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Health Care Reform—What Do Employers
Need to Do, and When?

by Mark C. Jones

The health care |egislation recently enacted contains a number of provisions
that require or invite employer action, including the amendment of existing
empl oyee health coverage, the preparation and distribution of communications,
reports and filings, and the application of new withholding practices. Set out
below is a summary of steps employers must take to ensure compliance with the
Patient Protection and Affordable Care Act (* PPACA”), signed into law on
March 23, 2010, and the Health Care and Education Affordability Reconcilia-
tion Act, signed into law today, and considerations for restructuring health
benefits to avoid incurring unnecessary penalties.

Throughout this alert, the effective dates assume a single-employer plan operated on a calendar year,
except where otherwise noted. For collectively bargained plans and health plans that are not operated on a
calendar year, the applicable effective dates may be earlier or later.

Plan Amendments and Design Changes

Changes Applicable to Existing Plans and New Plans

The following list of design changes applies to all plans, including plans that were already in existence on
March 23, 2010, the date on which PPACA was enacted.

= Coverage Extended to Older Children. Effective as of January 1, 2011, all insured group health plans
and self-insured plans that offer dependent coverage must make coverage available to any children of a
participant who are under age 26 and would be treated as dependents under the plan but for their age.
The extension of coverage is not limited to full-time students or unmarried children, and the value of any
subsidy by the employer will not be imputed to the income of the employee. Employers need to modify
their coverage rules to reflect this change, including removing any student eligibility requirements that
would otherwise apply prior to age 26. Employers also need to consider whether the additional cost of
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covering older children should be passed through to the families that request it, if permitted in the forth-
coming regulations, or should be spread among all employees that have elected family coverage.
Employers also need to amend their plan documentation, including enrollment materials, to reflect the
new rules. Existing group health plans may continue to exclude adult children prior to January 1, 2014 if
the children are eligible to enroll in another employer-sponsored health plan.

* No Lifetime Limits. Effective as of January 1, 2011, no insured group health plan or self-insured plan
may impose a lifetime dollar limit on “essential health benefits,” as defined by the Department of Health
and Human Services in forthcoming regulations. Dental and vision care, for example, may not be treated
as “essential” for this purpose. Employers must review their plans to ensure that these limits are
removed, including from out-of-network care and retiree medical plans, and must determine whether
additional changes in plan design are required to avoid a correspondent increase in the cost of premi-
ums. Employers also need to amend their plan materials to reflect these changes.

* Restrictions on Annual Limits. Effective as of January 1, 2011, the Department of Health and Human
Services will set a cap on annual limits that may be imposed by group health plan or self-insured plan
for “essential health benefits,” as defined in forthcoming regulations. It is expected that dental and vision
care will not be “essential health benefits” for this purpose. Effective as of January 1, 2014, annual limits
on essential health benefits may not be imposed at all. As with the elimination of lifetime limits, employ-
ers must take particular care to ensure that these annual limits are removed from all of their health care
arrangements, including out-of-network coverage and retiree medical plans, and will want to consider
whether additional changes in plan design may be required to avoid a correspondent increase in the
cost of premiums. Employers must also amend their plan materials to reflect these changes.

» No Preexisting Exclusions. Effective as of January 1, 2011, no insured group health plan or self-
insured plan may impose a preexisting condition exclusion against a child under the age of 19, and
effective as of January 1, 2014, no group health plan or self-insured plan may impose a preexisting
condition exclusion on a participant of any age. Employers will need to amend their plan materials to
reflect this change and must consider whether further changes in design are necessary to avoid an
increase in premiums.

* No Rescission. Effective as of January 1, 2011, no insured group health plan or self-insured plan may
rescind coverage of any individual once the individual has already become a covered participant, unless
the individual has committed fraud or made an intentional misrepresentation of material fact. Employers
will need to amend their plan materials to reflect this new rule.

* No Reimbursement of Over the Counter Medications. Effective as of January 1, 2011, non-
prescription medicines, other than insulin, will no longer be eligible for reimbursement under a health
flexible spending account (“FSA”), health savings account (“HSA”) or health reimbursement account
(“HRA"). Employers that maintain these plans must amend their plan materials and change their
reimbursement procedures to monitor this restriction.

« Limit on Flexible Spending Accounts. Effective for taxable years beginning on or after January 1,
2013, annual salary reduction contributions to health FSAs will be limited to $2,500, indexed for inflation.
In order to implement this limit, employers that provide FSAs will need to amend their plan documenta-
tion, including their enrollment materials, and place appropriate restrictions on automatic reimbursement
procedures, such as the use of debit cards.

» Waiting Periods Limited to 90 Days. Effective as of January 1, 2014, no insured group health plan or
self-insured plan may impose a waiting period in excess of 90 days. Employers that have longer waiting
periods or that only permit admission on certain days (for example, the first of the month) will need to
amend their plan materials to reflect this change.
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» Automatic Enrollment. Effective upon the issuance of implementing regulations, all employers that
have 200 or more full-time employees must provide for automatic enroliment of new full-time employees
in a group health plan under the coverage option with the lowest employee premium, unless the
employee makes an affirmative election to opt out or elects a different option. Automatic enroliment may
be subject to a waiting period, to the extent permitted by law. In addition to amending their plan materi-
als, employers will need to prepare enrollment communications when the implementing regulations are
issued notifying new employees of their automatic enrollment in the plan and their ability to opt out.

Changes Applicable to New Plans Only

» No Cost Sharing for Preventive Care. Effective as of January 1, 2011, insured group health plans and
self-insured plans may not impose any “cost sharing requirements,” including copayments, coinsurance
charges and deductibles, on certain preventive care, child preventive services and women’s preventive
care and screenings. Employers that are implementing new plans must amend their plan materials to
reflect this restriction.

» Nondiscrimination for Eligibility based on Salary or Wages. Effective as of January 1, 2011, group
health plans may not limit eligibility for coverage or continued coverage on the basis of the total hourly or
annual salary of any full-time employees or otherwise establish eligibility rules that discriminate in favor
of more highly paid employees. Outside of cafeteria plans, only self-insured health plans under existing
law are subject to rules intended to preclude discrimination in favor of highly compensated employees;
the change in law covers fully insured plans. Employers that differentiate among various employee
groups must take into account this change and may need to make appropriate amendments to their
plans, particularly with respect to any special health benefits they provide to executives. The ramifica-
tions of providing a discriminatory group health plan are not yet clear.

» Guaranteed Availability and Renewability; Nondiscrimination based on Health Status. Effective as
of January 1, 2014, health insurance insurers (but not self-insured plans) must accept every employer
and individual in the state who applies for coverage during an annual or open enrollment period and
must renew or continue the insurance at the option of the plan sponsor or individual, regardless of a
participant’s health status or utilization of health services. Insured group health plans and self-insured
plans may not set eligibility rules based on health status, medical condition, claims experience, receipt
of health care, medical history, genetic information, evidence of insurability or disability. However,
employers may continue to extend wellness incentives based on health factors. Effective as of January
1, 2014, the limit on wellness incentives will increase from 20% to 30% of the cost of employee-only
coverage and, in the discretion of the applicable regulatory agencies, may be as high as 50% of such
cost. Although the new availability, renewability and eligibility rules do not apply to existing plans,
employers that currently maintain health plans may still want to take advantage of the increased latitude
given to financial incentives for healthy living.

» Cost Sharing Restrictions. Effective as of January 1, 2014, sponsors of group health plans must pay
at least 60% of the total cost of coverage, and out-of-pocket limits cannot exceed those allowed for
health savings accounts (currently, $5,950 for self-only coverage, $11,900 for family coverage), subject
to adjustment for increases in premiums in 2015 and later. Although this change does not apply to
existing plans, failure to meet the cost-sharing requirement for an employer with more than 50 full-time
employees may subject the employer to a “free rider” penalty, discussed below, if any employee eligible
to receive a tax subsidy or premium reduction obtains alternative coverage through a American Health
Benefit Exchange. Therefore, employers with 50 or more full-time employees that sponsor new or
current group health plans must consider whether to adjust the portion of premiums that they pass
through to their employees, including differentiating among different employee groups, to ensure they
meet the 60% threshold.
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Long-Term Care

The new health care legislation requires the Department of Health and Human Services to implement a
public, self-funded insurance program for long-term care, to be known as the Community Living Assistance
Services and Supports (CLASS) Independence Benefit Plan. Generally, the program is intended to be
effective as of January 1, 2011. Employers are required to permit employees who desire to participate in
the program to make contributions by means of a payroll deduction. As the CLASS program is developed,
employers will need to coordinate with their payroll services providers to facilitate these deductions and
contributions.

Communications, Reports and Filings

» Health Insurance Exchanges. PPACA requires each state to establish an American Health Benefit
Exchange no later than 2014 to provide affordable health insurance to individuals and companies with
100 or fewer employees. States may elect to limit availability to individuals and employers with 50 or
fewer employees for the first two years and are permitted, but not required, to open the exchanges to
larger employers beginning in 2017. Smaller employers may offer their employees Exchange plans
directly or under a cafeteria plan. (PPACA establishes “simple cafeteria plans” for this purpose, which
offer an exemption to nondiscrimination requirements for employers who comply with additional
requirements.) All plans available through the Exchange must be certified by the state as covering
“essential health benefits,” to be defined in forthcoming regulations, passing through to employees no
more than 40% of total benefit costs and limiting out-of-pocket limits to those allowed for health savings
accounts (currently, $5,950 for individual coverage and $11,900 for family coverage), subject to adjust-
ment for increases in premiums in 2015 and later. In addition, deductibles for group health plans for
companies with 100 or fewer employees (50 or fewer employees in 2014 and 2015, in states that so
elect) may not exceed $2,000 for individuals or $4,000 for families, indexed for the increase in average
premiums. Individuals and families with annual incomes at or under 400% of the federal poverty level
(currently, $10,050 for a single individual and $22,050 for a family of four) are eligible for a subsidy of up
to 2/3 of the premiums charged in the Exchange for essential health benefits, subject to a cost-sharing
floor. Under the new health care legislation, employers have primary responsibility for notifying employ-
ees about the availability of the Exchanges, informing them about how to contact an Exchange and
identifying employees who may be eligible for premium assistance. To meet these requirements,
employers must prepare and distribute new employee communications.

» Free Choice Vouchers. Effective as of January 1, 2014, an employer that offers a group health plan
must provide “free choice vouchers” for the purchase of health coverage through an Exchange to any
employee who is eligible for a premium subsidy and whose required contribution to the employer’s plan
would exceed 8%, but not exceed 9.8%, of his or her household income, in each case indexed for the
rate of premium growth. The voucher must be for no less than the maximum amount that the employer
would have contributed to provide group health care to the employee. If the voucher exceeds the health
care premium under the Exchange, the employee may receive the difference in cash, subject to income
taxes.

» Internal and External Appeals Processes. Effective as of January 1, 2011, insured group health plans
and self-insured plans must have in place written internal and external appeals processes that provide
an impartial initial review, offer enrollees access to their records and give them the opportunity to give a
presentation on appeal. A plan’s internal procedures will need to meet the requirements set forth under
ERISA's claims review regulation as well as new regulations to be issued by the Department of Health
and Human Services. The external review procedures must comply with any applicable state review
process. If the plan is self-insured or the state has not established a review process, the plan must
implement external review procedures that meet minimum criteria, to be described in forthcoming regu-
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lations. Although the new appeals rules will not apply to existing plans, employers that maintain consis-
tent claims procedures across their plans will need to review those procedures and revise them if nec-
essary before adopting any new plans. In addition, administrators of non-grandfathered plans will need
to distribute notices to enrollees informing them of the availability of the internal and external review
processes and the availability, if applicable, of any state health insurance customer assistance or
ombudsman.

« Uniform Explanations of Coverage. No later than March 23, 2013, new and existing insured group
health plans and self-insured plans must begin distributing uniform explanations of coverage to appli-
cants and participants, employing standard definitions of common insurance and medical terms, in
accordance with forthcoming regulations. The explanations, which can be no longer than four pages
using a 12-point font, must describe in a “culturally and linguistically appropriate manner” the health
benefits covered under the plan, limitations on and exceptions to coverage, cost-sharing provisions and
any restrictions on renewability or continuation of coverage. In addition, the explanations must include
illustrations of common benefits scenarios, such as the need for urgent care, must state whether the
plan covers essential health benefits and meets minimum cost-sharing requirements, and must provide
a contact if a participant has questions. Uniform explanations of coverage do not replace an employer’s
obligations under ERISA to provide a separate, more detailed summary plan description, and must be
updated and distributed at annual enrollment to all participants that re-enroll in the plan. In addition,
employers must provide notice of any material modification to the terms of the plan or the scope of
coverage that is not reflected in the uniform explanation of coverage at least 60 days prior to the date on
which the modification becomes effective.

« Annual Reports. Effective for 2014, employers with more than 100 full-time employees must file an
annual return with the Department of Health and Human Services disclosing whether they offer a health
plan that covers essential health benefits and describing the length of any applicable waiting periods,
the cost of the cheapest health plan options offered in each enrollment category, the employer’s share
of the total benefit costs for each plan, the number of employees participating in the plan each month
and the name and address of each such employee. Employers must provide copies of these reports to
participants.

» W-2 Reporting. Effective as of January 1, 2011, employers must begin disclosing the aggregate cost of
employer-sponsored health coverage on each covered employee’s W-2. Employers will need to develop
a process for determining this amount and facilitating communication between the necessary depart-
ments and with third-party payroll providers to ensure that this amount is captured.

Subsidies, Credits, Penalties and Taxes

* Retiree Medical Subsidy. No later than June 21, 2010, the Secretary of Health and Human Services is
required to establish a reinsurance program to reimburse employers for up to 80% of the cost of provid-
ing health insurance to retirees between the age of 55 and 64 and their spouses and dependents. The
fund will reimburse claims in excess of $15,000 and below $90,000, indexed for inflation. PPACA
appropriates $5 billion to this fund, which will sunset on January 1, 2014 or, if earlier, when funding runs
out. Employers that offer retiree medical benefits may want to take a strategic look at the continued
provision of these benefits in light of the temporary subsidy.

« Small Employer Tax Credit. Beginning in 2010, employers (including partnerships and sole proprietor-
ships) that have 25 or fewer full-time employees and average annual wages of $50,000 or less may
receive a sliding-scale tax credit of up to 35% of the employer’s premium cost of group health insurance.
Beginning in 2014, the maximum credit will increase to 50% of the cost of health insurance obtained
through an Exchange. When determining the number of full-time employees for this purpose, all mem-
bers of the employer’s controlled group are taken into account, and the aggregate hours of part-time
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employees are converted into full-time equivalents (based on service of 2,080 hours per year). After
2014, the credit may not be taken for more than two consecutive years, beginning with the first year in
which the employer offers health insurance through the Exchange.

e Limit on Deduction by Health Insurance Providers for Remuneration over $500,000. Effective for
taxable years beginning on or after January 1, 2013, PPACA amends Section 162(m) of the Internal
Revenue Code to limit a health insurance provider’'s deduction for annual remuneration paid to any of its
officers, directors, employees or other individual service providers to $500,000. This restriction applies
only to licensed companies and organizations, including HMOs, that are regulated under state insurance
laws and receive premiums from providing health insurance coverage, of which at least 25 percent are
attributable to the provision of the “minimum essential coverage” required to be maintained by individu-
als once health care reform becomes fully effective. For purposes of this limitation, all members of an
employer’s controlled group are taken into account.

* “Free Rider” Penalties. Employers are not required to provide group health care under the new
legislation. However, effective for plan years beginning on or after January 1, 2014, if an employer with
50 or more full-time employees does not provide any group health coverage and at least one full-time
employee obtains federally subsidized health coverage through an Exchange, the employer will be
subject to a “free-rider penalty.” The monthly penalty is equal to 1/12 of the product of $2,000 and the
total number of its full-time employees minus 30. For purposes of determining the number of full-time
employees, all members of the employer’s controlled group are taken into account, and the aggregate
hours of part-time employees are converted into full-time equivalents, based on service of 120 hours per
month.

Effective for plan years beginning on or after January 1, 2014, if an employer with 50 or more full-time
employees does offer employer-sponsored group health coverage and at least one full-time employee
obtains federally subsidized health coverage through the Exchange other than with the use of a free
choice voucher, the employer will be subject to a monthly penalty equal to 1/12 of the product of $3,000
and the number of full-time employees receiving such assistance, up to 1/12 of the product of $2,000
and the total number of full-time employees minus 30. For purposes of determining the number of full-
time employees, all members of the employer’s controlled group are taken into account, and the aggre-
gate hours of part-time employees are converted into full-time equivalents, based on service of 120
hours per month.

To minimize the risk of being subject to a penalty, employers will want to think strategically about how to
differentiate their health benefits, so that lower-income employees who would otherwise be eligible for
subsidized coverage under an Exchange will still find the employer plans attractive. In making this
assessment, employers need to consider how market reform may change the relative costs of coverage.
Employers with part-time employees also must take into account the impact of the 120-hour exchange
rate for calculating full-time equivalents, which generally renders a higher penalty amount for companies
with multiple part-time employees than for companies with a smaller number of full-time employees.

» Penalties for Violation of Plan Design Requirements. PPACA incorporates most of the new
requirements on plan design, described above, into the Health Insurance Portability and Accountability
Act (“HIPAA”) provisions of ERISA and the Internal Revenue Code. As a consequence, employers that
maintain health care plans not brought into compliance with the new provisions will be subject to an
excise tax for violation of HIPAA equal to $100 per participant per day during the period of noncompli-
ance, up to an annual maximum of $500,000 or, if less, 10% of the employer’s group health plan
expenses for the prior year.

» Excise Tax on High-Cost Plans. Effective for taxable years beginning on or after January 1, 2018, so-
called “Cadillac” plans will be subject to a 40% excise tax on the amount by which the aggregate costs
of coverage (including the portions borne both by the employer and by the employee) exceed an annual
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limit (for 2018, $10,200 for individuals or $27,500 for families), indexed for inflation. Higher limits apply
to retirees between the ages of 55 and 64, employees engaged in certain high-risk professions and
plans covering an employee population that differs, in age or gender, from that of a national risk pool.
When determining the aggregate costs, employers must use the methodology prescribed for determin-
ing the plan’s “applicable premium” under COBRA. Stand-alone dental and vision plans are excluded
from the benefits limits, but employer contributions to health savings accounts and Archer medical sav-
ings accounts are included, and the portion of any excise tax attributable to these benefits is allocated
directly to the employer. For group health plans, the excise tax is imposed on the health insurance
issuer, and for health FSAs and HRAs, the tax is imposed on the plan administrator. If an employee has
coverage under more than one plan, the “excess benefit,” for calculating the relative tax obligation, is
allocated ratably according to each plan’s portion of the employee’s aggregate health care costs. Given
the delayed effective date of this provision, it may be prudent for employers with high-cost health plans
to monitor further Congressional development on the excise tax before making immediate changes to
their plans.

» Tax on Retiree Prescription Drug Subsidy. Employers that have continued to provide retiree prescrip-
tion drug coverage that is actuarially equivalent to the coverage available under Medicare Part D receive
a federal subsidy equal to 28% of certain covered charges. This amount is not currently subject to cor-
porate income tax. Effective for taxable years beginning on or after January 1, 2013, however, PPACA
requires employers to report any Medicare Part D subsidies they receive as taxable income. Employers
that provide retiree prescription drug coverage need to consider whether to continue doing so, given the
potential impact of this change on their financial statements. In making this determination, employers
must take into account the fact that retirees that participate in Medicare Part D and whose prescription
drug costs exceed the annual limit (currently, $2,380) will receive a $250 rebate this year. In addition,
pharmaceutical manufacturers are required to provide a 50% discount on brand-name medicines in
2011 under Medicare Part D and phase in a 75% discount by 2020 on brand-name and generic medi-
cines to the extent that they exceed the annual limit and are less than the threshold for catastrophic
coverage (currently, $4,550).

* Increase in Medicare Hospital Insurance Tax. Effective for taxable years beginning on or after
January 1, 2013, employers will be responsible for collecting an additional hospital insurance (Medicare)
tax equal to 0.9% on wages in excess of $200,000 for single filers, or $250,000 for joint filers. This
additional tax will effectively increase the employee-paid portion of FICA on these “excess wages” from
1.45% to 2.35%. Employers will need to put into place a system for monitoring these limits and applying
the appropriate withholding percentage and reporting mechanisms.

It is too early to predict the ultimate impact of health care reform on employer-provided health care, but not
too early for employers to begin taking the steps necessary to ensure compliance with the new rules and to
begin thinking strategically about whether any plan design changes may be necessary or advisable to
avoid penalties and taxes.

If you have specific questions about the new legislation and its application to your company’s health care
arrangements, please contact the Pillsbury attorney with whom you usually work or one of the following
members of our Compensation & Benefits practice section or Healthcare industry team:

New York

Susan P. Serota (Pi0) Peter J. Hunt (Pi0)
+1.212.858.1125 +1.212.858.1139
susan.serota@pillsburylaw.com peter.hunt@pillsburylaw.com
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Scott E. Landau (Pi0)
+1.212.858.1598
scott.landau@pillsburylaw.com

Mark C. Jones (Pi9)
+1.212.858.1430
mark.jones@pillsburylaw.com

Washington, DC / Northern Virginia

Howard L. Clemons (Pi0)
+1.703.770.7997
howard.clemons@pillsburylaw.com

San Diego—North County

Jan H. Webster (Pi0)
+1.858.509.4012
jan.webster@pillsburylaw.com

San Francisco

Gerry Hinkley (Pio)
+1.415.983.1135
gerry.hinkley@pillsburylaw.com

Christine L. Richardson (P19)
+1.415.983.1826
crichardson@pillsburylaw.com

Silicon Valley

Cindy V. Schlaefer (Pi0)
+1.650.233.4023
cindy.schlaefer@pillsburylaw.com

John J. Battaglia (P19
+1.212.858.1738
john.battaglia@pillsburylaw.com

David C. Main (bi0)
+1.703.770.7518
david.main@pillsburylaw.com

Daniel N. Riesenberg (0)
+1.858.847.4130
daniel.riesenberg@pillsburylaw.com

Allen Briskin (bi0)
+1.415.983.1134
allen.briskin@pillsburylaw.com

This material is not intended to constitute a complete analysis of all tax considerations. Internal Revenue Service regulations
generally provide that, for the purpose of avoiding United States federal tax penalties, a taxpayer may rely only on formal
written opinions meeting specific regulatory requirements. This material does not meet those requirements. Accordingly, this
material was not intended or written to be used, and a taxpayer cannot use it, for the purpose of avoiding United States federal
or other tax penalties or of promoting, marketing or recommending to another party any tax-related matters.

This publication is issued periodically to keep Pillsbury Winthrop Shaw Pittman LLP clients and other interested parties
informed of current legal developments that may affect or otherwise be of interest to them. The comments contained herein
do not constitute legal opinion and should not be regarded as a substitute for legal advice.

© 2009 Pillsbury Winthrop Shaw Pittman LLP. All Rights Reserved.
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