost-sharing reductions® exceeds 0.504
percent of the gross domestic product for that year, the percentage of income is also adjusted to
reflect the excess (if any) of premium growth over the rate of growth in the consumer price index
for the preceding calendar year. For purposes of calculating household size, individuals who are
in the country illegally are not included. Individuals who are listed as dependants on a return are
ineligible for the premium assistance credit.

Premium assistance credits, or any amounts that are attributable to them, cannot be used
to pay for abortions for which federal funding is prohibited. Premium assistance credits are not
available for months in which an individual has a free choice voucher (as defined in section
10108 of the Senate amendment).

The low income premium credit phase-out

The premium assistance credit increases, on a sliding scale in a linear manner, as shown
in the table below.

2 As described in section 1402 of the Senate amendment.

13



Household Income .. ) ) )
(expressed as a percent of Initial Premium Final Premium
poverty line) (percentage) (percentage)
100% through 133% 2.0 3.0
133% through 150% 3.0 4.0
150% through 200% 4.0 6.3
200% through 250% 6.3 8.05
250% through 300% 8.05 9.5
300% through 400% 9.5 9.5

The premium assistance credit amount is tied to the cost of the second lowest-cost silver
plan (adjusted for age) which: (1) is in the rating area where the individual resides, (2) is offered
through an exchange in the area in which the individual resides, and (3) provides self-only
coverage in the case of an individual who purchases self-only coverage, or family coverage in
the case of any other individual. If the plan in which the individual enrolls offers benefits in
addition to essential health benefits,” even if the State in which the individual resides requires
such additional benefits, the portion of the premium that is allocable to those additional benefits
is disregarded in determining the premium assistance credit amount.”’ Premium assistance
credits may be used for any plan purchased through an exchange, including bronze, silver, gold
and platinum level plans and, for those eligible,’” catastrophic plans.

39" As defined in section 1302(b) of the Senate amendment.

31 A similar rule applies to additional benefits that are offered in multi-State plans, under section 1334 of
the Senate amendment.

32 Those eligible to purchase catastrophic plans either must have not reached the age of 30 before the
beginning of the plan year, or have certification or an affordability or hardship exemption from the individual
responsibility payment, as described in new sections 5000A(e)(1) and 5000A(e)(5), respectively.
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Minimum essential coverage and emplover offer of health insurance coverage

Generally, if an employee is offered minimum essential coverage® in the group market,
including employer-provided health insurance coverage, the individual is ineligible for the
premium tax credit for health insurance purchased through a State exchange.

If an employee is offered unaffordable coverage by his or her employer or the plan’s
share of provided benefits is less than 60 percent, the employee can be eligible for the premium
tax credit, but only if the employee declines to enroll in the coverage and satisfies the conditions
for receiving a tax credit through an exchange. Unaffordable is defined as coverage with a
premium required to be paid by the employee that is 9.5 percent or more of the employee’s
household income, based on the type of coverage applicable (e.g., individual or family
coverage).34 The percentage of income that is considered unaffordable is indexed in the same
manner as the percentage of income is indexed for purposes of determining eligibility for the
credit (as discussed above). The Secretary of the Treasury is informed of the name and employer
identification number of every employer that has one or more employees receiving a premium
tax credit.

No later than five years after the date of the enactment of the provision the Comptroller
General must conduct a study of whether the percentage of household income used for purposes
of determining whether coverage is affordable is the appropriate level, and whether such level
can be lowered without significantly increasing the costs to the Federal Government and
reducing employer-provided health coverage. The Secretary reports the results of such study to
the appropriate committees of Congress, including any recommendations for legislative changes.

Procedures for determining eligibility

For purposes of the premium assistance credit, exchange participants must provide
information from their tax return from two years prior during the open enrollment period for
coverage during the next calendar year. For example, if an individual applies for a premium
assistance credit for 2014, the individual must provide a tax return from 2012 during the 2103
open enrollment period. The Internal Revenue Service (“IRS”) is authorized to disclose to HHS
limited tax return information to verify a taxpayer’s income based on the most recent return
information available to establish eligibility for the premium tax credit. Existing privacy and
safeguard requirements apply. Individuals who do not qualify for the premium tax credit on the
basis of their prior year income may apply for the premium tax credit based on specified changes
in circumstances. For individuals and families who did not file a tax return in the prior tax year,
the Secretary of HHS will establish alternative income documentation that may be provided to
determine income eligibility for the premium tax credit.

The Secretary of HHS must establish a program for determining whether or not
individuals are eligible to: (1) enroll in an exchange-offered health plan; (2) claim a premium

3 As defined in section 5000A(f) of the Senate amendment.

** The 9.5 percent amount is indexed for calendar years beginning after 2014.
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assistance credit; and (3) establish that their coverage under an employer-sponsored plan is
unaffordable. The program must provide for the following: (1) the details of an individual’s
application process; (2) the details of how public entities are to make determinations of
individuals’ eligibility; (3) procedures for deeming individuals to be eligible; and, (4) procedures
for allowing individuals with limited English proficiency to have proper access to exchanges.

In applying for enrollment in an exchange-offered health plan, an individual applicant is
required to provide individually identifiable information, including name, address, date of birth,
and citizenship or immigration status. In the case of an individual claiming a premium assistance
credit, the individual is required to submit to the exchange income and family size information
and information regarding changes in marital or family status or income. Personal information
provided to the exchange is submitted to the Secretary of HHS. In turn, the Secretary of HHS
submits the applicable information to the Social Security Commissioner, Homeland Security
Secretary, and Treasury Secretary for verification purposes. The Secretary of HHS is notified of
the results following verification, and notifies the exchange of such results. The provision
specifies actions to be undertaken if inconsistencies are found. The Secretary of HHS, in
consultation with the Social Security Commissioner, the Secretary of Homeland Security, and
the Treasury Secretary must establish procedures for appealing determinations resulting from the
verification process, and redetermining eligibility on a periodic basis.

An employer must be notified if one of its employees is determined to be eligible for a
premium assistance credit because the employer does not provide minimal essential coverage
through an employer-sponsored plan, or the employer does offer such coverage but it is not
affordable. The notice must include information about the employer’s potential liability for
payments under section 4980H and that terminating or discriminating against an employee
because he or she received a credit or subsidy is in violation of the Fair Labor Standards Act.*
An employer is generally not entitled to information about its employees who qualify for the
premium assistance credit. Employers may, however, be notified of the name of the employee
and whether his or her income is above or below the threshold used to measure the affordability
of the employer’s health insurance coverage.

Personal information submitted for verification may be used only to the extent necessary
for verification purposes and may not be disclosed to anyone not identified in this provision.
Any person, who submits false information due to negligence or disregard of any rule, and
without reasonable cause, is subject to a civil penalty of not more than $25,000. Any person who
intentionally provides false information will be fined not more than $250,000. Any person who
knowingly and willfully uses or discloses confidential applicant information will be fined not
more than $25,000. Any fines imposed by this provision may not be collected through a lien or
levy against property, and the section does not impose any criminal liability.

The provision requires the Secretary of HHS, in consultation with the Secretaries of the
Treasury and Labor, to conduct a study to ensure that the procedures necessary to administer the
determination of individuals’ eligibility to participate in an exchange, to receive premium

35 Pub. L. No. 75-718.
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assistance credits, and to obtain an individual responsibility exemption, adequately protect
employees’ rights of privacy and employers’ rights to due process. The results of the study must
be reported by January 1, 2013, to the appropriate committees of Congress.

Reconciliation

If the premium assistance received through an advance payment exceeds the amount of
credit to which the taxpayer is entitled, the excess advance payment is treated as an increase in
tax. For persons whose household income is below 400% of the FPL, the amount of the increase
in tax is limited to $400. If the premium assistance received through an advance payment is less
than the amount of the credit to which the taxpayer is entitled, the shortfall is treated as a
reduction in tax.

The eligibility for and amount of premium assistance is determined in advance of the
coverage year, on the basis of household income and family size from two years prior, and the
monthly premiums for qualified health plans in the individual market in which the taxpayer,
spouse and any dependent enroll in an exchange. Any advance premium assistance is paid
during the year for which coverage is provided by the exchange. In the subsequent year, the
amount of advance premium assistance is required to be reconciled with the allowable
refundable credit for the year of coverage. Generally, this would be accomplished on the tax
return filed for the year of coverage, based on that year’s actual household income, family size,
and premiums. Any adjustment to tax resulting from the difference between the advance
premium assistance and the allowable refundable tax credit would be assessed as additional tax
or a reduction in tax on the tax return.

Separately, the provision requires that the exchange, or any person with whom it
contracts to administer the insurance program, must report to the Secretary with respect to any
taxpayer’s participation in the health plan offered by the Exchange. The information to be
reported is information necessary to determine whether a person has received excess advance
payments, identifying information about the taxpayer (such as name, taxpayer identification
number, months of coverage) and any other person covered by that policy; the level of coverage
purchased by the taxpayer; the total premium charged for the coverage, as well as the aggregate
advance payments credited to that taxpayer; and information provided to the Exchange for the
purpose of establishing eligibility for the program, including changes of circumstances of the
taxpayer since first purchasing the coverage. Finally, the party submitting the report must
provide a copy to the taxpayer whose information is the subject of the report.

Effective Date

The provision is effective for taxable years ending after December 31, 2013.
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D. Reduced Cost-Sharing for Individuals Enrolling in Qualified Health Plans
(secs. 1402, 1411, and 1412 of the Senate amendment“)

Present Law

Currently there is no tax credit that is generally available to low or middle income
individuals or families for the purchase of health insurance. Some individuals may be eligible
for health coverage through State Medicaid programs which consider income, assets, and family
circumstances. However, these Medicaid programs are not in the Code.

Health coverage tax credit

Certain individuals are eligible for the HCTC. The HCTC is a refundable tax credit equal
to 80 percent of the cost of qualified health coverage paid by an eligible individual. In general,
eligible individuals are individuals who receive a trade adjustment allowance (and individuals
who would be eligible to receive such an allowance but for the fact that they have not exhausted
their regular unemployment benefits), individuals eligible for the alternative trade adjustment
assistance program, and individuals over age 55 who receive pension benefits from the Pension
Benefit Guaranty Corporation. The HCTC is available for “qualified health insurance,” which
includes certain employer-based insurance, certain State-based insurance, and in some cases,
insurance purchased in the individual market.

The credit is available on an advance basis through a program established and
administered by the Treasury Department. The credit generally is delivered as follows: the
eligible individual sends his or her portion of the premium to the Treasury, and the Treasury then
pays the full premium (the individual’s portion and the amount of the refundable tax credit) to
the insurer. Alternatively, an eligible individual is also permitted to pay the entire premium
during the year and claim the credit on his or her income tax return.

Individuals entitled to Medicare and certain other governmental health programs, covered
under certain employer-subsidized health plans, or with certain other specified health coverage
are not eligible for the credit.

COBRA continuation coverage premium reduction

COBRA? requires that a group health plan must offer continuation coverage to qualified
beneficiaries in the case of a qualifying event (such as a loss of employment). A plan may
require payment of a premium for any period of continuation coverage. The amount of such
premium generally may not exceed 102 percent of the “applicable premium” for such period and
the premium must be payable, at the election of the payor, in monthly installments.

3% Sections 1401, 1411 and 1412 of the Senate amendment, as amended by section 10104, is further
amended by section 1001 of the Reconciliation bill.

37 Pub. L. No. 99-272.
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Section 3001 of the American Recovery and Reinvestment Act of 2009,*® as amended by
the Department of Defense Appropriations Act, 2010,*° and the Temporary Extension Act of
2010* provides that, for a period not exceeding 15 months, an assistance eligible individual is
treated as having paid any premium required for COBRA continuation coverage under a group
health plan if the individual pays 35 percent of the premium. Thus, if the assistance eligible
individual pays 35 percent of the premium, the group health plan must treat the individual as
having paid the full premium required for COBRA continuation coverage, and the individual is
entitled to a subsidy for 65 percent of the premium. An assistance eligible individual generally is
any qualified beneficiary who elects COBRA continuation coverage and the qualifying event
with respect to the covered employee for that qualified beneficiary is a loss of group health plan
coverage on account of an involuntary termination of the covered employee’s employment (for
other than gross misconduct).* In addition, the qualifying event must occur during the period
beginning September 1, 2008, and ending March 31, 2010.

The COBRA continuation coverage subsidy also applies to temporary continuation
coverage elected under the Federal Employees Health Benefits Program and to continuation
health coverage under State programs that provide coverage comparable to continuation
coverage. The subsidy is generally delivered by requiring employers to pay the subsidized
portion of the premium for assistance eligible individuals. The employer then treats the payment
of the subsidized portion as a payment of employment taxes and offsets its employment tax
liability by the amount of the subsidy. To the extent that the aggregate amount of the subsidy for
all assistance eligible individuals for which the employer is entitled to a credit for a quarter
exceeds the employer’s employment tax liability for the quarter, the employer can request a tax
refund or can claim the credit against future employment tax liability.

There is an income limit on the entitlement to the COBRA continuation coverage
subsidy. Taxpayers with modified adjusted gross income exceeding $145,000 (or $290,000 for
joint filers), must repay any subsidy received by them, their spouse, or their dependant, during
the taxable year. For taxpayers with modified adjusted gross incomes between $125,000 and
$145,000 (or $250,000 and $290,000 for joint filers), the amount of the subsidy that must be
repaid is reduced proportionately. The subsidy is also conditioned on the individual not being
eligible for certain other health coverage. To the extent that an eligible individual receives a
subsidy during a taxable year to which the individual was not entitled due to income or being
eligible for other health coverage, the subsidy overpayment is repaid on the individual’s income

3% Pub. L. No. 111-5.
3 Pub. L. No. 111-118.
40 pyub. L. No. 111-144,

*I' TEA expanded eligibility for the COBRA subsidy to include individuals who experience a loss of
coverage on account of a reduction in hours of employment followed by the involuntary termination of employment
of the covered employee. For an individual entitled to COBRA because of a reduction in hours and who is then
subsequently involuntarily terminated from employment, the termination is considered a qualifying event for
purposes of the COBRA subsidy, as long as the termination occurs during the period beginning on the date
following TEA’s date of enactment and ending on March 31, 2010.
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tax return as additional tax. However, in contrast to the HCTC, the subsidy for COBRA
continuation coverage may only be claimed through the employer and cannot be claimed at the
end of the year on an individual tax return.

Explanation of Provision

Cost-sharing subsidy

A cost-sharing subsidy is provided to reduce annual out-of-pocket cost-sharing for
individuals and households between 100 and 400 of percent FPL (for the family size involved).
The reductions are made in reference to the dollar cap on annual deductibles for high deductable
health plans in section 223(c)(2)(A)(ii) (currently $5,000 for self-only coverage and $10,000 for
family coverage). For individuals with household income of more than 100 but not more than
200 percent of FPL, the out-of-pocket limit is reduced by two-thirds. For those between 201 and
300 percent of FPL by one-half, and for those between 301 and 400 percent of FPL by one-third.

The cost-sharing subsidy that is provided must buy out any difference in cost-sharing
between the qualified health insurance purchased and the actuarial values specified below. For
individuals between 100 and 150 percent of FPL (for the family size involved), the subsidy must
bring the value of the plan to not more than 94 percent actuarial value. For those between 150
and 200 percent of FPL, the subsidy must bring the value of the plan to not more than 87 percent
actuarial value. For those between 201 and 250 percent of FPL, the subsidy must bring the value
of the plan to not more than 73 percent actuarial value. For those between 251 and 400 percent
of FPL, the subsidy must bring the value of the plan to not more than 70 percent actuarial value.
The determination of cost-sharing subsidies will be made based on data from the same taxable
year as is used for determining advance credits under section 1412 of the Senate amendment
(and not the taxable year used for determining premium assistance credits under section 36B).
The amount received by an insurer as a cost-sharing subsidy on behalf of an individual, as well
as any out-of-pocket spending by the individual, counts towards the out-of-pocket limit.
Individuals enrolled in multi-state plans, pursuant to section 1334 of the Senate amendment, are
eligible for the subsidy.

In addition to adjusting actuarial values, plans must further reduce cost-sharing for low-
income individuals as specified below. For individuals between 100 and 150 percent of FPL (for
the family size involved) the plan’s share of the total allowed cost of benefits provided under the
plan must be 94 percent. For those between 151 and 200 percent of FPL, the plan’s share must
be 87 percent, and for those between 201 and 250 percent of FPL the plan’s share must be 73
percent.

The cost-sharing subsidy is available only for those months in which an individual
receives an affordability credit under new section 36B.*

As with the premium assistance credit, if the plan in which the individual enrolls offers
benefits in addition to essential health beneﬁts,43 even if the State in which the individual resides

42 Section 1401 of the Senate amendment.
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requires such additional benefits, the reduction in cost-sharing does not apply to the additional
benefits. In addition, individuals enrolled in both a qualified health plan and a pediatric dental
plan may not receive a cost-sharing subsidy for the pediatric dental benefits that are included in
the essential health benefits required to be provided by the qualified health plan. Cost-sharing
subsidies, and any amounts that are attributable to them, cannot be used to pay for abortions for
which federal funding is prohibited.

The Secretary of HHS must establish a program for determining whether individuals are
eligible to claim a cost-sharing credit. The program must provide for the following: (1) the
details of an individual’s application process; (2) the details of how public entities are to make
determinations of individuals’ eligibility; (3) procedures for deeming individuals to be eligible;
and, (4) procedures for allowing individuals with limited English proficiency proper access to
exchanges.

In applying for enrollment, an individual claiming a cost-sharing subsidy is required to
submit to the exchange income and family size information and information regarding changes
in marital or family status or income. Personal information provided to the exchange is
submitted to the Secretary of HHS. In turn, the Secretary of HHS submits the applicable
information to the Social Security Commissioner, Homeland Security Secretary, and Treasury
Secretary for verification purposes. The Secretary of HHS is notified of the results following
verification, and notifies the exchange of such results. The provision specifies actions to be
undertaken if inconsistencies are found. The Secretary of HHS, in consultation with the
Treasury Secretary, Homeland Security Secretary, and Social Security Commissioner, must
establish procedures for appealing determinations resulting from the verification process, and
redetermining eligibility on a periodic basis.

The Secretary notifies the plan that the individual is eligible and the plan reduces the
cost-sharing by reducing the out-of-pocket limit under the provision. The plan notifies the
Secretary of cost-sharing reductions and the Secretary makes periodic and timely payments to
the plan equal to the value of the reductions in cost-sharing. The provision authorizes the
Secretary to establish a capitated payment system with appropriate risk adjustments.

An employer must be notified if one of its employees is determined to be eligible for a
cost-sharing subsidy. The notice must include information about the employer’s potential
liability for payments under section 4980H and explicit notice that hiring, terminating, or
otherwise discriminating against an employee because he or she received a credit or subsidy is in
violation of the Fair Labor Standards Act.** An employer is generally not entitled to information
about its employees who qualify for the premium assistance credit or the cost-sharing subsidy.
Employers may, however, be notified of the name of an employee and whether his or her income
is above or below the threshold used to measure the affordability of the employer’s health
insurance coverage.

# As defined in section 1302(b) of the Senate amendment.

4 Pub. Law No. 75-718.

21



The Secretary of the Treasury is informed of the name and employer identification
number of every employer that has one or more employee receiving a cost-sharing subsidy.

The provision implements special rules for Indians (as defined by the Indian Health Care
Improvement Act) and undocumented aliens. The provision prohibits cost-sharing reductions for
individuals who are not lawfully present in the United States, and such individuals are not taken
into account in determining the family size involved.

The provision defines any term used in this section that is also used by section 36B as
having the same meaning as defined by the latter. The provision also denies subsidies to
dependents, with respect to whom a deduction under section 151 is allowable to another taxpayer
for a taxable year beginning in the calendar year in which the individual’s taxable year begins.
Further, the provision does not permit a subsidy for any month that is not treated as a coverage
month.

Effective Date

The provision is effective on date of enactment.
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E. Disclosures to Carry Out Eligibility Requirements for Certain Programs
(sec. 1414" of the Senate amendment and sec. 6103 of the Code)

Present Law

Section 6103 provides that returns and return information are confidential and may not be
disclosed by the IRS, other Federal employees, State employees, and certain others having access
to such information except as provided in the Internal Revenue Code. Section 6103 contains a
number of exceptions to the general rule of nondisclosure that authorize disclosure in specifically
identified circumstances. For example, section 6103 provides for the disclosure of certain return
information for purposes of establishing the appropriate amount of any Medicare Part B
premium subsidy adjustment.

Section 6103(p)(4) requires, as a condition of receiving returns and return information,
that Federal and State agencies (and certain other recipients) provide safeguards as prescribed by
the Secretary of the Treasury by regulation to be necessary or appropriate to protect the
confidentiality of returns or return information. Unauthorized disclosure of a return or return
information is a felony punishable by a fine not exceeding $5,000 or imprisonment of not more
than five years, or both, together with the costs of prosecution.* The unauthorized inspection of
a return or return information is punishable by a fine not exceeding $1,000 or imprisonment of
not more than one year, or both, together with the costs of prosecution.*’ An action for civil
damages also may be brought for unauthorized disclosure or inspection.**

Explanation of Provision

Individuals will submit income information to an exchange as part of an application
process in order to claim the cost-sharing reduction and the tax credit on an advance basis. The
Department of HHS serves as the centralized verification agency for information submitted by
individuals to the exchanges with respect to the reduction and the tax credit to the extent
provided on an advance basis. The IRS is permitted to substantiate the accuracy of income
information that has been provided to HHS for eligibility determination.

Specifically, upon written request of the Secretary of HHS, the IRS is permitted to
disclose the following return information of any taxpayer whose income is relevant in
determining the amount of the tax credit or cost-sharing reduction, or eligibility for participation
in the specified State health subsidy programs (i.e., a State Medicaid program under title XIX of
the Social Security Act, a State’s children’s health insurance program under title XXI of such
Act, or a basic health program under section 2228 of such Act): (1) taxpayer identity; (2) the
filing status of such taxpayer; (3) the modified adjusted gross income (as defined in new sec.

* Section 1414 of the Senate amendment is amended by section 1004 of the Reconciliation bill.

4 Sec. 7213.
47 Sec. 7213A.

% Sec. 7431.
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36B of the Code) of such taxpayer, the taxpayer’s spouse and of any dependants who are
required to file a tax return; (4) such other information as is prescribed by Treasury regulation as
might indicate whether such taxpayer is eligible for the credit or subsidy (and the amount
thereof); and (5) the taxable year with respect to which the preceding information relates, or if
applicable, the fact that such information is not available. HHS is permitted to disclose to an
exchange or its contractors, or to the State agency administering the health subsidy programs
referenced above (and their contractors) any inconsistency between the information submitted
and IRS records.

The disclosed return information may be used only for the purposes of, and only to the
extent necessary in, establishing eligibility for participation in the exchange, verifying the
appropriate amount of the tax credit, and cost-sharing subsidy, or eligibility for the specified
State health subsidy programs.

Recipients of the confidential return information are subject to the safeguard protections
and civil and criminal penalties for unauthorized disclosure and inspection. Special rules apply
to the disclosure of return information to contractors.

The IRS is required to make an accounting for all disclosures.

Effective Date

The provision is effective on date of enactment.
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F. Premium Tax Credit and Cost-Sharing Reduction Payments
Disregarded for Federal and Federally Assisted Programs
(sec. 1415 of the Senate amendment)

Present Law

There is no tax credit that is generally available to low or middle income individuals or
families for the purchase of health insurance.

Explanation of Provision

Any premium assistance tax credits and cost-sharing subsidies provided to an individual
under the Senate amendment are disregarded for purposes of determining that individual’s
eligibility for benefits or assistance, or the amount or extent of benefits and assistance, under any
Federal program or under any State or local program financed in whole or in part with Federal
funds. Specifically, any amount of premium tax credit provided to an individual is not counted
as income, and cannot be taken into account as resources for the month of receipt and the
following two months. Any cost sharing subsidy provided on the individual’s behalf is treated as
made to the health plan in which the individual is enrolled and not to the individual.

Effective Date

The provision is effective on date of enactment.
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G. Small Business Tax Credit
(sec. 1421% of the Senate amendment and new sec. 45R of the Code)

Present Law

The Code does not provide a tax credit for employers that provide health coverage for
their employees. The cost to an employer of providing health coverage for its employees is
generally deductible as an ordinary and necessary business expense for employee
compensation.” In addition, the value of employer-provided health insurance is not subject to
employer-paid Federal Insurance Contributions Act (“FICA”) tax.

The Code generally provides that employees are not taxed on the value of employer-
provided health coverage under an accident or health plan.>' That is, these benefits are excluded
from gross income. In addition, medical care provided under an accident or health plan for
employees, their spouses, and their dependents generally is excluded from gross income.™
Active employees participating in a cafeteria plan may be able to pay their share of premiums on
a pre-tax basis through salary reduction.” Such salary reduction contributions are treated as
employer contributions and thus also are excluded from gross income.

Explanation of Provisions

Small business emplovers eligible for the credit

Under the provision, a tax credit is provided for a qualified small employer for
nonelective contributions to purchase health insurance for its employees. A qualified small
business employer for this purpose generally is an employer with no more than 25 full-time
equivalent employees (“FTEs”) employed during the employer’s taxable year, and whose
employees have annual full-time equivalent wages that average no more than $50,000.
However, the full amount of the credit is available only to an employer with 10 or fewer FTEs
and whose employees have average annual fulltime equivalent wages from the employer of less
than $25,000. These wage limits are indexed to the Consumer Price Index for Urban Consumers
(“CPI-U”) for years beginning in 2014.

Under the provision, an employer’s FTEs are calculated by dividing the total hours
worked by all employees during the employer’s tax year by 2080. For this purpose, the
maximum number of hours that are counted for any single employee is 2080 (rounded down to
the nearest whole number). Wages are defined in the same manner as under section 3121(a) (as

# Section 1421 of the Senate amendment is amended by section 10105 of the Senate amendment.

%0 Sec. 162. However, see special rules in sections 419 and 419A for the deductibility of contributions to
welfare benefit plans with respect to medical benefits for employees and their dependents.

31 Sec 106.
52 Sec. 105(b).

3 Sec. 125.
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determined for purposes of FICA taxes but without regard to the dollar limit for covered wages)
and the average wage is determined by dividing the total wages paid by the small employer by
the number of FTEs (rounded down to the nearest $1,000).

The number of hours of service worked by, and wages paid to, a seasonal worker of an
employer is not taken into account in determining the full-time equivalent employees and
average annual wages of the employer unless the worker works for the employer on more than
120 days during the taxable year. For purposes of the credit the term ‘seasonal worker’ means a
worker who performs labor or services on a seasonal basis as defined by the Secretary of Labor,
including workers covered by 29 CFR sec. 500.20(s)(1) and retail workers employed exclusively
during holiday seasons.

The contributions must be provided under an arrangement that requires the eligible small
employer to make a nonelective contribution on behalf of each employee who enrolls in certain
defined qualifying health insurance offered to employees by the employer equal to a uniform
percentage (not less than 50 percent) of the premium cost of the qualifying health plan.

The credit is only available to offset actual tax liability and is claimed on the employer’s
tax return. The credit is not payable in advance to the taxpayer or refundable. Thus, the
employer must pay the employees’ premiums during the year and claim the credit at the end of
the year on its income tax return. The credit is a general business credit, and can be carried back
for one year and carried forward for 20 years. The credit is available for tax liability under the
alternative minimum tax.

Years the credit is available

Under the provision, the credit is initially available for any taxable year beginning in
2010, 2011, 2012, or 2013. Qualifying health insurance for claiming the credit for this first phase
of the credit is health insurance coverage within the meaning of section 9832, which is generally
health insurance coverage purchased from an insurance company licensed under State law.

For taxable years beginning in years after 2013, the credit is only available to a qualified
small employer that purchases health insurance coverage for its employees through a State
exchange and is only available for a maximum coverage period of two consecutive taxable years
beginning with the first year in which the employer or any predecessor first offers one or more
qualified plans to its employees through an exchange.™

The maximum two-year coverage period does not take into account any taxable years
beginning in years before 2014. Thus a qualified small employer could potentially qualify for
this credit for six taxable years, four years under the first phase and two years under the second
phase.

> Sec. 1301 of the Senate amendment provides the requirements for a qualified health plan purchased
through the exchange.
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Calculation of credit amount

The credit is equal to the applicable percentage of the small business employer’s
contribution to the health insurance premium for each covered employee. Only nonelective
contributions by the employer are taken into account in calculating the credit. Therefore, any
amount contributed pursuant to a salary reduction arrangement under a cafeteria plan within the
meaning of section 125 is not treated as an employer contribution for purposes of this credit.
The credit is equal to the lesser of the following two amounts multiplied an applicable tax credit
percentage: (1) the amount of contributions the employer made on behalf of the employees
during the taxable year for the qualifying health coverage and (2) the amount of contributions
that the employer would have made during the taxable year if each employee had enrolled in
coverage with a small business benchmark premium. To calculate such contributions under the
second of these two amounts, the benchmark premium is multiplied by the number of employees
enrolled in coverage and then multiplied by the uniform percentage that applies for calculating
the level of coverage selected by the employer. As discussed above, this tax credit is only
available if this uniform percentage is at least 50 percent.

For the first phase of the credit (any taxable years beginning in 2010, 2011, 2012, or
2013), the applicable tax credit percentage is 35 percent. The benchmark premium is the average
total premium cost in the small group market for employer-sponsored coverage in the employer’s
State. The premium and the benchmark premium vary based on the type of coverage provided to
the employee (i.e., single, adult with child, family or two adults).

For taxable years beginning in years after 2013, the applicable tax credit percentage is 50
percent. The benchmark premium is the average total premium cost in the small group market
for employer-sponsored coverage in the employer’s State. The premium and the benchmark
premium vary based on the type of coverage being provided to the employee (e.g. single or
family).

The credit is reduced for employers with more than 10 FTEs but not more than 25 FTEs.
The credit is also reduced for an employer for whom the average wages per employee is between
$25,000 and $50,000. The amount of this reduction is equal to the amount of the credit
(determined before any reduction) multiplied by a fraction, the numerator of which is the average
annual wages of the employer in excess of $25,000 and the denominator is $25,000. For an
employer with more than 10 FTEs, the percentage is reduced in proportion to the number of
FTEs in excess of 10. For an employer with both more than 10 FTEs and average annual wages
in excess of $25,000, the reduction is the sum of the amount of the two reductions.

Tax exempt organizations as qualified small emplovers

Any organization described in section 501(c) which is exempt under section 501(a) that
otherwise qualifies for the small business tax credit is eligible to receive the credit. However, for
tax-exempt organizations, the applicable percentage for the credit during the first phase of the
credit (any taxable year beginning in 2010, 2011, 2012, or 2013) is limited to 25 percent and the
applicable percentage for the credit during the second phase (taxable years beginning in years
after 2013) is limited to 35 percent. The small business tax credit is otherwise calculated in the
same manner for tax-exempt organizations that are qualified small employers as the tax credit is
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calculated for all other qualified small employers. Tax-exempt organizations are eligible to
apply the tax credit against the organization’s liability as an employer for payroll taxes for the
taxable year to the extent of: (1) the amount of income tax withheld from its employees under
section 3401(a); (2) the amount of hospital insurance tax withheld from its employees under
section 3101(b); (3) and the amount of the hospital tax imposed on the organization under
section 3111(b). However, the organization is not eligible for a credit in excess of the amount of
these payroll taxes.

Special rules

The employer is entitled to a deduction under section 162 equal to the amount of the
employer contribution minus the dollar amount of the credit. For example, if a qualified small
employer pays 100 percent of the cost of its employees’ health insurance coverage and the tax
credit under this provision is 50 percent of that cost, the employer is able to claim a section 162
deduction for the other 50 percent of the premium cost.

The employer is determined by applying the employer aggregations rules in section
414(b), (c), and (m). In addition, the definition of employee includes a leased employee within
the meaning of section 414(n).>

Self-employed individuals, including partners and sole proprietors, two percent share-
holders of an S Corporation, and five percent owners of the employer (within the meaning of
section 416(1)(1)(B)(i)) are not treated as employees for purposes of this credit. Any employee
with respect to a self employed individual is not an employee of the employer for purposes of
this credit if the employee is not performing services in the trade or business of the employer.
Thus, the credit is not available for a domestic employee of a sole proprietor of a business. There
is also a special rule to prevent sole proprietorships from receiving the credit for the owner and
their family members. Thus, no credit is available for any contribution to the purchase of health
insurance for these individuals and the individual is not taken into account in determining the
number of FTEs or average full-time equivalent wages.

The Secretary of is directed to prescribe such regulations as may be necessary to carry
out the provisions of new section 45R, including regulations to prevent the avoidance of the two-
year limit on the credit period for the second phase of the credit through the use of successor
entities and the use of the limit on the number of employees and the amount of average wages
through the use of multiple entities. The Secretary of Treasury, in consultation with the Secretary
of Labor, is directed to prescribe such regulations, rules, and guidance as may be necessary to

> Section 414(b) provides that, for specified employee benefit purposes, all employees of all corporations
which are members of a controlled group of corporations are treated as employed by a single employer. There is a
similar rule in section 414(c) under which all employees of trades or businesses (whether or not incorporated) which
are under common are treated under regulations as employed by a single employer, and, in section 414(m), under
which employees of an affiliated service group (as defined in that section) are treated as employed by a single
employer. Section 414(n) provides that leased employees, as defined in that section, are treated as employees of the
service recipient for specified purposes. Section 414(0) authorizes the Treasury to issue regulations to prevent
avoidance of the certain requirement under section 414(m) and 414(n).
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determine the hours of service of an employee for purposes of determining FTEs, including rules
for the employees who are not compensated on an hourly basis.

Effective Date

The provision is effective for taxable years beginning after December 31, 2009.
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H. Excise Tax on Individuals Without Essential Health Benefits Coverage
(sec. 1501°° of the Senate amendment and new sec. 5000A of the Code)

Present Law

Federal law does not require individuals to have health insurance. Only the
Commonwealth of Massachusetts, through its statewide program, requires that individuals have
health insurance (although this policy has been considered in other states, such as California,
Maryland, Maine, and Washington). All adult residents of Massachusetts are required to have
health insurance that meets “minimum creditable coverage” standards if it is deemed
“affordable” at their income level under a schedule set by the board of the Commonwealth
Health Insurance Connector Authority (“Connector”). Individuals report their insurance status
on State income tax forms. Individuals can file hardship exemptions from the mandate; persons
for whom there are no affordable insurance options available are not subject to the requirement
for insurance coverage.

For taxable year 2007, an individual without insurance and who was not exempt from the
requirement did not qualify under Massachusetts law for a State income tax personal exemption.
For taxable years beginning on or after January 1, 2008, a penalty is levied for each month an
individual is without insurance. The penalty consists of an amount up to 50 percent of the lowest
premium available to the individual through the Connector. The penalty is reported and paid by
the individual with the individual’s Massachusetts State income tax return at the same time and
in the same manner as State income taxes. Failure to pay the penalty results in the same interest
and penalties as apply to unpaid income tax.

Explanation of Provision

Personal responsibility requirement

Beginning January, 2014, non-exempt U.S. citizens and legal residents are required to
maintain minimum essential coverage. Minimum essential coverage includes government
sponsored programs, eligible employer-sponsored plans, plans in the individual market,
grandfathered group health plans and other coverage as recognized by the Secretary of HHS in
coordination with the Secretary of the Treasury. Government sponsored programs include
Medicare, Medicaid, Children’s Health Insurance Program, coverage for members of the U.S.
military,”’ veterans health care,”® and health care for Peace Corps volunteers.”” Eligible
employer-sponsored plans include: governmental plans,” church plans,®' grandfathered plans

%% Section 1501 of the Senate amendment, as amended by section 10106, is further amended by section
1002 of the Reconciliation bill.

57 10 U.S.C. 55 and 38 U.S.C. 1781.
% 38 U.S.C. 17.
9 22 U.S.C. 2504(e).

0 ERISA Sec. 3(32), U.S.C. 5: Chapter 89, except a plan described in paragraph (1)(A).
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and other group health plans offered in the small or large group market within a State. Minimum
essential coverage does not include coverage that consists of certain HIPAA excepted benefits.*
Other HIPAA excepted benefits that do not constitute minimum essential coverage if offered
under a separate policy, certificate or contract of insurance include long term care, limited scope
dental and vision benefits, coverage for a disease or specified illness, hospital indemnity or other
fixed indemnity insurance or Medicare supplemental health insurance.®

Individuals are exempt from the requirement for months they are incarcerated, not legally
present in the United States or maintain religious exemptions. Those who are exempt from the
requirement due to religious reasons must be members of a recognized religious sect exempting
them from self employment taxes®* and adhere to tenets of the sect. Individuals residing®
outside of the United States are deemed to maintain minimum essential coverage. If an
individual is a dependent®® of another taxpayer, the other taxpayer is liable for any penalty
payment with respect to the individual.

Penalty

Individuals who fail to maintain minimum essential coverage in 2016 are subject to a
penalty equal to the greater of: (1) 2.5 percent of household income in excess of the taxpayer’s
household income for the taxable year over the threshold amount of income required for income
tax return filing for that taxpayer under section 6012(a)(1);%” or (2) $695 per uninsured adult in
the household. The fee for an uninsured individual under age 18 is one-half of the adult fee for
an adult. The total household penalty may not exceed 300 percent of the per adult penalty
($2,085). The total annual household payment may not exceed the national average annual
premium for bronze level health plan offered through the Exchange that year for the household
size.

This per adult annual penalty is phased in as follows: $95 for 2014; $325 for 2015; and
$695 in 2016. For years after 2016, the $695 amount is indexed to CPI-U, rounded to the next

1 ERISA sec. 3(33).

62 U.S.C. 42 sec. 300gg-91(c)(1). HIPAA excepted benefits include: (1) coverage only for accident, or
disability income insurance; (2) coverage issued as a supplement to liability insurance; (3) liability insurance,
including general liability insurance and automobile liability insurance; (4) workers’ compensation or similar
insurance; (5) automobile medical payment insurance; (6) credit-only insurance; (7) coverage for on-site medical
clinics; and (8) other similar insurance coverage, specified in regulations, under which benefits for medical care are
secondary or incidental to other insurance benefits.

42 U.S.C. 300gg-91(c)(2-4).
5 Sec. 1402(g)(1).

65 Sec. 911(d)(1).

% Sec. 152.

57 Generally, in 2010, the filing threshold is $9,350 for a single person or a married person filing separately
and is $18,700 for married filing jointly. IR-2009-93, Oct. 15, 20009.
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lowest $50. The percentage of income is phased in as follows: one percent for 2014; two percent
in 2015; and 2.5 percent beginning after 2015. If a taxpayer files a joint return, the individual and
spouse are jointly liable for any penalty payment.

The penalty applies to any period the individual does not maintain minimum essential
coverage and is determined monthly. The penalty is assessed through the Code and accounted
for as an additional amount of Federal tax owed. However, it is not subject to the enforcement
provisions of subtitle F of the Code.®® The use of liens and seizures otherwise authorized for
collection of taxes does not apply to the collection of this penalty. Non-compliance with the
personal responsibility requirement to have health coverage is not subject to criminal or civil
penalties under the Code and interest does not accrue for failure to pay such assessments in a
timely manner.

Individuals who cannot afford coverage because their required contribution for employer-
sponsored coverage or the lowest cost bronze plan in the local Exchange exceeds eight percent of
household income for the year are exempt from the penalty.” In years after 2014, the eight
percent exemption is increased by the amount by which premium growth exceeds income
growth. If self-only coverage is affordable to an employee, but family coverage is unaffordable,
the employee is subject to the mandate penalty if the employee does not maintain minimum
essential coverage. However, any individual eligible for employer coverage due to a relationship
with an employee (e.g. spouse or child of employee) is exempt from the penalty if that individual
does not maintain minimum essential coverage because family coverage is not affordable” (i.e.,
exceeds eight percent of household income). Taxpayers with income below the income tax filing

5% IRS authority to assess and collect taxes is generally provided in subtitle F, “Procedure and
Administration” in the Code. That subtitle establishes the rules governing both how taxpayers are required to report
information to the IRS and pay their taxes as well as their rights. It also establishes the duties and authority of the
IRS to enforce the Code, including civil and criminal penalties.

% In the case of an individual participating in a salary reduction arrangement, the taxpayer's household
income is increased by any exclusion from gross income for any portion of the required contribution to the premium.
The required contribution to the premium is the individual contribution to coverage through an employer or in the
purchase of a bronze plan through the Exchange.

" For example, if an employee with a family is offered self-only coverage costing five percent of income
and family coverage costing 10 percent of income, the employee is not eligible for the tax credit in the Exchange
because self-only coverage costs less than 9.5 percent of household income. The employee is not exempt from the
individual responsibility penalty on the grounds of an affordability exemption because the self-only plan costs less
than eight percent of income. Although family coverage costs more than 9.5 percent of income, the family does not
qualify for a tax credit regardless of whether the employee purchases self-only coverage or does not purchase self-
only coverage through the employer. However, if the family of the employee does not maintain minimum essential
benefits coverage, the employee's family is exempt from the individual mandate penalty because while self-only
coverage is affordable to the employee, family coverage is not considered affordable.
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threshold’' shall also be exempt from the penalty for failure to maintain minimum essential
coverage. All members of Indian tribes’” are exempt from the penalty.

No penalty is assessed for individuals who do not maintain health insurance for a period
of three months or less during the taxable year. If an individual exceeds the three month
maximum during the taxable year, the penalty for the full duration of the gap during the year is
applied. If there are multiple gaps in coverage during a calendar year, the exemption from
penalty applies only to the first such gap in coverage. The Secretary of the Treasury shall
provide rules when a coverage gap includes months in multiple calendar years. Individuals may
also apply to the Secretary of HHS for a hardship exemption due to hardship in obtaining
coverage.”” Residents of the possessions’* of the United States are treated as being covered by
acceptable coverage.

Family size is the number of individuals for whom the taxpayer is allowed a personal
exemption. Household income is the sum of the modified adjusted gross incomes of the taxpayer
and all individuals accounted for in the family size required to file a tax return for that year.
Modified adjusted gross income means adjusted gross income increased by all tax-exempt
interest and foreign earned income.”

Effective Date

The provision is effective for taxable years beginning after December 31, 2013.

™' Generally, in 2010, the filing threshold is $9,350 for a single person or a married person filing separately
and is $18,700 for married filing jointly. IR-2009-93, Oct. 15, 20009.

2 Tribal membership is defined in section 45A(c)(6).
" Sec. 1311(d)(4)(H).
™ Sec. 937(a).

% Sec. 911.
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I. Reporting of Health Insurance Coverage
(sec. 1502 of the Senate amendment and new sec. 6055 of the Code
and sec. 6724(d) of the Code)

Present Law

Insurer reporting of health insurance coverage

No provision.

Penalties for failure to comply with information reporting requirements

Present law imposes a variety of information reporting requirements on participants in
certain transactions.”® These requirements are intended to assist taxpayers in preparing their
income tax returns and help the IRS determine whether such returns are correct and complete.
Failure to comply with the information reporting requirements may result in penalties, including:
a penalty for failure to file the information return,”’ a penalty for failure to furnish payee
statements,”® and a penalty for failure to comply with various other reporting requirements.”

The penalty for failure to file an information return generally is $50 for each return for
which such failure occurs. The total penalty imposed on a person for all failures during a
calendar year cannot exceed $250,000. Additionally, special rules apply to reduce the per-failure
and maximum penalty where the failure is corrected within a specified period.

The penalty for failure to provide a correct payee statement is $50 for each statement
with respect to which such failure occurs, with the total penalty for a calendar year not to exceed
$100,000. Special rules apply that increase the per-statement and total penalties where there is
intentional disregard of the requirement to furnish a payee statement.

Explanation of Provision

Under the provision, insurers (including employers who self-insure) that provide
minimum essential coverage™ to any individual during a calendar year must report certain health
insurance coverage information to both the covered individual and to the IRS. In the case of
coverage provided by a governmental unit, or any agency or instrumentality thereof, the

76 Secs. 6031 through 6060.
" Sec. 6721.
" Sec. 6722.

7 Sec. 6723. The penalty for failure to comply timely with a specified information reporting requirement
is $50 per failure, not to exceed $100,000 for a calendar year.

80 As defined in section 5000A of the Senate amendment, as amended by section 10106, as further
amended by section 1002 of the Reconciliation bill.
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reporting requirement applies to the person or employee who enters into the agreement to
provide the health insurance coverage (or their designee).

The information required to be reported includes: (1) the name, address, and taxpayer
identification number of the primary insured, and the name and taxpayer identification number of
each other individual obtaining coverage under the policy; (2) the dates during which the
individual was covered under the policy during the calendar year; (3) whether the coverage is a
qualified health plan offered through an exchange; (4) the amount of any premium tax credit or
cost-sharing reduction received by the individual with respect to such coverage; and (5) such
other information as the Secretary may require.

To the extent health insurance coverage is through an employer-provided group health
plan, the insurer is also required to report the name, address and employer identification number
of the employer, the portion of the premium, if any, required to be paid by the employer, and any
other information the Secretary may require to administer the new tax credit for eligible small
employers.

The insurer is required to report the above information, along with the name, address and
contact information of the reporting insurer, to the covered individual on or before January 31 of
the year following the calendar year for which the information is required to be reported to the
IRS.

The provision amends the information reporting provisions of the Code to provide that an
insurer who fails to comply with these new reporting requirements is subject to the penalties for
failure to file an information return and failure to furnish payee statements, respectively.

The IRS is required, not later than June 30 of each year, in consultation with the
Secretary of HHS, to provide annual notice to each individual who files an income tax return and
who fails to enroll in minimum essential coverage. The notice is required to include information
on the services available through the exchange operating in the individual’s State of residence.

Effective Date

The provision is effective for calendar years beginning after 2013.
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J. Shared Responsibility for Employers
(sec. 1513*" of the Senate amendment and new sec. 4980H of the Code)

Present Law

Currently, there is no Federal requirement that employers offer health insurance coverage
to employees or their families. However, as with other compensation, the cost of employer-
provided health coverage is a deductible business expense under section 162 of the Code.** In
addition, employer-provided health insurance coverage is generally not included in an
employee’s gross income.

Employees participating in a cafeteria plan may be able to pay the portion of premiums
for health insurance coverage not otherwise paid for by their employers on a pre-tax basis
through salary reduction.** Such salary reduction contributions are treated as employer
contributions for purposes of the Code, and are thus excluded from gross income.

One way that employers can offer employer-provided health insurance coverage for
purposes of the tax exclusion is to offer to reimburse employees for the premiums for health
insurance purchased by employees in the individual health insurance market. The payment or
reimbursement of employees’ substantiated individual health insurance premiums is excludible
from employees’ gross income.*” This reimbursement for individual health insurance premiums
can also be paid through salary reduction under a cafeteria plan.*® However, this offer to
reimburse individual health insurance premiums constitutes a group health plan

The Employee Retirement Income Security Act of 1974 (“ERISA™)*” preempts State law
relating to certain employee benefit plans, including employer-sponsored health plans. While
ERISA specifically provides that its preemption rule does not exempt or relieve any person from
any State law which regulates insurance, ERISA also provides that an employee benefit plan is
not deemed to be engaged in the business of insurance for purposes of any State law regulating
insurance companies or insurance contracts. As a result of this ERISA preemption, self-insured
employer-sponsored health plans need not provide benefits that are mandated under State
insurance law.

81 Section 1513 of the Senate amendment, as amended by section 10106, is further amended by section
1003 of the Reconciliation bill.

%2 Sec. 162. However see special rules in sections 419 and 419A for the deductibility of contributions to
welfare benefit plans with respect to medical benefits for employees and their dependents.

% Sec. 106.

% Sec. 125.

% Rev. Rul. 61-146 (1961-2 CB 25).
Proposed Treas. Reg. sec.1.125-1(m).

87 Pub. L. 93-406
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While ERISA does not require an employer to offer health benefits, it does require
compliance if an employer chooses to offer health benefits, such as compliance with plan
fiduciary standards, reporting and disclosure requirements, and procedures for appealing denied
benefit claims. There are other Federal requirements for health plans which include, for
example, rules for health care continuation coverage.® The Code imposes an excise tax on
group health plans that fail to meet these other requirements.* The excise tax generally is equal
to $100 per day per failure during the period of noncompliance and is imposed on the employer
sponsoring the plan.

Under Medicaid, States may establish “premium assistance” programs, which pay a
Medicaid beneficiary’s share of premiums for employer-sponsored health coverage. Besides
being available to the beneficiary through his or her employer, the coverage must be
comprehensive and cost-effective for the State. An individual’s enrollment in an employer plan
is considered cost-effective if paying the premiums, deductibles, coinsurance and other cost-
sharing obligations of the employer plan is less expensive than the State’s expected cost of
directly providing Medicaid-covered services. States are also required to provide coverage for
those Medicaid-covered services that are not included in the private plans. A 2007 analysis
showed that 12 States had Medicaid premium assistance programs as authorized under current
law.

Explanation of Provision

An applicable large employer that does not offer coverage for all its full-time employees,
offers minimum essential coverage that is unaffordable, or offers minimum essential coverage
that consists of a plan under which the plan’s share of the total allowed cost of benefits is less
than 60 percent, is required to pay a penalty if any full-time employee is certified to the employer
as having purchased health insurance through a state exchange with respect to which a tax credit
or cost-sharing reduction is allowed or paid to the employee.

Applicable large emplover

An employer is an applicable large employer with respect to any calendar year if it
employed an average of at least 50 full-time employees during the preceding calendar year. For
purposes of the provision, “employer” includes any predecessor employer. An employer is not
treated as employing more than 50 full-time employees if the employer’s workforce exceeds 50
full-time employees for 120 days or fewer during the calendar year and the employees that cause
the employer’s workforce to exceed 50 full-time employees are seasonal workers. A seasonal
worker is a worker who performs labor or services on a seasonal basis (as defined by the
Secretary of Labor), including retail workers employed exclusively during the holiday season
and workers whose employment is, ordinarily, the kind exclusively performed at certain seasons

% These rules were added to ERISA and the Code by the Consolidated Omnibus Budget Reconciliation
Act of 1985 (Pub. L. No. 99-272).

%9 Sec. 4980B.
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or periods of the year and which, from its nature, may not be continuous or carried on throughout
the year.”

In counting the number of employees for purposes of determining whether an employer is
an applicable large employer, a full-time employee (meaning, for any month, an employee
working an average of at least 30 hours or more each week) is counted as one employee and all
other employees are counted on a pro-rated basis in accordance with regulations prescribed by
the Secretary. The number of full-time equivalent employees that must be taken into account for
purposes of determining whether the employer exceeds the threshold is equal to the aggregate
number of hours worked by non-full-time employees for the month, divided by 120 (or such
other number based on an average of 30 hours of service each week as the Secretary may
prescribe in regulations).

The Secretary, in consultation with the Secretary of Labor, is directed to issue, as
necessary, rules, regulations and guidance to determine an employee’s hours of service,
including rules that apply to employees who are not compensated on an hourly basis.

The aggregation rules of section 414(b), (c), (m), and (o) apply in determining whether an
employer is an applicable large employer. The determination of whether an employer that was
not in existence during the preceding calendar year is an applicable large employer is made
based on the average number of employees that it is reasonably expected to employ on business
days in the current calendar year.

Penalty for emplovers not offering coverage

An applicable large employer who fails to offer its full-time employees and their
dependents the opportunity to enroll in minimum essential coverage under an employer-
sponsored plan for any month is subject to a penalty if at least one of its full-time employees is
certified to the employer as having enrolled in health insurance coverage purchased through a
State exchange with respect to which a premium tax credit or cost-sharing reduction is allowed
or paid to such employee or employees. The penalty for any month is an excise tax equal to the
number of full-time employees over a 30-employee threshold during the applicable month
(regardless of how many employees are receiving a premium tax credit or cost-sharing
reduction) multiplied by one-twelfth of $2,000. In the case of persons treated as a single
employer under the provision, the 30-employee reduction in full-time employees is made from
the total number of full-time employees employed by such persons (i.e., only one 30-person
reduction is permitted per controlled group of employers) and is allocated among such persons in
relation to the number of full-time employees employed by each such person.

For example, in 2014, Employer A fails to offer minimum essential coverage and has 100
full-time employees, ten of whom receive a tax credit for the year for enrolling in a State
exchange-offered plan. For each employee over the 30-employee threshold, the employer owes

% Section 500.20(s)(1) of title 29, Code of Federal Regulations. Under section 5000.20(s)(1), a worker
who moves from one seasonal activity to another, while employed in agriculture or performing agricultural labor, is
employed on a seasonal basis even though he may continue to be employed during a major portion of the year.
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$2,000, for a total penalty of $140,000 ($2,000 multiplied by 70 ((100-30)). This penalty is
assessed on a monthly basis.

For calendar years after 2014, the $2,000 dollar amount is increased by the percentage (if
any) by which the average per capita premium for health insurance coverage in the United States
for the preceding calendar year (as estimated by the Secretary of HHS no later than October 1 of
the preceding calendar year) exceeds the average per capita premium for 2013 (as determined by
the Secretary of HHS), rounded down to the nearest $10.

Penalty for emplovees receiving premium credits

An applicable large employer who offers, for any month, its full-time employees and
their dependents the opportunity to enroll in minimum essential coverage under an employer-
sponsored plan is subject to a penalty if any full-time employee is certified to the employer as
having enrolled in health insurance coverage purchased through a State exchange with respect to
which a premium tax credit or cost-sharing reduction is allowed or paid to such employee or
employees.

The penalty is an excise tax that is imposed for each employee who receives a premium
tax credit or cost-sharing reduction for health insurance purchased through a State exchange. For
each full-time employee receiving a premium tax credit or cost-sharing subsidy through a State
exchange for any month, the employer is required to pay an amount equal to one-twelfth of
$3,000. The penalty for each employer for any month is capped at an amount equal to the
number of full-time employees during the month (regardless of how many employees are
receiving a premium tax credit or cost-sharing reduction) in excess of 30, multiplied by one-
twelfth of $2,000. In the case of persons treated as a single employer under the provision, the
30-employee reduction in full-time employees for purposes of calculating the maximum penalty
is made from the total number of full-time employees employed by such persons (i.e., only one
30-person reduction is permitted per controlled group of employers) and is allocated among such
persons in relation to the number of full-time employees employed by each such person.

For example, in 2014, Employer A offers health coverage and has 100 full-time
employees, 20 of whom receive a tax credit for the year for enrolling in a State exchange offered
plan. For each employee receiving a tax credit, the employer owes $3,000, for a total penalty of
$60,000. The maximum penalty for this employer is capped at the amount of the penalty that it
would have been assessed for a failure to provide coverage, or $140,000 ($2,000 multiplied by
70 ((100-30)). Since the calculated penalty of $60,000 is less than the maximum amount,
Employer A pays the $60,000 calculated penalty. This penalty is assessed on a monthly basis.

For calendar years after 2014, the $3,000 and $2,000 dollar amounts are increased by the
percentage (if any) by which the average per capita premium for health insurance coverage in the
United States for the preceding calendar year (as estimated by the Secretary of HHS no later than
October 1 of the preceding calendar year) exceeds the average per capita premium for 2013 (as
determined by the Secretary of HHS), rounded down to the nearest $10.
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Time for payment, deductibility of excise taxes, restrictions on assessment

The excise taxes imposed under this provision are payable on an annual, monthly or other
periodic basis as the Secretary of Treasury may prescribe. The excise taxes imposed under this
provision for employees receiving premium tax credits are not deductible under section 162 as a
business expense. The restrictions on assessment under section 6213 are not applicable to the
excise taxes imposed under the provision.

Emplover offer of health insurance coverage

Under the provision, as under current law, an employer is not required to offer health
insurance coverage. If an employee is offered health insurance coverage by his or her employer
and chooses to enroll in the coverage, the employer-provided portion of the coverage is excluded
from gross income. The tax treatment is the same whether the employer offers coverage outside
of a State exchange or the employer offers a coverage option through a State exchange.

Definition of coverage

As a general matter, if an employee is offered affordable minimum essential coverage
under an employer-sponsored plan, the individual is ineligible for a premium tax credit and cost
sharing reductions for health insurance purchased through a State exchange.

Unaffordable coverage

If an employee is offered minimum essential coverage by their employer that is either
unaffordable or that consists of a plan under which the plan’s share of the total allowed cost of
benefits is less than 60 percent, however, the employee is eligible for a premium tax credit and
cost sharing reductions, but only if the employee declines to enroll in the coverage and purchases
coverage through the exchange instead. Unaffordable is defined as coverage with a premium
required to be paid by the employee that is more than 9.5 percent of the employee’s household
income (as defined for purposes of the premium tax credits provided under the Senate
amendment). This percentage of the employee’s income is indexed to the per capita growth in
premiums for the insured market as determined by the Secretary of HHS. The employee must
seek an affordability waiver from the State exchange and provide information as to family
income and the lowest cost employer option offered to them. The State exchange then provides
the waiver to the employee. The employer penalty applies for any employee(s) receiving an
affordability waiver.

For purposes of determining if coverage is unaffordable, required salary reduction
contributions are treated as payments required to be made by the employee. However, if an
employee is reimbursed by the employer for any portion of the premium for health insurance
coverage purchased through the exchange, including any reimbursement through salary
reduction contributions under a cafeteria plan, the coverage is employer-provided and the
employee is not eligible for premium tax credits or cost-sharing reductions. Thus, an individual
is not permitted to purchase coverage through the exchange, apply for the premium tax credit,
and pay for the individual’s portion of the premium using salary reduction contributions under
the cafeteria plan of the individual’s employer.

41



An employer must be notified if one of its employees is determined to be eligible for a
premium assistance credit or a cost-sharing reduction because the employer does not provide
minimal essential coverage through an employer-sponsored plan, or the employer does offer
such coverage but it is not affordable or the plan’s share of the total allowed cost of benefits is
less than 60 percent. The notice must include information about the employer’s potential
liability for payments under section 4980H. The employer must also receive notification of the
appeals process established for employers notified of potential liability for payments under
section 4980H. An employer is generally not entitled to information about its employees who
qualify for the premium assistance credit or cost-sharing reductions; however, the appeals
process must provide an employer the opportunity to access the data used to make the
determination of an employee’s eligibility for a premium assistance credit or cost-sharing
reduction, to the extent allowable by law.

The Secretary is required to prescribe rules, regulations or guidance for the repayment of
any assessable payment (including interest) if the payment is based on the allowance or payment
of a premium tax credit or cost-sharing reduction with respect to an employee that is
subsequently disallowed and with respect to which the assessable payment would not have been
required to have been made in the absence of the allowance or payment.

Effect of medicaid enrollment

A Medicaid-eligible individual can always choose to leave the employer’s coverage and
enroll in Medicaid, and an employer is not required to pay a penalty for any employees enrolled
in Medicaid.

Study and reporting on emplover responsibility requirements

The Secretary of Labor is required to study whether employee wages are reduced by
reason of the application of the employer responsibility requirements, using the National
Compensation Survey published by the Bureau of Labor Statistics. The Secretary of Labor is to
report the results of this study to the Committee on Ways and Means of the House of
Representatives and the Committee on Finance of the Senate.

Effective Date

The provision is effective for months beginning after December 31, 2013.
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K. Reporting of Employer Health Insurance Coverage
(sec. 1514 of the Senate amendment and new sec. 6056
of the Code and sec. 6724(d) of the Code)

Present Law

Emplover reporting of health insurance coverage

No provision.

Penalties for failure to comply with information reporting requirements

Present law imposes a variety of information reporting requirements on participants in
certain transactions.”’ These requirements are intended to assist taxpayers in preparing their
income tax returns and help the IRS determine whether such returns are correct and complete.
Failure to comply with the information reporting requirements may result in penalties, including:
a penalty for failure to file the information return,’® a penalty for failure to furnish payee

statements,”” and a penalty for failure to comply with various other reporting requirements.”*

The penalty for failure to file an information return generally is $50 for each return for
which such failure occurs. The total penalty imposed on a person for all failures during a
calendar year cannot exceed $250,000. Additionally, special rules apply to reduce the per-failure
and maximum penalty where the failure is corrected within a specified period.

The penalty for failure to provide a correct payee statement is $50 for each statement
with respect to which such failure occurs, with the total penalty for a calendar year not to exceed
$100,000. Special rules apply that increase the per-statement and total penalties where there is
intentional disregard of the requirement to furnish a payee statement.

Explanation of Provision

Under the provision, each applicable large employer subject to the employer
responsibility provisions of new section 4980H and each “offering employer” must report certain
health insurance coverage information to both its full-time employees and to the IRS. An
offering employer is any employer who offers minimum essential coverage’” to its employees
under an eligible employer-sponsored plan and who pays any portion of the costs of such plan,

1 Secs. 6031 through 6060.
2 Sec. 6721.
% Sec. 6722.

% Sec. 6723. The penalty for failure to comply timely with a specified information reporting requirement
is $50 per failure, not to exceed $100,000 for a calendar year.

% As defined in section 5000A of the Senate amendment, as amended by section 10106, as further
amended by section 1002 of the Reconciliation bill.
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but only if the required employer contribution of any employee exceeds eight percent of the
wages paid by the employer to the employee. In the case of years after 2014, the eight percent is
indexed to reflect the rate of premium growth over income growth between 2013 and the
preceding calendar year. In the case of coverage provided by a governmental unit, or any agency
or instrumentality thereof, the reporting requirement applies to the person or employee
appropriately designated for purposes of making the returns and statements required by the
provision.

The information required to be reported includes: (1) the name, address and employer
identification number of the employer; (2) a certification as to whether the employer offers its
full-time employees and their dependents the opportunity to enroll in minimum essential
coverage under an eligible employer-sponsored plan; (3) the number of full-time employees of
the employer for each month during the calendar year; (4) the name, address and taxpayer
identification number of each full-time employee employed by the employer during the calendar
year and the number of months, if any, during which the employee (and any dependents) was
covered under a plan sponsored by the employer during the calendar year; and (5) such other
information as the Secretary may require.

Employers who offer the opportunity to enroll in minimum essential coverage must also
report: (1) in the case of an applicable large employer, the length of any waiting period with
respect to such coverage; (2) the months during the calendar year during which the coverage was
available; (3) the monthly premium for the lowest cost option in each of the enrollment
categories under the plan; (4) the employer’s share of the total allowed costs of benefits under
the plan; and (5), in the case of an offering employer, the option for which the employer pays the
largest position of the cost of the plan and the portion of the cost paid by the employer in each of
the enrollment categories under each option.

The employer is required to report to each full-time employee the above information
required to be reported with respect to that employee, along with the name, address and contact
information of the reporting employer, on or before January 31 of the year following the calendar
year for which the information is required to be reported to the IRS.

The provision amends the information reporting provisions of the Code to provide that an
employer who fails to comply with these new reporting requirements is subject to the penalties
for failure to file an information return and failure to furnish payee statements, respectively.

To the maximum extent feasible, the Secretary may provide that any information return
or payee statement required to be provided under the provision may be provided as part of any
return or statement required under new sections 6051°° or 6055°” and, in the case of an
applicable large employer or offering employer offering health insurance coverage of a health
insurance issuer, the employer may enter into an agreement with the issuer to include the

% For additional information on new section 6051, see the explanation of section 9002 of the Senate
amendment, “Inclusion of Employer-Sponsored Health Coverage on W-2.”

°7 For additional information on new section 6055, see the explanation of section 1502 of the Senate
amendment, “Reporting of Health Insurance Coverage.”
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information required by the provision with the information return and payee statement required
under new section 6055.

The Secretary has the authority, in coordination with the Secretary of Labor, to review
the accuracy of the information reported by the employer, including the employer’s share of the
total allowed costs of benefits under the plan.

Effective Date

The provision is effective for periods beginning after December 31, 2013.
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L. Offering of Qualified Health Plans Through Cafeteria Plans
(sec. 1515 of the Senate amendment and sec. 125 of the Code)

Present Law

Currently, there is no Federal requirement that employers offer health insurance coverage
to employees or their families. However, as with other compensation, the cost of employer-
provided health coverage is a deductible business expense under section 162 of the Code.”® In
addition, employer-provided health insurance coverage is generally not included in an
employee’s gross income.

Definition of a cafeteria plan

If an employee receives a qualified benefit (as defined below) based on the employee’s
election between the qualified benefit and a taxable benefit under a cafeteria plan, the qualified
benefit generally is not includable in gross income.'” However, if a plan offering an employee
an election between taxable benefits (including cash) and nontaxable qualified benefits does not
meet the requirements for being a cafeteria plan, the election between taxable and nontaxable
benefits results in gross income to the employee, regardless of what benefit is elected and when
the election is made.'”" A cafeteria plan is a separate written plan under which all participants
are employees, and participants are permitted to choose among at least one permitted taxable
benefit (for example, current cash compensation) and at least one qualified benefit. Finally, a
cafeteria plan must not provide for deferral of compensation, except as specifically permitted in
sections 125(d)(2)(B), (C), or (D).

Qualified benefits

Qualified benefits under a cafeteria plan are generally employer-provided benefits that
are not includable in gross income under an express provision of the Code. Examples of qualified
benefits include employer-provided health insurance coverage, group term life insurance
coverage not in excess of $50,000, and benefits under a dependent care assistance program. In
order to be excludable, any qualified benefit elected under a cafeteria plan must independently
satisfy any requirements under the Code section that provides the exclusion. However, some
employer-provided benefits that are not includable in gross income under an express provision of
the Code are explicitly not allowed in a cafeteria plan. These benefits are generally referred to as
nonqualified benefits. Examples of nonqualified benefits include scholarships'®*; employer-

% Sec. 162. However see special rules in sections 419 and 419A for the deductibility of contributions to
welfare benefit plans with respect to medical benefits for employees and their dependents.

" Sec. 106.
10 Sec. 125(a).
11 proposed Treas. Reg. sec. 1.125-1(b).

102 Sec. 117.
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provided meals and lodging;'® educational assistance;'** and fringe benefits.'” A plan offering
any nonqualified benefit is not a cafeteria plan.'®

Pavment of health insurance premiums through a cafeteria plan

Employees participating in a cafeteria plan may be able to pay the portion of premiums
for health insurance coverage not otherwise paid for by their employers on a pre-tax basis
through salary reduction.'”” Such salary reduction contributions are treated as employer
contributions for purposes of the Code, and are thus excluded from gross income.

One way that employers can offer employer-provided health insurance coverage for
purposes of the tax exclusion is to offer to reimburse employees for the premiums for health
insurance purchased by employees in the individual health insurance market. The payment or
reimbursement of employees’ substantiated individual health insurance premiums is excludible
from employees’ gross income.'” This reimbursement for individual health insurance premiums
can also be paid for through salary reduction under a cafeteria plan.'” This offer to reimburse
individual health insurance premiums constitutes a group health plan.

Explanation of Provision

Under the provision, reimbursement (or direct payment) for the premiums for coverage
under any qualified health plan (as defined in section 1301(a) of the the Senate amendment)
offered through an Exchange established under section 1311 of the Senate amendment is a
qualified benefit under a cafeteria plan if the employer is a qualified employer. Under section
1312(f)(2) of the Senate amendment, a qualified employer is generally a small employer that
elects to make all its full-time employees eligible for one or more qualified plans offered in the
small group market through an Exchange.''® Otherwise, reimbursement (or direct payment) for
the premiums for coverage under any qualified health plan offered through an Exchange is not a

103 Sec. 119.
104 GSec.127.
105 Sec. 132.

1% Pproposed Treas. Reg. sec. 1.125-1(q). Long-term care services, contributions to Archer Medical
Savings Accounts, group term life insurance for an employee’s spouse, child or dependent, and elective deferrals to
section 403(b) plans are also nonqualified benefits.

17 Sec. 125.
1% Rev. Rul. 61-146 (1961-2 CB 25).
19 proposed Treas. Reg. sec.1.125-1(m).

"% Beginning in 2017, each State may allow issuers of health insurance coverage in the large group market
in a state to offer qualified plans in the large group market. In that event, a qualified employer includes a small
employer that elects to make all its full-time employees eligible for one or more qualified plans offered in the large
group market through an Exchange.
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qualified benefit under a cafeteria plan. Thus, an employer that is not a qualified employer
cannot offer to reimburse an employee for the premium for a qualified plan that the employee
purchases through the individual market in an Exchange as a health insurance coverage option

under its cafeteria plan.

Effective Date

This provision applies to taxable years beginning after December 31, 2013.
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M. Conforming Amendments
(sec. 1562 of the Senate amendment and new sec. 9815 of the Code)

Present Law

The Health Insurance Portability and Accountability Act of 1996 (“HIPAA™)'!"! imposes
a number of requirements with respect to group health coverage that are designed to provide
protections to health plan participants. These protections include limitations on exclusions from
coverage based on pre-existing conditions; the prohibition of discrimination on the basis of
health status; guaranteed renewability in multiemployer plans and certain employer welfare
arrangements; standards relating to benefits for mother and newborns; parity in the application of
certain limits to mental health benefits; and coverage of dependent students on medically
necessary leave of absence. The requirements are enforced through the Code, ERISA,'" and
PHSA.'" The HIPAA requirements in the Code are in chapter 100 of Subtitle K, Group Health
Plan Requirements.

A group health plan is defined as a plan (including a self-insured plan) of, or contributed
to by, an employer (including a self-employed person) or employee organization to provide
health care (directly or otherwise) to the employees, former employees, the employer, others
associatelchor formerly associated with the employer in a business relationship, or their
families.

The Code imposes an excise tax on group health plans which fail to meet the HIPAA
requirements.'> The excise tax is equal to $100 per day during the period of noncompliance and
is generally imposed on the employer sponsoring the plan if the plan fails to meet the
requirements. The maximum tax that can be imposed during a taxable year cannot exceed the
lesser of: (1) 10 percent of the employer’s group health plan expenses for the prior year; or (2)
$500,000. No tax is imposed if the Secretary of the Treasury determines that the employer did
not know, and in exercising reasonable diligence would not have known, that the failure existed.

Explanation of Provision

The provision adds new Code section 9815 which provides that the provisions of part A
of title XX VII of the PHSA (as amended by the Senate amendment) apply to group health plans,
and health insurance issuers providing health insurance coverage in connection with group health
plans, as if included in the HIPAA provisions of the Code. To the extent that any HIPAA
provision of the Code conflicts with a provision of part A of title XXVII of the PHSA with

1 pyp. L. No. 104-191.
12 pyb. L. No. 93-406.
13 42 U.S.C. 6A.

14 The requirements do not apply to any governmental plan or any group health plan that has fewer than
two participants who are current employees.

115 Sec. 4980D.
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respect to group health plans, or health insurance issuers providing health insurance coverage in
connection with group health plans, the provisions of such part A generally apply.

The provisions of part A of title XXVII of the PHSA added by section 1001 of the
Senate amendment that are incorporated by reference in new section 9815 include the following:
section 2711 (No lifetime or annual limits); section 2712 (Prohibition on rescissions); section
2713 (Coverage of preventive health services); section 2714 (Extension of dependent coverage);
section 2715 (Development and utilization of uniform explanation of coverage documents and
standardized definitions); section 2716 (Prohibition of discrimination based on salary); section
2717 (Ensuring the quality of care); section 2718 (Bringing down the cost of health care
coverage); and section 2719 (Appeals process). These new sections of the PHSA, which relate
to individual and group market reforms, are effective six months after the date of enactment.

The provisions of part A of title XXVII of the PHSA added by section 1201 of the
Senate amendment that are incorporated by reference in new section 9815 include the following:
section 2704 (Prohibition of preexisting condition exclusions or other discrimination based on
health status); section 2701 (Fair health insurance premiums); section 2702 (Guaranteed
availability of coverage) section 2703 (Guaranteed renewability of coverage); section 2705
(Prohibiting discrimination against individual participants and beneficiaries based on health
status); section 2706 (Non-discrimination in health care); section 2707 (Comprehensive health
insurance coverage); and section 2708 (Prohibition on excessive waiting periods). These new
sections of the PHSA, which relate to general health insurance reforms, are effective for plan
years beginning on or after January 1, 2014.

New section 9815 specifies that section 2716 (Prohibition of discrimination based on
salary) and 2718 (Bringing down the cost of health coverage) of title XXVII of the PHSA (as
amended by the Senate amendment) do not apply under the Code provisions of HIPAA with
respect to self-insured group health plans.

As a result of incorporating these HIPAA provision by reference, the excise tax that
applies in the event of a violation of present law HIPAA requirements also applies in the event of
a violation of these new requirements.

Effective Date

This provision is effective on the date of enactment.
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TITLE III - IMPROVING THE QUALITY AND EFFICIENCY OF HEALTHCARE

A. Disclosures to Carry Out the Reduction of Medicare Part D
Subsidies for High Income Beneficiaries
(sec. 3308(b)(2) of the Senate amendment and sec. 6103 of the Code)

Present Law

Section 6103 provides that returns and return information are confidential and may not be
disclosed by the IRS, other Federal employees, State employees, and certain others having access
to such information except as provided in the Code. Section 6103 contains a number of
exceptions to the general rule of nondisclosure that authorize disclosure in specifically identified
circumstances. For example, section 6103 provides for the disclosure of certain return
information for purposes of establishing the appropriate amount of any Medicare Part B
premium subsidy adjustment.

Specifically, upon written request from the Commissioner of Social Security, the IRS
may disclose the following limited return information of a taxpayer whose premium, according
to the records of the Secretary, may be subject to adjustment under section 1839(i) of the Social
Security Act (relating to Medicare Part B):

e Taxpayer identity information with respect to such taxpayer;
e The filing status of the taxpayer;

e The adjusted gross income of such taxpayer;

e The amounts excluded from such taxpayer’s gross income under sections 135 and 911
to the extent such information is available;

e The interest received or accrued during the taxable year which is exempt from the tax
imposed by chapter 1 to the extent such information is available;

e The amounts excluded from such taxpayer’s gross income by sections 931 and 933 to
the extent such information is available;

e  Such other information relating to the liability of the taxpayer as is prescribed by the
Secretary by regulation as might indicate that the amount of the premium of the
taxpayer may be subject to an adjustment and the amount of such adjustment; and

e The taxable year with respect to which the preceding information relates.

This return information may be used by officers, employees, and contractors of the Social
Security Administration only for the purposes of, and to the extent necessary in, establishing the
appropriate amount of any Medicare Part B premium subsidy adjustment.

Section 6103(p)(4) requires, as a condition of receiving returns and return information,
that Federal and State agencies (and certain other recipients) provide safeguards as prescribed by
the Secretary by regulation to be necessary or appropriate to protect the confidentiality of returns
or return information. Unauthorized disclosure of a return or return information is a felony
punishable by a fine not exceeding $5,000 or imprisonment of not more than five years, or both,
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together with the costs of prosecution.''® The unauthorized inspection of a return or return
information is punishable by a fine not exceeding $1,000 or imprisonment of not more than one
year, or both, together with the costs of prosecution.''” An action for civil damages also may be
brought for unauthorized disclosure or inspection.''®

Explanation of Provision

Upon written request from the Commissioner of Social Security, the IRS may disclose
the following limited return information of a taxpayer whose Medicare Part D premium subsidy,
according to the records of the Secretary, may be subject to adjustment:

e Taxpayer identity information with respect to such taxpayer;
e The filing status of the taxpayer;
e The adjusted gross income of such taxpayer;

e The amounts excluded from such taxpayer’s gross income under sections 135 and 911
to the extent such information is available;

e The interest received or accrued during the taxable year which is exempt from the tax
imposed by chapter 1 to the extent such information is available;

e The amounts excluded from such taxpayer’s gross income by sections 931 and 933 to
the extent such information is available;

e Such other information relating to the liability of the taxpayer as is prescribed by the
Secretary by regulation as might indicate that the amount of the Part D premium of
the taxpayer may be subject to an adjustment and the amount of such adjustment; and

e The taxable year with respect to which the preceding information relates.

This return information may be used by officers, employees, and contractors of the Social
Security Administration only for the purposes of, and to the extent necessary in, establishing the
appropriate amount of any Medicare Part D premium subsidy adjustment.

For purposes of both the Medicare Part B premium subsidy adjustment and the Medicare
Part D premium subsidy adjustment, the provision provides that the Social Security
Administration may redisclose only taxpayer identity and the amount of premium subsidy
adjustment to officers and employees and contractors of the Centers for Medicare and Medicaid
Services, and officers and employees of the Office of Personnel Management and the Railroad
Retirement Board. This redisclosure is permitted only to the extent necessary for the collection
of the premium subsidy amount from the taxpayers under the jurisdiction of the respective
agencies.

16 Sec. 7213.
17 Sec. 7213A.

18 Sec. 7431.
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Further, the Social Security Administration may redisclose the return information
received under this provision to officers and employees of the Department of HHS to the extent
necessary to resolve administrative appeals of the Part B and Part D subsidy adjustments and to
officers and employees of the Department of Justice to the extent necessary for use in judicial
proceedings related to establishing and collecting the appropriate amount of any Medicare Part B
or Medicare Part D premium subsidy adjustments.

Effective Date

The provision is effective on date of enactment.
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TITLE VI - TRANSPARENCY AND PROGRAM INTEGRITY

A. Patient-Centered Outcomes Research Trust Fund;
Financing for Trust Fund
(sec. 6301 of the Senate amendment and new secs. 4375, 4376, 4377, and 9511 of the Code)

Present Law
No provision.

Explanation of Provision

Patient-Centered Outcomes Research Trust Fund

Under new section 9511, there is established in the Treasury of the United States a trust
fund, the Patient Centered Outcomes Research Trust Fund (“PCORTF”), to carry out the
provisions in the Senate amendment relating to comparative effectiveness research. The
PCORTTF is funded in part from fees imposed on health plans under new sections 4375 through
43717.

Fee on insured and self-insured health plans

Insured plans

Under new section 4375, a fee is imposed on each specified health insurance policy. The
fee is equal to two dollars (one dollar in the case of policy years ending during fiscal year 2013)
multiplied by the average number of lives covered under the policy. For any policy year
beginning after September 30, 2014, the dollar amount is equal to the sum of: (1) the dollar
amount for policy years ending in the preceding fiscal year, plus (2) an amount equal to the
product of (A) the dollar amount for policy years ending in the preceding fiscal year, multiplied
by (B) the percentage increase in the projected per capita amount of National Health
Expenditures, as most recently published by the Secretary before the beginning of the fiscal year.
The issuer of the policy is liable for payment of the fee. A specified health insurance policy
includes any accident or health insurance policy'"” issued with respect to individuals residing in
the United States.'”® An arrangement under which fixed payments of premiums are received as
consideration for a person’s agreement to provide, or arrange for the provision of, accident or

119" A specified health insurance policy does not include insurance if substantially all of the coverage
provided under such policy consists of excepted benefits described in section 9832(c). Examples of excepted
benefits described in section 9832(c) are coverage for only accident, or disability insurance, or any combination
thereof; liability insurance, including general liability insurance and automobile liability insurance; workers’
compensation or similar insurance; automobile medical payment insurance; coverage for on-site medical clinics;
limited scope dental or vision benefits; benefits for long term care, nursing home care, community based care, or any
combination thereof; coverage only for a specified disease or illness; hospital indemnity or other fixed indemnity
insurance; and Medicare supplemental coverage.

120 Under the provision, the United States includes any possession of the United States.
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health coverage to residents of the United States, regardless of how such coverage is provided or
arranged to be provided, is treated as a specified health insurance policy. The person agreeing to
provide or arrange for the provision of coverage is treated as the issuer.

Self -insured plans

In the case of an applicable self-insured health plan, new Code section 4376 imposes a
fee equal to two dollars (one dollar in the case of policy years ending during fiscal year 2013)
multiplied by the average number of lives covered under the plan. For any policy year beginning
after September 30, 2014, the dollar amount is equal to the sum of: (1) the dollar amount for
policy years ending in the preceding fiscal year, plus (2) an amount equal to the product of (A)
the dollar amount for policy years ending in the preceding fiscal year, multiplied by (B) the
percentage increase in the projected per capita amount of National Health Expenditures, as most
recently published by the Secretary before the beginning of the fiscal year. The plan sponsor is
liable for payment of the fee. For purposes of the provision, the plan sponsor is: the employer in
the case of a plan established or maintained by a single employer or the employee organization in
the case of a plan established or maintained by an employee organization. In the case of: (1) a
plan established or maintained by two or more employers or jointly by one of more employers
and one or more employee organizations, (2) a multiple employer welfare arrangement, or (3) a
voluntary employees’ beneficiary association described in Code section 501(c)(9) (“VEBA™), the
plan sponsor is the association, committee, joint board of trustees, or other similar group of
representatives of the parties who establish or maintain the plan. In the case of a rural electric
cooperative or a rural telephone cooperative, the plan sponsor is the cooperative or association.

Under the provision, an applicable self-insured health plan is any plan providing accident
or health coverage if any portion of such coverage is provided other than through an insurance
policy and such plan is established or maintained: (1) by one or more employers for the benefit
of their employees or former employees, (2) by one or more employee organizations for the
benefit of their members or former members, (3) jointly by one or more employers and one or
more employee organizations for the benefit of employees or former employees, (4) by a VEBA,
(5) by any organization described in section 501(c)(6) of the Code, or (6) in the case of a plan not
previously described, by a multiple employer welfare arrangement (as defined in section 3(40) of
ERISA, a rural electric cooperative (as defined in section 3(40)(B)(iv) of ERISA), or a rural
telephone cooperative association (as defined in section 3(40)(B)(v) of ERISA).

Other special rules

Governmental entities are generally not exempt from the fees imposed under the
provision. There is an exception for exempt governmental programs including, Medicare,
Medicaid, SCHIP, and any program established by Federal law for proving medical care (other
than through insurance policies) to members of the Armed Forces, veterans, or members of
Indian tribes.

No amount collected from the fee on health insurance and self-insured plans is covered
over to any possession of the United States. For purposes of the Code’s procedure and
administration rules, the fee imposed under the provision is treated as a tax. The fees imposed
under new sections 4375 and 4376 do not apply to plan years ending after September 31, 2019.
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Effective Date

The fee on health insurance and self-insured plans is effective with respect to policies and
plans for portions of policy or plan years beginning on or after October 1, 2012.
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TITLE IX — REVENUE PROVISONS

A. Excise Tax on High Cost Employer-Sponsored Health Coverage
(sec. 9001"*' of the Senate amendment and new sec. 49801 of the Code)

Present Law

Taxation of insurance companies

Current law provides special rules for determining the taxable income of insurance
companies (subchapter L of the Code). Separate sets of rules apply to life insurance companies
and to property and casualty insurance companies. Insurance companies generally are subject to
Federal income tax at regular corporate income tax rates.

An insurance company that provides health insurance is subject to Federal income tax as
either a life insurance company or as a property insurance company, depending on its mix of
lines of business and on the resulting portion of its reserves that are treated as life insurance
reserves. For Federal income tax purposes, an insurance company is treated as a life insurance
company if the sum of its (1) life insurance reserves and (2) unearned premiums and unpaid
losses on noncancellable life, accident or health contracts not included in life insurance reserves,
comprise more than 50 percent of its total reserves.'*

Some insurance providers may be exempt from Federal income tax under section 501(a)
if specific requirements are satisfied. Section 501(c)(8), for example, describes certain fraternal
beneficiary societies, orders, or associations operating under the lodge system or for the
exclusive benefit of their members that provide for the payment of life, sick, accident, or other
benefits to the members or their dependents. Section 501(c)(9) describes certain voluntary
employees’ beneficiary associations that provide for the payment of life, sick, accident, or other
benefits to the members of the association or their dependents or designated beneficiaries.
Section 501(c)(12)(A) describes certain benevolent life insurance associations of a purely local
character. Section 501(c)(15) describes certain small non-life insurance companies with annual
gross receipts of no more than $600,000 ($150,000 in the case of a mutual insurance company).
Section 501(c)(26) describes certain membership organizations established to provide health
insurance to certain high-risk individuals. Section 501(c)(27) describes certain organizations
established to provide workmen’s compensation insurance. A health maintenance organization
that is tax-exempt under section 501(c)(3) or (4) is not treated as providing prohibited'*’
commercial-type insurance, in the case of incidental health insurance provided by the health
maintenance organization that is of a kind customarily provided by such organizations.

12l Section 9001 of the Senate amendment, as amended by section 10901, is further amended by section
1401 of the Reconciliation bill.

122 Sec. 816(a).

1 Sec. 501(m).

57



Treatment of employer-sponsored health coverage

As with other compensation, the cost of employer-provided health coverage is a
deductible business expense under section 162. '** Employer-provided health insurance
coverage is generally not included in an employee’s gross income.

In addition, employees participating in a cafeteria plan may be able to pay the portion of
premiums for health insurance coverage not otherwise paid for by their employers on a pre-tax
basis through salary reduction.'” Such salary reduction contributions are treated as employer
contributions for Federal income purposes, and are thus excluded from gross income.

Employers may agree to reimburse medical expenses of their employees (and their
spouses and dependents), not covered by a health insurance plan, through flexible spending
arrangements which allow reimbursement not in excess of a specified dollar amount (either
elected by an employee under a cafeteria plan or otherwise specified by the employer).
Reimbursements under these arrangements are also excludible from gross income as employer-
provided health coverage.

A flexible spending arrangement for medical expenses under a cafeteria plan (“Health
FSA”) is an unfunded arrangement under which employees are given the option to reduce their
current cash compensation and instead have the amount made available for use in reimbursing
the employee for his or her medical expenses.'*® Health FSAs that are funded on a salary
reduction basis are subject to the requirements for cafeteria plans, including a requirement that
amounts remaining under a Health FSA at the end of a plan year must be forfeited by the
employee (referred to as the “use-it-or-lose-it rule”).'”’

Alternatively, the employer may specify a dollar amount that is available for medical
expense reimbursement. These arrangements are commonly called Health Reimbursement
Arrangements (“HRAs”). Some of the rules applicable to HRAs and Health FSAs are similar
(e.g., the amounts in the arrangements can only be used to reimburse medical expenses and not
for other purposes), but the rules are not identical. In particular, HRAs cannot be funded on a
salary reduction basis and the use-it-or-lose-it rule does not apply. Thus, amounts remaining at

124 Sec. 162. However see special rules in section 419 and 419A for the deductibility of contributions to
welfare benefit plans with respect to medical benefits for employees and their dependents.

125 Sec. 125.

126 Sec. 125. Prop. Treas. Reg. sec. 1.125-5 provides rules for Health FSAs. There is a similar type of
flexible spending arrangement for dependent care expenses.

127 Sec. 125(d)(2). A cafeteria plan is permitted to allow a grace period not to exceed two and one-half
months immediately following the end of the plan year during which unused amounts may be used. Notice 2005-42,
2005-1 C.B. 1204.
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the end of the year may be carried forward to be used to reimburse medical expenses in
following years.'*®

Current law provides that individuals with a high deductible health plan (and generally no
other health plan) may establish and make tax-deductible contributions to a health savings
account (“HSA”). An HSA is subject to a condition that the individual is covered under a high
deductible health plan (purchased either through the individual market or through an employer).
Subject to certain limitations,'* contributions made to an HSA by an employer, including
contributions made through a cafeteria plan through salary reduction, are excluded from income
(and from wages for payroll tax purposes). Contributions made by individuals are deductible for
income tax purposes, regardless of whether the individuals itemize. Like an HSA, an Archer
MSA is a tax-exempt trust or custodial account to which tax-deductible contributions may be
made by individuals with a high deductible health plan; however, only self-employed individuals
and employees of small employers are eligible to have an Archer MSA. Archer MSAs provide
tax benefits similar to, but generally not as favorable as, those provided by HSAs for individuals
covered by high deductible health plans.'*°

ERISA"! preempts State law relating to certain employee benefit plans, including
employer-sponsored health plans. While ERISA specifically provides that its preemption rule
does not exempt or relieve any person from any State law which regulates insurance, ERISA also
provides that an employee benefit plan is not deemed to be engaged in the business of insurance
for purposes of any State law regulating insurance companies or insurance contracts. As a result
of this ERISA preemption, self-insured employer-sponsored health plans need not provide
benefits that are mandated under State insurance law.

While ERISA does not require an employer to offer health benefits, it does require
compliance if an employer chooses to offer health benefits, such as compliance with plan
fiduciary standards, reporting and disclosure requirements, and procedures for appealing denied
benefit claims. ERISA was amended (as well as the PHSA and the Code) by COBRA ' and

128 Guidance with respect to HRAs, including the interaction of FSAs and HRAs in the case of an
individual covered under both, is provided in Notice 2002-45, 2002-2 C.B. 93.

12 For 2010, the maximum aggregate annual contribution that can be made to an HSA is $3,050 in the case
of self-only coverage and $6,150 in the case of family coverage. The annual contribution limits are increased for
individuals who have attained age 55 by the end of the taxable year (referred to as “catch-up contributions”). In the
case of policyholders and covered spouses who are age 55 or older, the HSA annual contribution limit is greater than
the otherwise applicable limit by $1,000 in 2009 and thereafter. Contributions, including catch-up contributions,
cannot be made once an individual is enrolled in Medicare.

1% In addition to being limited to self-employed individuals and employees of small employers, the
definition of a high deductible health plan for an Archer MSA differs from that for an HSA. After 2007, no new
contributions can be made to Archer MSAs except by or on behalf of individuals who previously had made Archer
MSA contributions and employees who are employed by a participating employer.

Bl pyb. L. No. 93-406.

132 pub. L. No. 99-272.
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HIPAA,"*’ which added other Federal requirements for health plans, including rules for health
care continuation coverage, limitations on exclusions from coverage based on preexisting
conditions, and a few benefit requirements such as minimum hospital stay requirements for
mothers following the birth of a child.

COBRA requires that a group health plan offer continuation coverage to qualified
beneficiaries in the case of a qualifying event (such as a loss of employment)."** A plan may
require payment of a premium for any period of continuation coverage. The amount of such
premium generally may not exceed 102 percent of the “applicable premium” for such period and
the premium must be payable, at the election of the payor, in monthly installments. The
applicable premium for any period of continuation coverage means the cost to the plan for such
period of coverage for similarly situated non-COBRA beneficiaries with respect to whom a
qualifying event has not occurred, and is determined without regard to whether the cost is paid
by the employer or employee. There are special rules for determining the applicable premium in
the case of self-insured plans. Under the special rules for self-insured plans, the applicable
premium generally is equal to a reasonable estimate of the cost of providing coverage for
similarly situated beneficiaries which is determined on an actuarial basis and takes into account
such other factors as the Secretary of Treasury may prescribe in regulations.

Current law imposes an excise tax on group health plans that fail to meet HIPAA and
COBRA requirements.'*® The excise tax generally is equal to $100 per day per failure during the
period of noncompliance and is imposed on the employer sponsoring the plan.

Deduction for health insurance costs of self-employed individuals

Under current law, self-employed individuals may deduct the cost of health insurance for
themselves and their spouses and dependents.'*® The deduction is not available for any month in
which the self-employed individual is eligible to participate in an employer-subsidized health
plan. Moreover, the deduction may not exceed the individual’s earned income from self-
employment. The deduction applies only to the cost of insurance (i.e., it does not apply to out-
of-pocket expenses that are not reimbursed by insurance). The deduction does not apply for self-
employment tax purposes. For purposes of the deduction, a more-than-two-percent-shareholder-
employee of an S corporation is treated the same as a self-employed individual. Thus, the
exclusion for employer provided health care coverage does not apply to such individuals, but
they are entitled to the deduction for health insurance costs as if they were self-employed.

'3 Pub. L. No. 104-191.

13 A group health plan is defined as a plan (including a self-insured plan) of, or contributed to by, an
employer (including a self-employed person) or employee organization to provide health care (directly or otherwise)
to the employees, former employees, the employer, others associated or formerly associated with the employer in a
business relationship, or their families. The COBRA requirements are enforced through the Code, ERISA, and the
PHSA.

135 Secs. 4980B and 4980D.

B3¢ Sec. 162(1).
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Deductibility of excise taxes

In general, excise taxes may be deductible under section 162 of the Code if such taxes are
paid or incurred in carrying on a trade or business, and are not within the scope of the
disallowance of deductions for certain taxes enumerated in section 275 of the Code.

Explanation of Provision

The provision imposes an excise tax on insurers if the aggregate value of employer-
sponsored health insurance coverage for an employee (including, for purposes of the provision,
any former employee, surviving spouse and any other primary insured individual) exceeds a
threshold amount. The tax is equal to 40 percent of the aggregate value that exceeds the
threshold amount. For 2018, the threshold amount is $10,200 for individual coverage and
$27,500 for family coverage, multiplied by the health cost adjustment percentage (as defined
below) and increased by the age and gender adjusted excess premium amount (as defined
below).

The health cost adjustment percentage is designed to increase the thresholds in the event
that the actual growth in the cost of U.S. health care between 2010 and 2018 exceeds the
projected growth for that period. The health cost adjustment percentage is equal to 100 percent
plus the excess, if any, of (1) the percentage by which the per employee cost of coverage under
the Blue Cross/Blue Shield standard benefit option under the Federal Employees Health Benefits
Plan (“standard FEHBP coverage™) "’ for plan year 2018 (as determined using the benefit
package for standard FEHBP coverage for plan year 2010) exceeds the per employee cost of
standard FEHBP coverage for plan year 2010; over (2) 55 percent. In 2019, the threshold
amounts, after application of the health cost adjustment percentage in 2018, if any, are indexed to
the CPI-U, as determined by the Department of Labor, plus one percentage point, rounded to the
nearest $50. In 2020 and thereafter, the threshold amounts are indexed to the CPI-U as
determined by the Department of Labor, rounded to the nearest $50.

For each employee (other than for certain retirees and employees in high risk professions,
whose thresholds are adjusted under rules described below), the age and gender adjusted excess
premium amount is equal to the excess, if any, of (1) the premium cost of standard FEHBP
coverage for the type of coverage provided to the individual if priced for the age and gender
characteristics of all employees of the individual’s employer over (2) the premium cost,
determined under procedures proscribed by the Secretary, for that coverage if priced for the age
and gender characteristics of the national workforce.

For example, if the growth in the cost of health care during the period between 2010 and
2018, calculated by reference to the growth in the per employee cost of standard FEHBP

7 For purposes of determining the health cost adjustment percentage in 2018 and the age and gender
adjusted excess premium amount in any year, in the event the standard Blue Cross/Blue Shield option is not
available under the Federal Employees Health Benefit Plan for such year, the Secretary will determine the health
cost adjustment percentage by reference to a substantially similar option available under the Federal Employees
Health Benefit Plan for that year.
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coverage during that period (holding benefits under the standard FEBHP plan constant during the
period) is 57 percent, the threshold amounts for 2013 will be $10,200 for individual coverage
and $27,500 for family coverage, multiplied by 102 percent (100 percent plus the excess of 57
percent over 55 percent), or $10,404 for individual coverage and $28,050 for family coverage.

In 2019, the new threshold amounts of $10,404 for individual coverage and $28,050 for family
coverage are indexed for CPI-U, plus one percentage point, rounded to the nearest $50.
Beginning in 2020, the threshold amounts are indexed to the CPI-U, rounded to the nearest $50.

The new threshold amounts (as indexed) are then increased for any employee by the age
and gender adjusted excess premium amount, if any. For an employee with individual coverage
in 2019, if standard FEHBP coverage priced for the age and gender characteristics of the
workforce of the employee’s employer is $11,400 and the Secretary estimates that the premium
cost for individual standard FEHBP coverage priced for the age and gender characteristics of the
national workforce is $10,500, the threshold for that employee is increased by $900 ($11,400
less $10,500) to $11,304 ($10,404 plus $900).

The excise tax is imposed pro rata on the issuers of the insurance. In the case of a self-
insured group health plan, a Health FSA or an HRA, the excise tax is paid by the entity that
administers benefits under the plan or arrangement (“plan administrator”’). Where the employer
acts as plan administrator to a self-insured group health plan, a Health FSA or an HRA, the
excise tax is paid by the employer. Where an employer contributes to an HSA or an Archer
MSA, the employer is responsible for payment of the excise tax, as the insurer.

Employer-sponsored health insurance coverage is health coverage under any group health
plan offered by an employer to an employee without regard to whether the employer provides the
coverage (and thus the coverage is excludable from the employee’s gross income) or the
employee pays for the coverage with after-tax dollars. Employer-sponsored health insurance
coverage includes coverage under any group health plan established and maintained primarily for
the civilian employees of the Federal government or any of its agencies or instrumentalities and,
except as provided below, of any State government or political subdivision thereof or by any of
agencies or instrumentalities of such government or subdivision.

Employer-sponsored health insurance coverage includes both fully-insured and self-
insured health coverage excludable from the employee’s gross income, including, in the self-
insured context, on-site medical clinics that offer more than a de minimis amount of medical care
to employees and executive physical programs. In the case of a self-employed individual,
employer-sponsored health insurance coverage is coverage for any portion of which a deduction
is allowable to the self-employed individual under section 162(1).

In determining the amount by which the value of employer-sponsored health insurance
coverage exceeds the threshold amount, the aggregate value of all employer-sponsored health
insurance coverage is taken into account, including coverage in the form of reimbursements
under a Health FSA or an HRA, contributions to an HSA or Archer MSA, and, except as
provided below, other supplementary health insurance coverage. The value of employer-
sponsored coverage for long term care and the following benefits described in section 9832(c)(1)
that are excepted from the portability, access and renewability requirements of HIPAA are not
taken into account in the determination of whether the value of health coverage exceeds the
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threshold amount: (1) coverage only for accident or disability income insurance, or any
combination of these coverages; (2) coverage issued as a supplement to liability insurance; (3)
liability insurance, including general liability insurance and automobile liability insurance; (4)
workers’ compensation or similar insurance; (5) automobile medical payment insurance; (5)
credit-only insurance; and (6) other similar insurance coverage, specified in regulations, under
which benefits for medical care are secondary or incidental to other insurance benefits.

The value of employer-sponsored health insurance coverage does not include the value of
independent, noncoordinated coverage described in section 9832(c)(3) as excepted from the
portability, access and renewability requirements of HIPAA if that coverage is purchased
exclusively by the employee with after-tax dollars (or, in the case of a self-employed individual,
for which a deduction under section 162(1) is not allowable). The value of employer-sponsored
health insurance coverage does include the value of such coverage if any portion of the coverage
is employer-provided (or, in the case of a self-employed individual, if a deduction is allowable
for any portion of the payment for the coverage). Coverage described in section 9832(c)(3) is
coverage only for a specified disease or illness or for hospital or other fixed indemnity health
coverage. Fixed indemnity health coverage pays fixed dollar amounts based on the occurrence
of qualifying events, including but not limited to the diagnosis of a specific disease, an accidental
injury or a hospitalization, provided that the coverage is not coordinated with other health
coverage.

Finally, the value of employer-sponsored health insurance coverage does not include any
coverage under a separate policy, certificate, or contract of insurance which provides benefits
substantially all of which are for treatment of the mouth (including any organ or structure within
the mouth) or for treatment of the eye.

Calculation and proration of excise tax and reporting requirements

Applicable threshold

In general, the individual threshold applies to any employee covered by employer-
sponsored health insurance coverage. The family threshold applies to an employee only if such
individual and at least one other beneficiary are enrolled in coverage other than self-only
coverage under an employer-sponsored health insurance plan that provides minimum essential
coverage (as determined for purposes of the individual responsibility requirements) and under
which the benefits provided do not vary based on whether the covered individual is the employee
or other beneficiary.

For all employees covered by a multiemployer plan, the family threshold applies
regardless of whether the individual maintains individual or family coverage under the plan. For
purposes of the provision, a multiemployer plan is an employee health benefit plan to which
more than one employer is required to contribute, which is maintained pursuant to one or more
collective bargaining agreements between one or more employee organizations and more than
one employer.
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Amount of applicable premium

Under the provision, the aggregate value of all employer-sponsored health insurance
coverage, including any supplementary health insurance coverage not excluded from the value of
employer-sponsored health insurance, is generally calculated in the same manner as the
applicable premiums for the taxable year for the employee determined under the rules for
COBRA continuation coverage, but without regard to the excise tax. If the plan provides for the
same COBRA continuation coverage premium for both individual coverage and family coverage,
the plan is required to calculate separate individual and family premiums for this purpose. In
determining the coverage value for retirees, employers may elect to treat pre-65 retirees together
with post-65 retirees.

Value of coverage in the form of Health FSA reimbursements

In the case of a Health FSA from which reimbursements are limited to the amount of the
salary reduction, the value of employer-sponsored health insurance coverage is equal to the
dollar amount of the aggregate salary reduction contributions for the year. To the extent that the
Health FSA provides for employer contributions in excess of the amount of the employee’s
salary reduction, the value of the coverage generally is determined in the same manner as the
applicable premium for COBRA continuation coverage. If the plan provides for the same
COBRA continuation coverage premium for both individual coverage and family coverage, the
plan is required to calculate separate individual and family premiums for this purpose.

Amount subject to the excise tax and reporting requirement

The amount subject to the excise tax on high cost employer-sponsored health insurance
coverage for each employee is the sum of the aggregate premiums for health insurance coverage,
the amount of any salary reduction contributions to a Health FSA for the taxable year, and the
dollar amount of employer contributions to an HSA or an Archer MSA, minus the dollar amount
of the threshold. The aggregate premiums for health insurance coverage include all employer-
sponsored health insurance coverage including coverage for any supplementary health insurance
coverage. The applicable premium for health coverage provided through an HRA is also
included in this aggregate amount.

Under a separate rule,"*® an employer is required to disclose the aggregate premiums for
health insurance coverage for each employee on his or her annual Form W-2.

Under the provision, the excise tax is allocated pro rata among the insurers, with each
insurer responsible for payment of the excise tax on an amount equal to the amount subject to the
total excise tax multiplied by a fraction, the numerator of which is the amount of employer-
sponsored health insurance coverage provided by that insurer to the employee and the
denominator of which is the aggregate value of all employer-sponsored health insurance
coverage provided to the employee. In the case of a self-insured group health plan, a Health

1% See the explanation of section 9002 of the Senate amendment, “Inclusion of Cost of Employer
Sponsored Health Coverage on W-2.”
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FSA or an HRA, the excise tax is allocated to the plan administrator. If an employer contributes
to an HSA or an Archer MSA, the employer is responsible for payment of the excise tax, as the
insurer. The employer is responsible for calculating the amount subject to the excise tax
allocable to each insurer and plan administrator and for reporting these amounts to each insurer,
plan administrator and the Secretary, in such form and at such time as the Secretary may
prescribe. Each insurer and plan administrator is then responsible for calculating, reporting and
paying the excise tax to the IRS on such forms and at such time as the Secretary may prescribe.

For example, if in 2018 an employee elects family coverage under a fully-insured health
care policy covering major medical and dental with a value of $31,000, the health cost
adjustment percentage for that year is 100 percent, and the age and gender adjusted excess
premium amount for the employee is $600, the amount subject to the excise tax is $2,900
($31,000 less the threshold of $28,100 ($27,500 multiplied by 100 percent and increased by
$600)). The employer reports $2,900 as taxable to the insurer, which calculates and remits the
excise tax to the IRS.

Alternatively, if in 2018 an employee elects family coverage under a fully-insured major
medical policy with a value of $28,500 and contributes $2,500 to a Health FSA, the employee
has an aggregate health insurance coverage value of $31,000. If the health cost adjustment
percentage for that year is 100 percent and the age and gender adjusted excess premium amount
for the employee is $600, the amount subject to the excise tax is $2,900 ($31,000 less the
threshold of $28,100 ($27,500 multiplied by 100 percent and increased by $600)). The employer
reports $2,666 ($2,900 x $28,500/$31,000) as taxable to the major medical insurer which then
calculates and remits the excise tax to the IRS. If the employer uses a third-party administrator
for the Health FSA, the employer reports $234 (52,900 x $2,500/$31,000) to the administrator
and the administrator calculates and remits the excise tax to the IRS. If the employer is acting as
the plan administrator of the Health FSA, the employer is responsible for calculating and
remitting the excise tax on the $234 to the IRS.

Penalty for underreporting liability for tax to insurers

If the employer reports to insurers, plan administrators and the IRS a lower amount of
insurance cost subject to the excise tax than required, the employer is subject to a penalty equal
to the sum of any additional excise tax that each such insurer and administrator would have owed
if the employer had reported correctly and interest attributable to that additional excise tax as
determined under Code section 6621 from the date that the tax was otherwise due to the date
paid by the employer. This may occur, for example, if the employer undervalues the aggregate
premium and thereby lowers the amount subject to the excise tax for all insurers and plan
administrators (including the employer, when acting as plan administrator of a self-insured plan).

The penalty will not apply if it is established to the satisfaction of the Secretary that the
employer neither knew, nor exercising reasonable diligence would have known, that the failure
existed. In addition, no penalty will be imposed on any failure corrected within the 30-day
period beginning on the first date that the employer knew, or exercising reasonable diligence,
would have known, that the failure existed, so long as the failure is due to reasonable cause and
not to willful neglect. All or part of the penalty may be waived by the Secretary in the case of
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any failure due to reasonable cause and not to willful neglect, to the extent that the payment of
the penalty would be excessive or otherwise inequitable relative to the failure involved.

The penalty is in addition to the amount of excise tax owed, which may not be waived.

Increased thresholds for certain retirees and individuals in high-risk professions

The threshold amounts are increased for an individual who has attained age of 55 who is
non-Medicare eligible and receiving employer-sponsored retiree health coverage or who is
covered by a plan sponsored by an employer the majority of whose employees covered by the
plan are engaged in a high risk profession or employed to repair or install electrical and
telecommunications lines. For these individuals, the threshold amount in 2018 is increased by
(1) $1,650 for individual coverage or $3,450 for family coverage and (2) the age and gender
adjusted excess premium amount (as defined above). In 2019, the additional $1,650 and $3,450
amounts are indexed to the CPI-U, plus one percentage point, rounded to the nearest $50. In
2020 and thereafter, the additional threshold amounts are indexed to the CPI-U, rounded to the
nearest $50.

For purposes of this rule, employees considered to be engaged in a high risk profession
are law enforcement officers, employees who engage in fire protection activities, individuals
who provide out-of-hospital emergency medical care (including emergency medical technicians,
paramedics, and first-responders), individuals whose primary work is longshore work, and
individuals engaged in the construction, mining, agriculture (not including food processing),
forestry, and fishing industries. A retiree with at least 20 years of employment in a high risk
profession is also eligible for the increased threshold.

Under this provision, an individual’s threshold cannot be increased by more than $1,650
for individual coverage or $3,450 for family coverage (indexed as described above) and the age
and gender adjusted excess premium amount, even if the individual would qualify for an
increased threshold both on account of his or her status as a retiree over age 55 and as a
participant in a plan that covers employees in a high risk profession.

Deductibility of excise tax

Under the provision, the amount of the excise tax imposed is not deductible for Federal
income tax purposes.

Regulatory authority

The Secretary is directed to prescribe such regulations as may be necessary to carry out
the provision.

Effective Date

The provision is effective for taxable years beginning after December 31, 2017.
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B. Inclusion of Cost of Employer-Sponsored Health Coverage on W-2
(sec. 9002 of the Senate amendment and sec. 6051 of the Code)

Present Law

In many cases, an employer pays for all or a portion of its employees’ health insurance
coverage as an employee benefit. This benefit often includes premiums for major medical,
dental, and other supplementary health insurance coverage. Under present law, the value of
employer-provided health coverage is not required to be reported to the IRS or any other Federal
agency. The value of the employer contribution to health coverage is excludible from an
employee’s income. '’

Under current law, every employer is required to furnish each employee and the Federal
government with a statement of compensation information, including wages, paid by the
employer to the employee, and the taxes withheld from such wages during the calendar year.
The statement, made on the Form W-2, must be provided to each employee by January 31 of the
succeeding year. There is no requirement that the employer report the total value of employer-
sponsored health insurance coverage on the Form W-2,'* although some employers voluntarily
report the amount of salary reduction under a cafeteria plan resulting in tax-free employee
benefits in box 14.

Explanation of Provision

Under the provision, an employer is required to disclose on each employee’s annual Form
W-2 the value of the employee’s health insurance coverage sponsored by the employer. If an
employee enrolls in employer-sponsored health insurance coverage under multiple plans, the
employer must disclose the aggregate value of all such health coverage (excluding the value of a
health flexible spending arrangement). For example, if an employee enrolls in employer-
sponsored health insurance coverage under a major medical plan, a dental plan, and a vision
plan, the employer is required to report the total value of the combination of all of these health
related insurance policies. For this purpose, employers generally use the same value for all
similarly situated employees receiving the same category of coverage (such as single or family
health insurance coverage).

To determine the value of employer-sponsored health insurance coverage, the employer
calculates the applicable premiums for the taxable year for the employee under the rules for
COBRA continuation coverage under section 4980B(f)(4) (and accompanying Treasury
regulations), including the special rule for self-insured plans. The value that the employer is
required to report is the portion of the aggregate premium. If the plan provides for the same
COBRA continuation coverage premium for both individual coverage and family coverage, the
plan would be required to calculate separate individual and family premiums for this purpose.

139 Qec. 106.

149" Any portion of employer sponsored coverage that is paid for by the employee with after-tax
contributions is included as wages on the W-2 Form.
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Effective Date

The provision is effective for taxable years beginning after December 31, 2010.
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C. Distributions for Medicine Qualified Only if for Prescribed Drug or Insulin
(sec. 9003 of the Senate amendment and secs. 105, 106, 220, and 223 of the Code)

Present Law

Individual deduction for medical expenses

Expenses for medical care, not compensated for by insurance or otherwise, are deductible
by an individual under the rules relating to itemized deductions to the extent the expenses exceed
7.5 percent of adjusted gross income (“AGI”).""! Medical care generally is defined broadly as
amounts paid for diagnoses, cure, mitigation, treatment or prevention of disease, or for the
purpose of affecting any structure of the body.'* However, any amount paid during a taxable
year for medicine or drugs is explicitly deductible as a medical expense only if the medicine or
drug is a prescribed drug or is insulin.'*® Thus, any amount paid for medicine available without
a prescription (“over-the-counter medicine”) is not deductible as a medical expense, including
any medicine recommended by a physician.'*

Exclusion for employer-provided health care

The Code generally provides that employees are not taxed on (that is, may exclude from
gross income) the value of employer-provided health coverage under an accident or health
plan.'*® In addition, any reimbursements under an accident or health plan for medical care
expenses for employees, their spouses, and their dependents generally are excluded from gross
income.'*® An employer may agree to reimburse expenses for medical care of its employees
(and their spouses and dependents), not covered by a health insurance plan, through a flexible
spending arrangement (“FSA”) which allows reimbursement not in excess of a specified dollar
amount. Such dollar amount is either elected by an employee under a cafeteria plan (“Health
FSA”) or otherwise specified by the employer under an HRA. Reimbursements under these
arrangements are also excludible from gross income as employer-provided health coverage. The
general definition of medical care without the explicit limitation on medicine applies for
purposes of the exclusion for employer-provided health coverage and medical care."*” Thus,
under an HRA or under a Health FSA, amounts paid for prescription and over-the-counter

1 Sec. 213(a).

2 Sec. 213(d). There are certain limitations on the general definition including a rule that cosmetic
surgery or similar procedures are generally not medical care.

3 Sec. 213(b).

" Rev. Rul. 2003-58, 2003-1 CB 959.

% Sec 106.

146 Sec. 105(b).

17 Sec. 105(b) provides that reimbursements for medical care within the meaning of section 213(d)

pursuant to employer-provided health coverage are excludible from gross income. The definition of medical care in
section 213(d) does not include the prescription drug limitation in section 213(b).
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medicine are treated as medical expenses, and reimbursements for such amounts are excludible
from gross income.

Medical savings arrangements

Present law provides that individuals with a high deductible health plan (and generally no
other health plan) purchased either through the individual market or through an employer may
establish and make tax-deductible contributions to a health savings account (“HSA™).'** Subject
to certain limitations,'* contributions made to an HSA by an employer, including contributions
made through a cafeteria plan through salary reduction, are excluded from income (and from
wages for payroll tax purposes). Contributions made by individuals are deductible for income
tax purposes, regardless of whether the individuals itemize. Distributions from an HSA that are
used for qualified medical expenses are excludible from gross income.'”® The general definition
of medical care without the explicit limitation on medicine also applies for purposes of this
exclusion.””! Similar rules apply for another type of medical savings arrangement called an
Archer MSA."*? Thus, a distribution from a HSA or an Archer MSA used to purchase over-the-
counter medicine also is excludible as an amount used for qualified medical expenses.

Explanation of Provision

Under the provision, with respect to medicines, the definition of medical expense for
purposes of employer-provided health coverage (including HRAs and Health FSAs), HSAs, and
Archer MSAs, is conformed to the definition for purposes of the itemized deduction for medical
expenses, except that prescribed drug is determined without regard to whither the drug is
available without a prescription. Thus, under the provision, the cost of over-the-counter
medicines may not be reimbursed with excludible income through a Health FSA, HRA, HSA, or
Archer MSA, unless the medicine is prescribed by a physician.

Effective Date

The provision is effective for expenses incurred after December 31, 2010.

48 Sec. 223.

9 For 2009, the maximum aggregate annual contribution that can be made to an HSA is $3,000 in the case
of self-only coverage and $5,950 in the case of family coverage ($3,050 and $6,150 for 2010). The annual
contribution limits are increased for individuals who have attained age 55 by the end of the taxable year (referred to
as “catch-up contributions”). In the case of policyholders and covered spouses who are age 55 or older, the HSA
annual contribution limit is greater than the otherwise applicable limit by $1,000 in 2009 and thereafter.
Contributions, including catch-up contributions, cannot be made once an individual is enrolled in Medicare.

130 Sec. 223(f).
1 Sec. 223(d)(2).

152 Qec. 220.
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D. Increase in Additional Tax on Distributions from HSAs
Not Used for Medical Expenses
(sec. 9004 of the bill and sec. 220 and 223 of the Code)

Present Law

Health savings account

Present law provides that individuals with a high deductible health plan (and generally no
other health plan) may establish and make tax-deductible contributions to a health savings
account (“HSA™).">> An HSA is a tax-exempt account held by a trustee or custodian for the
benefit of the individual. An HSA is subject to a condition that the individual is covered under a
high deductible health plan (purchased either through the individual market or through an
employer). The decision to create and fund an HSA is made on an individual-by-individual basis
and does not require any action on the part of the employer.

Subject to certain limitations, contributions made to an HSA by an employer, including
contributions made through a cafeteria plan through salary reduction, are excluded from income
(and from wages for payroll tax purposes). Contributions made by individuals are deductible for
income tax purposes, regardless of whether the individuals itemize their deductions on their tax
return (rather than claiming the standard deduction). Income from investments made in HSAs is
not taxable and the overall income is not taxable upon disbursement for medical expenses.

For 2010, the maximum aggregate annual contribution that can be made to an HSA is
$3,050 in the case of self-only coverage and $6,150 in the case of family coverage. The annual
contribution limits are increased for individuals who have attained age 55 by the end of the
taxable year (referred to as “catch-up contributions™). In the case of policyholders and covered
spouses who are age 55 or older, the HSA annual contribution limit is greater than the otherwise
applicable limit by $1,000 in 2010 and thereafter. Contributions, including catch-up
contributions, cannot be made once an individual is enrolled in Medicare.

A high deductible health plan is a health plan that has an annual deductible that is at least
$1,200 for self-only coverage or $2,400 for family coverage for 2010 and that limits the sum of
the annual deductible and other payments that the individual must make with respect to covered
benefits to no more than $5,950 in the case of self-only coverage and $11,900 in the case of
family coverage for 2010.

133 An individual with other coverage in addition to a high deductible health plan is still eligible for an
HSA if such other coverage is “permitted insurance” or “permitted coverage.” Permitted insurance is: (1) insurance
if substantially all of the coverage provided under such insurance relates to (a) liabilities incurred under worker’s
compensation law, (b) tort liabilities, (c) liabilities relating to ownership or use of property (e.g., auto insurance), or
(d) such other similar liabilities as the Secretary may prescribe by regulations; (2) insurance for a specified disease
or illness; and (3) insurance that provides a fixed payment for hospitalization. Permitted coverage is coverage
(whether provided through insurance or otherwise) for accidents, disability, dental care, vision care, or long-term
care. With respect to coverage for years beginning after December 31, 2006, certain coverage under a Health FSA
is disregarded in determining eligibility for an HSA.
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Distributions from an HSA that are used for qualified medical expenses are excludible
from gross income. Distributions from an HSA that are not used for qualified medical expenses
are includible in gross income. An additional 10 percent tax is added for all HSA disbursements
not made for qualified medical expenses. The additional 10-percent tax does not apply,
however, if the distribution is made after death, disability, or attainment of age of Medicare
eligibility (currently, age 65). Unlike reimbursements from a flexible spending arrangement or
health reimbursement arrangement, distributions from an HSA are not required to be
substantiated by the employer or a third party for the distributions to be excludible from income.

As in the case of individual retirement arrangements,'** the individual is the beneficial
owner of his or her HSA, and thus the individual is required to maintain books and records with
respect to the expense and claim the exclusion for a distribution from the HSA on their tax
return. The determination of whether the distribution is for a qualified medical expense is
subject to individual self-reporting and IRS enforcement.

Archer medical savings account

An Archer MSA is also a tax-exempt trust or custodial account to which tax-deductible
contributions may be made by individuals with a high deductible health plan.'> Archer MSAs
provide tax benefits similar to, but generally not as favorable as, those provided by HSAs for
individuals covered by high deductible health plans. The main differences include: (1) only
self-employed individuals and employees of small employers are eligible to have an Archer
MSA; (2) for Archer MSA purposes, a high deductible health plan is a health plan with (a) an
annual deductible for 2010 of at least $2,000 and no more than $3,000 in the case of self-only
coverage and at least $4,050 and no more than $6,050 in the case of family coverage and (b)
maximum out-of pocket expenses for 2010 of no more than $4,050 in the case of self-only
coverage and no more than $7,400 in the case of family coverage; and (3) the additional tax on
distributions not used for medical expenses is 15 percent rather than 10 percent. After 2007, no
new contributions can be made to Archer MSAs except by or on behalf of individuals who
previously had made Archer MSA contributions and employees who are employed by a
participating employer.

154 Sec. 408.

155 Qec. 220.
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Explanation of Provision

The additional tax on distributions from an HSA or an Archer MSA that are not used for
qualified medical expenses is increased to 20 percent of the disbursed amount.

Effective Date

The change is effective for disbursements made during tax years starting after December
31, 2010.
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E. Limitation on Health Flexible Spending Arrangements Under Cafeteria Plans
(sec. 9005"° of the Senate amendment and sec. 125 of the Code)

Present law

Exclusion from income for employer-provided health coverage

The Code generally provides that the value of employer-provided health coverage under
an accident or health plan is excludible from gross income."’ In addition, any reimbursements
under an accident or health plan for medical care expenses for employees, their spouses, and
their dependents generally are excluded from gross income.'”® The exclusion applies both to
health coverage in the case in which an employer absorbs the cost of employees’ medical
expenses not covered by insurance (i.e., a self-insured plan) as well as in the case in which the
employer purchases health insurance coverage for its employees. There is no limit on the
amount of employer-provided health coverage that is excludable. A similar rule excludes
employer;ggrovided health insurance coverage from the employees’ wages for payroll tax
purposes.

Employers may also provide health coverage in the form of an agreement to reimburse
medical expenses of their employees (and their spouses and dependents), not reimbursed by a
health insurance plan, through flexible spending arrangements which allow reimbursement for
medical care not in excess of a specified dollar amount (either elected by an employee under a
cafeteria plan or otherwise specified by the employer). Health coverage provided in the form of
one of these arrangements is also excludible from gross income as employer-provided health
coverage under an accident or health plan.'®

Qualified benefits

Qualified benefits under a cafeteria plan are generally employer-provided benefits that
are not includable in gross income under an express provision of the Code. Examples of qualified
benefits include employer-provided health coverage, group term life insurance coverage not in
excess of $50,000, and benefits under a dependent care assistance program. In order to be

13 Section 9005 of the Senate amendment, as amended by section 10902, is further amended by section
1403 of the Reconciliation bill.

157 Sec. 106. Health coverage provided to active members of the uniformed services, military retirees, and
their dependents are excludable under section 134. That section provides an exclusion for “qualified military
benefits,” defined as benefits received by reason of status or service as a member of the uniformed services and
which were excludable from gross income on September 9, 1986, under any provision of law, regulation, or
administrative practice then in effect.

138 Sec. 105(b).

159 Secs. 3121(a)(2), and 3306(a