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Tying Up Benefits loose Ends

DAVID GREEN

f*çi*""t he year 2010 has been one for news

ffi in the benefits areâ, with the Patient

ffi Protection and Affordable Care
-*¿fu Act (Affordable Care Act or ACA)1

leading the way. Therefore, there is clearly an
uneasiness among HR executives that they will
miss something that needs to be done as year-
end approaches. Here is a brief run-down on
points for employer HR and benefits executives
to consider, or speak to their professional or
benefits administration providers about.

Many benefits provisions are effective for
a plan year-the 12 month cycle a plan uses

for reporting to the government and keeping
its financial statements. The large majority of
plans operate on a calendar plan year, so for
simplicity the following provisions will refer to
these calendar year plans-for instance, refer-
ring to provisions effective January 1,,201,1,,

instead of "the first day of the first plan year
beginning after September 23,201,0." Those
operating on a noncalendar year (perhaps
matching the employer's fiscal year for finan-
cial reporting) will want to keep in mind that
the provisions may be effective at a different
time, often later, except where noted that the
effective date is without regard to the plan
year-end.

F.tEAT-TE.¡ üARE
Many provisions of the Affordable Care

Act are either not effective until 2014 or do
not directly concern employers. Also, some
provisions will not apply-or apply in dif-
ferent ways-to plans in effect on March 23,
2010, that are not changed in significant ways
(grandfathered plans). There are a few provi-
sions effective in 2010 or January 1,2011 (for
most plans) that deserve attention.

Grandfather Status. A major concern for
most plans is whether they will maintain so-
called "grandfathered status." If a plan was in
effect on March 23,201.0, and covering actual
employees, many provisions of the ACA will
not apply to the plan, or not apply for several
years. (Note below, however, that some provi-
sions apply to grandfathered plans as well as

plans generally.)
How does a plan or coverage keep its grand-

fathered status? First, any insurance contract
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used to provide health benefits cannot be

replaced. Otherwise, there are six plan changes
to avoid-(l) elimination of a benefit; (2) an
increase in percentage costsharing (that is, the
percentage a participant pays after the provider
is paid); (3) any increase in a fixed amount
cost-sharing requirement other than a copay-
ment (for example, a deductible or out-of-
pocket limit); (a) a decrease in employer con-
tributions; (5) an increase in copayments above
a certain level; and (6) addition of an annual
limit on benefits where none existed before, or
a decrease in an existing annual limit.2

Many employers are considering whether it
is necessary or desirable to maintain grandfa-
thered status, but that discussion is beyond the
scope of this summary.

Couering Aduh Cltildren. All plans, includ-
ing grandfathered plans, beginning January 1,
2011, must extend coverage to all children of
a participant up to age 26, if the plan covers
any dependents.3 Financial support, residence,
marital status, and similar factors-all fac-
tors examined to determine status as a depen-
dent for federal tax purposes-are irrelevant.
(Grandfathered plans can deny coverage to a
child who has coverage available from another
employer.) Children who previously "aged-out"
of coverage, but are under age 26, must get
notice of an ability to reenroll for 2011. Some
plans, for administrative simplicit¡ may have
voluntarily extended coverage in this manner
during 2010.

Not¿ that under prior law, pretax treat-
ment of medical premiums or contributions
or payment from flexible spending accounts
could only be made for dependents as defined
by the Internal Revenue Code (Code).a Under
ACA, as discussed above, coverage of a child
is required to age 26, without regard to depen-
dency. A parallel change to the Code now
allows pretax cafeteria plan contribution and
benefits for a child until age 27 (to allow a 26
year old to stay covered through year-end after
turning 26, for instance).5 If the plan defines a

dependent by reference to the Code, the defini-
tion may no longer be broad enough to pro-
vide pretax benefits to adult children. If adult
children were covered during 201.0, a retroac-
tive amendment is required back to March 30,
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2010, or, if later, when the coverage
began. To extend pretax coverage
for the required adult child coverage
in201,1,, a prospective amendment
is needed. Thus, both amendments
must be made by December 31,
201,0.

Remoue Lifetime Limits. No plan
may maintain a lifetime dollar limit
on "essential health benefits" after

January 1,,201,1..6 Annual limits will
be allowed through 2013, but at a
decreasing maximum level. Because
the Secretary of Health and Human
Services (HHS) has not issued regu-
lations defining "essential health
benefits," employers and insurers
are left to their own reasonable
interpretation of which benefits are

essential, and cannot be limited, and
which are special benefits (perhaps
cosmetic surgery or orthodontia) that
can have limits. Also note that HHS
is issuing waivers of these limits if
imposing them would cause a loss of
coverage to employees.

Ouer the Counter Drugs;
Spending Account Limits. Health
care spending accounts (also called
health flexible spending accounts or
FSAs) and Health Spending Accounts
(HSAs) as of January 1.,201.1.,may
no longer reimburse over-the-counter
drugs (with the exception of insulin)
that are not prescribed by a health
care professional.T This change need
not be reflected in a plan amend-
ment until June 30,2011. AIso ACA
imposes a contribution maximum
beginning in 201,1, for FSAs of
$2,500 per year. Further, Internal
Revenue Service (IRS) rules require
substantiation of drug claims prior
to reimbursement and, therefore,
limit the use of FSA debit cards for
these expenses after January 15,

201,1,.8 These changes may require
adjustments in various FSA and HSA
reimbursement systems.

Tax Reporting.The cost of each

individualt health coverage was
required to be reported on the IRS

Form W-2 beginning for calendar
year 201.1.. Also, a participant who
separates from service will have the
right to receive a Form SØ-2 prior to

year-end. Although the IRS recently
announced that 201 1 reporting is

voluntary, some advance planning
will be necessary to capture the
information to produce the required
number by either January 201.2 (vol-
untarily) or January 2013.

Small Business Tax Credit.The
ACA adds a tax credit for employers
(both taxable and tax exempt)-

" Paying at least 50 percent of
the cost of employee health care
coverage,

" That have fewer of than 25 full-
time-equivalent employees, and

" 
'SØhose employees have an average
wage of $50,000 or less.

The maximum credit is 35 percent
of premium costs beginning in 2010
(increasing to 50 percent for taxable
employers in 201.4), but the credit
phases out as avetage wages go
above $25,000 or if rhere are more
than 10 workers.e

New or Nongrandføtbered Plans.
Other provisions are effective as

of January 1,,20'1,1,, only for new
or nongrandfathered group health
plans (including any newly issued
insurance policy for an existing
plan).

* Preuentiue/Emergency Care. Plans
must pay for all preventive and
emergency cafe at 100% with
no deductible. This is not a big
stretch for most larger employers
that may already pay higher reim-
bursements for preventive care,
but there is some work to be done
with vendors or insurers to deter-
mine which treatment codes are
"preventive."

" Enhanced Benefit Appeals. Most
plans currently must comply with
Department of Labor regulations
requiring a reasonable claim and
appeal process. The ACA applies
these rules to all plans and poli-
cies and adds a requirement for a

mandatory external review by a
certified organization that would
follow any unsuccessful appeal of
a denied claim.

Nondiscrimination. The ACA adds
an important limitation for plans
that cover executives. Existing
tax law, Code $ 105(h), includes
in taxable income the actual ben-
efits paid for highly compensated
individuals who are covered by a
noninsured medical program that
discriminates in favor of highly
compensated individuals. Many
employers have avoided this
restriction by covering executives
under an insured plan. Under the
ACA, a new or nongrandfathered
insurance policy is prohibited from
discriminating in favor of highly
compensated individuals (using the
tax law definitions). Of course, the
trick will be determining when an
executive-only program is a group
health plan subject to this new rule
and when it is merely an executive
perquisite.
CLASS Act. Iü/ith an aging popu-
lation in the U.S. many people
are concerned with how they
will cope with long term dis-
abilities, especially nonmedical
custodial care, which is not cov-
ered by Medicare. A portion of
the ACA-originally called the
Community Living Assistance
Services and Supports Act
(CLASS) Act-provides a new,
limited long term care option for
employers beginning in 2011. An
employer may voluntarily sign
up for a CLASS Act program
and employees may voluntarily
decline coverage under a plan
an employer does adopt. After a

five year wait, or vesting period,
a participant could receive ben-
efits estimated to be in the range
of $75 per day (but a minimum
of $50 per day) to use toward
nonmedical care for people who
cannot perform two or more the
functions of daily living. The
cost is estimated to be a $123
average monthly premium (with
younger enrollees paying less and
older ones paying more). These
costs and benefits are currently
estimates, since HHS is directed
to set both rates at a level that
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would not require any infusion
of government funds to the trust
that will support the program.
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The number of amendments or
other actions that must be accom-
plished before year-end are much
fewer than in past years. However,
you should check to see if you still
need to address the following.

Pension Plans
, Underfunded Plans. Pension

Protection Act of 2006 (the PPA),10

as modified by the'SØorker, Retiree,
and Employer Recovery Act of
2008 (rù(/RERA)11 introduced limi-
tations on what benefits can be

paid when a pension plan is signif-
icantly underfunded.12 The IRS has
said all plans should contain these
'restrictions even if well funded
currently.

* Cash Balance Vesting. PPA and
IøRERA also required that cash
balance pension plans have a vest-
ing period (when benefits become
nonforfeitable if an employee
leaves) of no more than two years.

The deadline for both amend-
ments adding both these provisions
was extended to December 3L,201.0.

401(k) Profit Sharing Plans
* Diuersification of Employer

Securities. PPA required that
defined contribution plans (such

as 401(k) and other profit shar-
ing plans) that provide publicly
traded employer securities as an
investment option provide employ-
ees with the freedom to divest
or diversify these securities. The
deadline for adding this option is
December 31.,201.0.

" MRD 'Waiuer.IøRERA provided
that minimum required distribu-
tions (which must begin at the
later of age 701/z or separation
from employment) could be

waived for 2009.If a plan took
advantage of this waiver, the
authorizing provision must be in
the plan by December 31.,20L0.
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" HEART Extensions. Two provi-
sions of the Heroes Earnings
Assistance and Relief Tax Act of
2008 (the HEART Act) extended
eligibility for distributions by
participants in qualified military
service from defined contribution
plans at the employert option:
- A sunset or expiration date was

removed for "qualified reservist
distributions," allowing distri-
butions to those on extended
active military duty (more than
180 days) without the pay-
ment of tax penalties for early
withdrawals.

- Any participânt in qualified
military service for more that
30 days can be allowed to
be treated as separated from
employment for purposes of
qualifying for a plan distribu-
tion. If the participant returns
from active dut¡ new defer-
rals cannot be allowed for
six months from the date of
distribution.

Provisions implementing these
optional changes must be adopted by
December 31.,201.0.

* Each year there are a number of
notices and disclosures that must
go to participants prior to the
coming plan year.

- Auto-enrollment. Plans that
use automatic enrollment of
new hires must send a notice
to those who have been auto-
matically enrolled to note that
they continue to be subject to
auto-enrollment increases and
default investments unless they
make an actual election. This
notice must be sent no less than
30 days before the start of each
year (December L,20L0, for
the 2011 plan year).
N ondi s criminati on S afe
Harbors. Some plans use statu-
tory "safe harbors" that allow
plans to avoid testing for
nondiscrimination in favor of
highly compensated employ-
ees by providing automatic
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enrollment and employer con-
tributions at minimum levels.
If so, the level of safe harbor
contributions for the coming
year must be communicated
to employees at least 30 days
prior to each plan year the safe
harbor applies to.

- Quølified Defaub lnuestrnent
Alternatiue (QDIA). A plan
may designate one of several
investment choices (called

Qualified Default Investment
Alternatives) as the invest-
ment to be used for âccounts
of participants who have failed
to make their own investment
choices for some reason. If the
plan uses a QDIA, the plan
fiduciaries are not respon-
sible for any losses occurring
from investments in the QDIA
(unless the QDIA fund itself
was an inappropriate invest-
ment choice). However, all
affected participants must be

notified of the QDIA for the
coming year at least 30 days
before the start of each plan
yeaf.

- Summary Annual ReporL
Each year defined contribution
plans (and welfare plans) are
required to send participants a
Summary Annual Report (SAR)

that highlights key information
from the most recent IRS Form
5500 Annual Report for the
plan.13 For plans that filed the
2009 Form 5500 on October
15,2010, the SAR is due rwo
months later-December 1.5,

2010. (Note that the PPA sub-
stituted an Annual Funding
Notice for the defined benefit
pension plan SAR, a different
report that is due 120 days
after the plan year-end.1a)

* On September 27,2010, the
President signed the Small
Business Jobs Act of 201015 into
law Among other benefit-
related provisions, that act
authorized defined contribution
plans to allow "qualified rollover
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contributions" of accumulated
regular, pretax 401(k) salarY
deferrals into after-tax Roth con-
tributions. Thus, emploYees who
are eligible to take a distribution
would be able to choose whether
to pay tax when they take their
money out (as haPPens currently)
or to pay tax now and not have

taxable income when the money
comes out of the plan, all with-
out having to do a rollover out
to a Roth IRA. If rollover Roth
conversions are done during the

remainder of 201.0, the tax due

can be paid over two years, 201,0

and 2011. This new provision will
require some quick determina-
tions as to whether to add Roth
401(k) deferrals to a 401(k) PIan
if they were not added earlier, and

whether to allow these "rollovers"' in 2010 to take advantage of the

two year inclusion rule.

Pension and 407(k) Profit
Sharing PIøns
* Other HEART Benefits.The

HEART Act also provided:

- Mandatory death benefits
(other than benefit accruals,
including employer match, etc.)

for survivors of employees (or
former employees) who die in
qualified military service.

Optional benefit accruals for
employees or their survivors
who die or become disabled in
military service.

- Treatment of "differential
wage payments" (emPloYer
payments for the difference
between normal wages and
military pay) as comPensation
for plan purposes (required for
Code tests, optional for benefit
calculations).

- Eligibility for distributions to
those in military service as if
they were separated from the
employer.

All of these provisions are already
effective, but the deadline for con-
forming amendments was extended
to December 31.,20L0.
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, Inherited Rollouer IRAs. PPA, as

amended, allows nonspouse benefi-
ciaries to directly roll over distri-
butions from a qualified plan to an

individual retirement plan.16 This
provision was originally optional,
but effective for plan years after
2009 it is mandatory. The provi-
sion must be added by December
31.,201.0.

u Determination Letters. Almost
every plan that is not on a stan-
dardized protorype plan document
will seek a determination letter
from the IRS stating that the plan
document meets all of the Code
requirements for qualification
for tax benefits. In an attempt to
spread its workload, the IRS set

up a five year cycle based on IRS

Employer Identification Numbers
(EINs) for submissions for changes

since 2001. Requests by the last
group, Cycle E, based on sponsor
EINs ending in 0 or 5, are due no
later than January 31, 2011 (with-
out regard to when the plan year

ends).

" PIan Corrections. The IRS has

recognized that plan rules are

complicated and that honest mis-
takes will be made in operating
plans. Thus it has created a num-
ber of correction programs.lT The
Voluntary Compliance Program
(VCP) requires a submission to the
IRS that requests an IRS statement
that a proposed correction will
bring the plan back into compli-
ance. The Self-Correction Program
(SCP), as its name implies, allows
employers and plans to correct
many common operational errors
without a submission to the IRS.
To qualify for SCP however, an
error must either be insignificant
or if significant, must be cor-
rected by the end of the second
year following the year of the
error. Decisions on whether an
error or series of errors remain
insignificant can be difficult. As
a result, plans will try to correct
errors within the two year period.
Therefore, you will want to con-
firm that any error that first arose

in 2008 is fully corrected before
December 3L,201.0.

* Other Voluntary Amendments. As

a general rule, plan amendments
that are not required or allowed bY

statutory or regulatory provision
with special amendment effec-
tive dates must be adoPted bY the
close of the year they are put into
practice. Therefore, changes to
plans made during 2010 should be

reviewed to determine which might
require plan amendments (rather
than simply new administrative -

rules or procedures) and whether
those amendments need to be

properly adopted by December 31,
2010.

* Reminder-Forward Amendments
¿o /RS. lf a determination letter
has been requested for a plan, the
IRS expects that any amendments
adopted between the filing date

and when the IRS issues the letter
should be forwarded to the IRS

reviewer.
* DistributionNotices. Code $ 402(f)

requires the plan administrator of
a qualified plan to provide a writ-
ten explanation to any reciPient
of an eligible rollover distribu-
tion from the plan. In the fall of
2009, the IRS issued revised "safe
harbor" notices that plans can use

to satisfy this requirement that
reflects a number of changes to the
law concerning rollovers in recent
years.18 The prior "safe harbor"
language was only valid through
December 3'J.,2009, so it is worth
checking to see that these notices
have been updated.
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" All deferred compensation pro-
grams subiect to Code S 4094
had to be documented prior to the

end of 2008. However, the IRS

has issued guidelines for the cor-
rection of both operational errors
and document errors that occur
despite efforts to comply with the
rules.le For document error cor-
rection, the IRS included transi-
tion relief permitting corrections
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of certain document failures
without current income inclusion
or additional taxes under Code

S 4094 if the document failure
(and any related operational fail-
ure) is corrected by December 31.,

2010 (without regard to any dif-
ferent plan year-end). This could
result in major tax savings for the
affected executives, so it would be

worthwhile to confirm whether
there might be errors and to have
them corrected by December 31,
2010. ür
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