by Bart A. Basi and Roman A. Basi

“DECREASING” THE CoOST
Or HEALTH INSURANCE

A look at the new Health Savings Accounts

o, your eyes are not playing tricks on you, the title does
indeed say “DECREASING”! The Medicare bill that was
signed into law on December 8, 2003, established a new

and innovative insurance program for employers and employ-
eces called an “HSA,” otherwise known as a Health Savings
Account. This revolutionary vehicle will help many employers,
big and small, save taxes and save money on health insurance

premiums.

Whar Is an HSA?
An HSA is a tax exempt account
which is created for the purpose of
paying qualified medical expenses.
The HSA can be funded by the
employer and/or the employee. To be
eligible to create an HSA, you must be
an individual who has a high-
deductible health plan (HDHP). An
HDHP is one in which a single indi-
vidual has a yearly deductible of no
less than $1,000; if you have family
coverage, the deductible can be no
less than $2,000. In addition, if you
have individual coverage, the out-of-
pocket expenses required to be paid
cannot exceed $5,000; for family cov-
erage, this amount cannot exceed
$10,000.
Further requirements are as follows:
1. You must not be covered under
an insurance plan that is not an
HDHP.

2. You must not be entitled to
Medicare benefits.

3. You cannot be claimed as a
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dependent on another person’s
return.
If you meet all of the above require-
ments, you are an “eligible individ-
ual” for a Health Savings Account.

HSA BENEFITS FOR EMPLOYEES

An HSA has many benefits for
employees. The first benefit is that an
HSA can have contributed to it up to
100% of the annual deductible for the
individual or family. However, this

The contribution to the HSA is tax-
free to the employee. The employee
can take a deduction for any
amounts they contribute to the HSA.
This deduction is an “Above-the-
Line” deduction, and therefore di-
rectly reduces an employee’s taxable
income.

An HSA is held in an account for
the benefit of the individual, the
spouse or children. This account is
invested and any gain on the invest-
ment is also tax free. If an employee
changes jobs, the account goes with
them. The employee is allowed to
transfer the entire fund balance in the
account to a new employer if they
were to terminate their employment
with their current employer.

Most employers will see a reduction in the
monthly premiums they pay for their employ-
ees due to the increase in deductibles.

amount cannot exceed $2,600 for an
individual, and $5,150 for family cov-
erage. People ages 55 to 64 can make
additional contributions of $500 to
“catch up” in 2004. This amount will
gradually increase to $1,000 in 2009.
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Finally, it should not be forgotten
that if the deductible increases to
$1,000 per person or $2,000 per fam-
ily, the cost of the health insurance
premiums will be less, resulting in
cash savings.
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HSA BENEFITS FOR AN EMPLOYER

There are also benefits to the employer. An employer is
not taxed on the amounts they contribute to the account,
and these amounts are also not subject to withholding
from wages for income tax, FICA or FUTA. Therefore, an
employer obtains a direct write off for the amounts paid
not only for the health insurance premiums, but for the
HSA as well.

Most employers will see a reduction in the monthly pre-
miums they pay for their employees due to the increase in
deductibles (if the employer does not already have an
HDHP).

The reduction in the premiums, and the tax deduction,
will help to offset the cost of the employer funding a por-
tion of the HSA, if they so wish to assist their employees
with funding the HSA.

DiSADVANTAGES FOR EMPLOYEES

The disadvantages of an HSA are few and far between.
First of all, once an employee reaches the age of 65, they
can no longer contribute to an HSA. If the employee does
contribute, all amounts will be taxable to the employee, in
addition to a penalty of 6%. This also occurs if the employ-
ee is considered an “eligible individual” and exceeds the
allowable amounts that can be contributed if the employ-
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ee is under 65 years of age.

If the employee does not use the funds for “qualified
medical expenses,” the funds that are used are included in
the employee’s gross income, and a penalty of 10% is
imposed. The 10% penalty is eliminated in the case of a
distribution after the account beneficiary’s death, disabili-
ty, or once the employee has attained the age of 65.

An HSA can be transferred to a spouse tax free, but
when an HSA is transferred to a person other than a
spouse, it ceases to exist as an HSA. It is then included in
the person’s taxable income. This amount, however, is
reduced by any amount paid by the HSA for the decedent’s
qualified medical expenses paid up to one year after their
death.

DiSADVANTAGES FOR AN EMPLOYER

One disadvantage for an employer is that a “compara-
bility” rule applies. An employer must make comparable
contributions to each individual’s HSA. They must be
either the same amount or same percentage of the
deductible of an HDHP for each employee. No discrimina-
tion is allowed as to employees.

A second disadvantage is that the employee is deemed
the owner of the HSA, and therefore if they were to quit
or be terminated from employment, all employer-funded
amounts remain the property of the employee. The employ-
ee is free to transfer their HSA to another employer, includ-
ing all payments made by their former employer and all
interest accumulated on those payments.

The PracticaL EFFecT

The practical effect for both an employer and an employ-
ee is a reduction in the overall cost of qualified medical
expenses. The following example identifies the savings that
are created by setting up an HSA:

An employer pays the premium for a single individual
with a deductible of $500. This premium equals $250 per
month. The employer then increases the deductible to
$1,000 in order to set up a qualified HSA. The premium is
now reduced to $200 per month.

The result of the above is that an immediate savings
occurs to the employer of $50 per month, or $600 per year.
The employer then contributes $500 during the year to the
HSA and obtains a tax deduction. The employee con-
tributes $500 during the year to the HSA and has this
amount deducted from their gross payroll. The employer
saved $600, contributed $500 to the HSA tax-free (thereby
realizing a net savings of $100 plus all payroll taxes on the
$600). The employee contributed $500 to the HSA before
taxes.

The greatest benefit to the employee is that normally the
$500 deductible would be paid with after-tax income. Now
the $500 deductible can be paid with pre-tax income. In
addition, the employee can contribute their $500 at any-
time, and therefore, does not have to contribute the money
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if they do not incur any expenses.
Funds can be contributed as needed
during the year, subject to the maxi-
mum amount allowed.

Remember, the employee also reaps
the investment income from the
entire amount, and can take this
account with them as their employ-

ment may change from year to year.

The employer can contribute
throughout the year as they pay the
medical premiums for their employ-
ees. Thus, an employer can save on
the cost of the premiums, spread the
payment amount over the year and
save payroll taxes on the money con-
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tributed. This is in addition to mak-
ing the employee happy!

Who Can ApminisTeR AN HSA?

An HSA must be administered by a
qualified HSA trustee or custodian.
This includes an insurance company,
bank or a person approved by the IRS
(approval may be difficult to obtain).
It is important to check the cost of
administration or approval and add
that cost into the example above to
determine the net savings to the par-
ties involved. The Trustee can be dif-

The employer is not taxed
on the amounts con-
tributed to an HSA ac-
count, and these amounts
are also not subject to
withholding from wages
for income tax, FICA or
FUTA.

ferent than the company that pro-
vides the HDHP, but you should first
check with your insurance carrier to
determine if they carry HSA’s, and the
cost of such plans.

A Goop OPTION

Small and large employers alike can
now benefit from a quality health
program. It is not often that we have
the ability to reduce our health insur-
ance costs. Therefore, it is imperative
to reassess your employer-sponsored
health insurance plan, and determine
if an HSA is appropriate for your
company. Health Savings Accounts
are as good as they sound. Decreas-
ing the cost of health insurance is a
refreshing option in today’s inflation-
ary economy.

Bart A. Basi, CPA, and Roman A.
Basi are attorneys at The Center for
Financial, Legal, & Tax Planning
Inc., located in Marion, Illinois, and
on the Web at www.taxplanning
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