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The New Pension/Health Insurance Hybnd Optln

By Eric L. Morgenthal

With signs of the recession still loom-
ing, small and large businesses alike have
been searching for ways to improve cash
flow. Slow revenue growth coupled with
rising health insurance costs has reduced
available funds for business owners to
contribute toward retirement. Now, new
legislation passed on December 8 under
the Medicare Prescription Drug,
Improvement and Modernization Act of
2003 has introduced a hybrid vehicle
which enables business owners and indi-
viduals to address both concerns with
one consolidated cost. The new available
cost saving tool is known a Health
Savings Account (HSA) and if my pre-
dictions are right, this one will take off
pretty quick.

The IRS has recently released Notice
2004-2 which provides guidance about
the qualifications and benefits of insti-
tuting HSAs. It further explains the tax-
ation of contributions, distributions and
account earnings. The devil with HSAs
is in the details. It is highly recommend-
ed that anyone interested in establishing
one should review the IRS Notice.
Details are also available at their web-
site, www.irs.gov.

No More “Use It Or Lose It”

Typically, employees who contribute
toward their medical costs on a pre-tax
basis are forced to make a difficult deci-
sion under the current “‘use it or lose it”
system. Payroll dollars deducted for
Flexible Spending Accounts are lost if

not directed toward eligible medical
expenses prior to year's end. Thus,
employees need to estimate their costs
accurately because unused contributions
become wasted earnings. Like Flexible
Spending Accounts, HSAs enable par-
ticipants to tender cash contributions on
a pre-tax basis. However, HSAs are not
under the same “use it or lose it” sys-
tem. Rather, unused funds set aside to
meet qualifying high deductible health
insurance expenses are subsequently
treated like pension dollars to the extent
they are not used. HSA dollars can be
rolled from one year to the next and,
most importantly, are portable so that
account holders can carry their funds to
their next place of employment.

Chris Hasbrouck is a Retirement
Planning Specialist with Smith Barney
and works closely with small businesses
establishing HSAs. According to Mr.
Hasbrouck, “now that it's no longer a use
it or lose it situation, we're getting quite
a few inquiries as to how to start one.”

Eligibility Requirements

The universal appeal of HSAs will
help fuel their popularity. In fact, an
employment arrangement is not even
required and taxpayers are permitted to
establish HSAs on their own. As indicat-
ed in Notice 2004-2, an HSA may be
maintained as either a custodial account
or a trust with any insurance company or
qualified bank. The account holder
would not need permission from the IRS
or an employer to create an HSA.

HSAs are available effective January
1, 2004. With an HSA, the health plan
determines eligibility and not the income
level of the account holder. Individuals
may contribute to HSAs even when they
have no compensation and even when
their earnings are less than the amount
they contribute. To form an HSA, the
new statute requires that the account
holder establish a high deductible plan
with a minimum deductible amount of
$1.000 for individuals and $2,000 for a
family plan. There are no income-level
phase-outs and participants in qualified
retirement plans are still eligible to con-
tribute to HSAs. In short, participation in
a high-deductible health insurance plan
is required to maintain eligibility.
However, exemptions for other kinds of
insurance (i.e. Workers” Compensation,
Automobile, Fixed Daily Hospitalization
Payout Policies and Liability Insurance)
are provided in the statute.

Qualification to contribute to an HSA
is determined on a month-to-month
basis. Accordingly, annual contribution
limitations are prorated if a plan is com-
menced during mid-year. Regardless,
distributions used to pay qualifying
medical expenses would continue to be
excluded from gross income, even after
an individual is no longer considered
eligible to contribute to an HSA.

Contribution And Distribution
Requirements

As with pensions, there are limits to
how much the account holder may con-

10-percent penalty
unless made after
the account holder
dies, becomes dis-
abled or reaches
65 years of age.

Death Of The
HSA Account
Holder

The IRS Notice
provides prelimi-
nary guidance relating to the death of the
HSA account holder. The HSA documenta-
tion should name the beneficiary of any
cumulative account balance remaining. If
made to a surviving spouse, the balance is
excluded from income if used by that
spouse for qualifying medical expenses.
Otherwise, they are includible in income.

New provisions also dictate the tax
implications of HSA account balances
which pass to a party other than a surviv-
ing spouse. In that situation, the HSA ter-
minates and the recipient would include
the date of death fair market value of the
account in income. The income inclusion
may be reduced by the deceased beneficia-
ries’ eligible medical costs paid from the
account within one year of death.
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Other Considerations

So are there any pitfalls to this new
health savings vehicle? One is simply the
danger of undertaking a savings arrange-
ment that is hot off the press. For instance,
would contributions be treated under the
statute like health or pension funds, name-






