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CAUTIONARY NOTE: Copyright 1998 to Cynthia Marcotte Stamer. This paper is intended only to be a brief
discussion of the laws and issues discussed herein. It is not intended to be a comprehensive analysis of each and
every aspect of such provisions. Because of the generality of the discussion and bhecause interpretive guidance is
still developing regarding the laws discussed in this paper, the information contained herein may not be applicable
in all situations and may not, after the date of this presentation, even reflect the most current authority. For these
reasons, nothing contained in this paper should be relied or acted upon without the benefit of legal advice based

upon the particular circumstances presented.






HEALTH PLAN DESIGN AND
ADMINISTRATION UNDER HIPAA AND OTHER
SELECTED LAWS'

INTRODUCTION

The diversity and complexity of employee welfare benefit plan practices and procedures of employers, plan
administrators, and plan service providers have become increasingly diverse over the past twenty years, as plan
sponsors have sought to tailor those arrangements to the particular needs of the plan sponsor and its workforce.
At the same time, plan sponsors, administrators and service providers struggle to understand their ever-expanding
compliance obligations and legal liabilities under the Employee Retirement Income Security Act of 1974 ("ERISA")
and the Internal Revenue Code (the "IRC"), the imposition of additional requirements under other newly enacted
Federal laws, rising welfare plan litigation, and increasing willingness of the courts and Congress to permit
increased state regulation of ERISA-covered welfare plan arrangements.

Traditionally, the legal rules under which employers must design and operate employer-sponsored health
and other welfare benefit plans have been limited to certain largely ignored or unenforced requirements under Title
I of ERISA,? the IRC, and a hodgepodge of other statutes, court decisions, and regulations. Receatly, however,
Congress has banned or restricted many traditional health and welfare plan terms and practices by enacting a myriad
of new Federal laws, such as the Americans With Disabilities Act of 1990 ("ADA"), the group health plan
requirements of the Omnibus Budget Reconciliation Act of 1993 ("OBRA '93"),} the eligibility and coverage rules
applicable to health and other welfare plans under the Uniformed Services Employment and Reemployment Rights
Act of 1994 ("USERRA"), the Family and Medical Leave Act of 1993 ("FMLA"), and a series of amendments
expanding the medical coverage continuation requirements of Consolidated Omnibus Budget Reconciliation Act of
1985 ("COBRA"). Congress again tightened the web of statutory restrictions on health plans and practices late last
year by enacting a series of new health plan rules as part of the Health Insurance Portability and Accountability Act
("HIPAA™),* the Small Business Job Protection Act ("SBJPA"),® and the Veterans Administration-Housing and
Urban Development Appropriations Bill ("VA/HUD Bill").® These and other laws have significantly expanded the
responsibilities and prohibitions applicable to employers and other plan sponsors, plan administrators and service
providers of health and other welfare plan arrangements and have increased the penalties and damages that may be

ICAUTIONARY NOTE: Copyright 1998 to Cynthia Marcotte Stamer. This paper is intended only to be a brief
discussion of the laws and issues discussed herein. It is not intended to be a comprehensive analysis of each and every
aspect of such provisions. Because of the generality of the discussion and because interpretive guidance is still
developing regarding the laws discussed in this paper, the information contained herein may not be applicable in all
situations and may not, after the date of this presentation, even reflect the most current authority. For these reasons,
nothing contained in this paper should be relied or acted upon without the benefit of legal advice based upon the
particular circumstances presented.

3

1 29 U.S.C. § 1001 er. seq.

3 The Omnibus Budget Reconciliation Act of 1993, signed into law by President Clinton on August 10, 1993, included
a number of provisions that amended federal law relative to health and other employee benefit plans. Most of these amendments
took effect on August 10, 1993,

4 HR 3103, Public Law 104-191, signed into law on August 21, 1996.

5 HR 3448, Public Law 104-188, signed into law on August 20, 1996.

¢ HR 3666, Public Law 104-204), signed into law on September 26, 1996.



imposed for Federal law violations to include large penalties, and in some cases, significant new criminal penalties
or punifive damage awards.

Meanwhile, employers, administrators and their vendors and employees also face an increasingly hostile
environment created by adverse court decisions and tightening Federal enforcement activities. For instance, the
Department of Labor has mounted a number of new enforcement campaigns. These include aggressive enforcement
of requirements that participant contributions to health and other employee benefit plans be deposited into a trust
and protected as plan assets in accordance with ERISA’s trust and other fiduciary responsibility requirements,
widespread efforts to assess and collect a new 20 percent penalty from fiduciaries invoived in breaches of ERISA,
and enforcement and assessment of sanctions for noncompliance with ERISA’s reporting and disclosure
requirements. The Internal Revenue Service ("IRS") is busy with its own enforcement initiatives. These include
audit and enforcement initiatives of the medical coverage continuation requirements of COBRA, the qualification
and administration requirements applicable to cafeteria plans and voluntary employee beneficiary associations, and
the deduction and taxation of health and other welfare benefits. Meanwhile, the Health Care Financing
Administration, the military, and other government agencies are aggressively enforcing Federal laws prohibiting
health plans from taking into account benefits provided under certain Federal programs when determining and paying
benefits and imposing significant penalties and damages upon employers and others committing violations of these
prohibitions.

The impact of these and other developments on the health and welfare plan liability exposure of employers,
plan administrators, and their employees and service providers is striking. Health plans are more likely to give rise
to litigation than any other employee benefit arrangement sponsored by employers and such litigation results in an
award to plaintiffs more frequently than any other type of employee benefit plan litigation. As a consequence,
employers and other plan sponsors, plan administrators, and service providers must develop effective plan design
and administration strategies to fulfill their compliance obligations and manage their liabilities and costs.

OVERVIEW OF ERISA REQUIREMENTS FOR HEALTH AND WELFARE PLANS

Although a wide range of Federal laws regulate the design and administration of health and other welfare
plans, by far the most comprehensive of these laws is ERISA. Consequently, any understanding of the legal
obligations and risks associated with the maintenance and administration of health or other welfare plans initially
must begin with an understanding of the basic requirements of ERISA as applied to these arrangements.

Congress initially enacted ERISA in 1974 primarily to protect plan participants and to eliminate the need
for employers to comply with inconsistent state laws throughout the nation. To protect plan participants, ERISA
established rules and standards concerning the documentation, communication, and administration of welfare benefit
plans, the protection and use of plan funds, and certain other matters. Meanwhile, to ensure consistency, ERISA
broadly preempted most state laws that would otherwise affect ERISA plans and established standards for the courts
to use to review decisions made with respect to covered plans.

Title I of ERISA applies to any welfare plan or pension plan that is established or maintained by an
employer or by an employee organization or organizations representing employees engaged in commerce or in any
industry or activity affecting commerce or both unless the plan is excluded from coverage by ERISA.” Specifically
excluded from operation of the statute are (1) governmental plans; (2) church plans; (3) plans maintained solely for
the purpose of complying with applicable workers® compensation, vnemployment compensation, or disability
insurance laws; (4) plans maintained outside the United States for the benefit of nonresident aliens; and (5) unfunded
excess benefit plans.®

? ERISA § 4(a).

8 ERISA § 4(b).




PLANS REGULATED AS WELFARE PLANS BY ERISA

L ] Welfare Benefit Plan Defined. When enacting ERISA, Congress distinguished between "pension plans”
and "welfare plans.” Significant differences exist in the amount of regulation that welfare plans, as compared with
pension plans, are subject to under ERISA. The chief difference is that welfare plans are rot covered by the
portions of ERISA that pertain to funding, participation and vesting. Congress exempted welfare plans from these
requirements when enacting ERISA because at that time, it perceived less need for regulation of welfare plans.
Since ERISA’s enactment, Congress has continuously expanded its regulation of welfare plans both by amending
ERISA and by incorporating special rules regarding welfare plans in other newly enacted Federal laws.
Nevertheless, significant differences continue to exist between ERISA’s regulation of welfare plans versus pension
plans. Accordingly, it is critical to understand the difference between welfare plans and pension plans for purposes
of ERISA.

A welfare benefit plan is any plan, fund, or program, or arrangement established or maintained by an
employer or employee organization, or both, for the purpose of providing to participants or beneficiaries medical,
health, accident, disability, death, unemployment, or vacation benefits, apprenticeship or other training programs,
day-care centers, scholarship funds, prepaid legal services, and other benefits described in the Labor Management
Relations Act (primarily severance benefits) other than pensions, other than those arrangements exempt from welfare
plan status under ERISA or the regulations of the Department of Labor.’ In contrast, pension benefit plans
generally are defined by ERISA as plans, funds, or programs established or maintained to provide retirement income
to employees or that result in a deferral of income by employees for periods extending to the termination of covered
employment and beyond. ERISA § 3(2). Severance pay plans can be classified as either welfare benefit plans or
pension plans for purposes of ERISA, depending on the manner in which they are designed.’

* Plans Excluded From Welfare Plan Status. Certain arrangements for providing welfare-type benefits are
not considered welfare benefit plans for purposes of ERISA. These are arrangements either that fall outside the
coverage of ERISA, as defined by ERISA § 4, or that the Labor Department excludes from the definition of a
welfare benefit plan. Arrangements excluded from the definition of welfare benefit plans under Department of
Labor Regulation § 2510.3-2 include {1) payroll practices; (2) certain facilities that an employer maintains on its
premises to provide recreation, dining, first aid, or certain other services (other than daycare facilities); (3) certain
voluntary group-type insurance arrangements in which the employee or employee organization does not make any
contributions to or endorse the program, and limits its involvement solely to permitting the insurer to publicize the
program, collecting premiums through payroll deductions or dues checkofts and remitting them to the insurer, or
both; and (4) certain holiday gifts, employee sales, hiring hall, remembrance fund, strike fund, industry
advancement programs and unfunded scholarship programs.

GENERAL ERISA COMPLIANCE OBLIGATIONS
A 4 ERISA Written Plan Document Requirements. ERISA requires that employers establish and maintain all

health plans under written instruments that incorporate all material terms of the health plan.!! The written
instrument establishing the plan must identify one or more named fiduciaries who, jointly or severally, have the

% ERISA 4(b).
19 See, DOL Reg. §2510.3-2(b).

L ERISA § 492(a)(1).



authority to control and manage the operation of the plan.’? The named fiduciary can either be a person named
in the plan or a person selected according to a procedure specified in the plan.® The plan documents must also:

. Specify the plan’s funding procedure;

] Define the allocation of responsibilities for the operation of the plan among co-fiduciaries and
service providers;

] Set forth the plan amendment and termination procedures and the persons authorized to amend or
terminate the plan;

. Specify, with particularity, the basis under which payments are made to and from the plan;
] Provide for plan assets to be held in trust to the extent required by ERISA; and
L] Set forth all other material terms of the pian.

Standard group insurance contracts or other similar documents may omit required or important plan terms,
contain terms inconsistent with the requirements of ERISA, allocate liabilities and responsibilities in a manner
unfavorable to the sponsoring employer, or contain other drafting weaknesses that can expose the health plan or its
sponsor to additional costs and liabilities. Therefore, third-party administrators or other service providers often
offer to provide documents for employers to use in satisfying these plan document requirements. Employers should
carefully review these documents before using them as plan documents.

L 4 Fiduciary Responsibility Rules. ERISA’s fiduciary responsibility rules establish standards that fiduciaries
of welfare plans must meet when carrying out their responsibilities with respect to a welfare plan. The definition
of a "fiduciary” for purposes of ERISA encompasses any person or entity that (1} is a named fiduciary in the plan
documents; (2) functionally exercises discretion or control over the management of the plan or the management or
disposition of assets of the plan, (3) has any discretionary authority or responsibility over the administration of the
plan; or (4) is an investment manager. '

ERISA requires that the written instrument establishing the plan must identify one or more individuals as
named fiduciaries who jointly or severally have the authority to control and manage the operation of the plan.'
The named fiductary can either be a person named in the plan or a person selected according to a procedure
specified in the plan.'® The manner in which the plan documents and contracts with service providers are drafted
can affect the liability exposure of an employer or other person performing duties with respect to the plan. Careful
attention should be paid to the allocation of duties and fiduciary status in these documents.

To satisfy the fiduciary requirements of ERISA, a fiduciary must ensure that the company and its agents
administer their duties under the health plan in the following manner:

L] Solely in the interest of participants and beneficiaries of the plan;

12 ERISA § 492(a)(1).

B ERISA § 401(a)(2); 402(b).
4 ERISA §3(21).

IS ERISA § 402(a)(1).

'S ERISA § 402(a)2).




] For the exclusive purpose of providing benefits to participants and beneficiaries and defraying
reasonable expenses of administering the plan;

. With the care, skill, prudence and diligence that a prudent person acting with like capacity and
familiar with such matters would use under the circumstances;

L In accordance with the terms of the written plan documents; and

] In accordance with ERISA, any other applicable Federal law or regulation and any applicable state
law or regulation not preempted by Federal law.

Plan fiduciaries also must not engage the plan in a transaction with certain parties who are or are related
to a fiduciary, a plan service provider, the fiduciaries’ employers, officers, directors, and significant shareholders,
or certain other individuals."

Documents supplied by insurers, third-party administrators or service providers often designate the
employer or an officer or employee of the employer as the named fiduciary even when the service provider actually
exercises fiduciary discretion. If this occurs, an employer or other named fiduciary may be held personally liable
for the service provider’s improper actions irrespective of whether the employer actually made or participated in
the improper decision.'® Alternatively, incorporation of appropriate provisions into vendor contracts can provide
valuable remedies to employers and their employee benefit plans in the event that liability arises from the improper
actions, or failure to act of the vendor. In Coyne & Delany Co. v. Selman,' for instance, the Fourth Circuit ruled
that the plan sponsor of a health plan could sue the entity hired to administer the health plan for breach of fiduciary
duties, where the service provider mishandled the stop-loss insurer’s refusal to reimburse the plan for certain
medical expenses. Therefore, employers should pay careful attention to the designation of named fiduciaries
and the allocation of duties in these documents. Contracts should require that the service provider serve as
a named fiduciary and act in accordance with ERISA and to indemnify the plan and the employer from
liabilities arising from failure to properly carry out responsibilities.

L Trust Requirements. Employers that maintain welfare benefit plans generally must hold contributions paid
by employees, retirees, COBRA beneficiaries, and other covered persons in trust ("Participant Contributions").
Participant Contributions paid to an employee benefit plan generally are treated as plan assets and required to be
held in trust pursuant to the plan asset regulations and rulings of the Department of Labor on the earliest date when
the Participant Contribution can be reasonably segregated from the employer’s general assets, Department of Labor
Regulation Section 2510.3-102, which took effect on August 15, 1988, provides that amounts that a participant pays
to or has withheld by an employer for contribution to an employee benefit plan become plan assets on the earliest
date they can reasonably be segregated from the employer’s general assets, but in no event later than 90 days from
receipt by the employer. When Participant Contributions become plan assets because they can reasonably be
segregated from the employer’s general assets, ERISA ohligates plan fiduciaries to hold those assets in trust and
deal with those assets in accordance with ERISA.®

Employers are not excused from the obligation to comply with the trust requirement because the Participant
Contributions are used immediately either to pay benefits or to reimburse previous payments of benefits.
Department of Labor Regulation Section 2510.3-102 and ERISA Technical Release 92-01 specifically states "all
amounts that a participant pays to or has withheld by an employer for purposes of obtaining benefits under a plan
become plan assets without regard to when related plan expenses or benefits are paid by the employer.”

7 ERISA 8% 404, 406.

¥ See Kyle Railways Inc. v. Pacific Administration Services Inc., 990 F.2d 513 (9th Cir. 1993).

1% 20 Employee Benefits Cas. (BNA) 2136 (4th Cir. 1996).

¥ See DOL Regulation Section 2510.3-102,




The Department of Labor has announced that until further notice, it will not enforce the trust requirement
with respect to Participant Contributions paid or withheld pursuant to an election made pursuant to an arrangement
that qualifies as a cafeteria plan under Section 125 of the IRC.* The nonenforcement policy with respect to
Participant Contributions is technically not an exemption. Technically, it does not preclude a participant from
seeking to enforce the trust requirement to the extent applicable.

Questions frequently arise about the applicability of the nonenforcement policy to after-tax contributions.
Based on ERISA Technical Release No. 92-01, it appears that an employer may bring after-tax Participant
Contributions paid by employees and COBRA beneficiaries into the nonenforcement policy if it revises its cafeteria
plan so that those contributions are paid as after-tax contributions under its cafeteria plan. It appears unlikely that
contributions paid by retirees could qualify for the nonenforcement policy in this manner in any event, as the IRS
takes the position that retirees cannot make contributions to a cafeteria plan.

The Department of Labor continues to consider whether other trust exemptions may be appropriate in the
future. To date, the Department of Labor has not issued any additional relief from the trust requirements. It should
be noted that relief from certain reporting requirements may be available from the reporting requirements for certain
fully-insured arrangements.

¢ ERISA Claims Administration and Appeal Rules. Many employers unintentionally fail to administer their
welfare benefit plans in accordance with ERISA’s claims procedure requirements. Often, this occurs hecause the
employer is unaware that the claims procedure requirements apply. In other cases, the employer often incorrectly
assumes that the insurer or another third-party service provider will comply with these requirements automatically.

Pursuant to regulation, all ERISA plans must provide reasonable claims procedures.”® All claims and
appeals of claim denials under welfare plans must be administered in accordance with reasonable claims and appeals
procedures mandated by Department of Labor regulations.®® However, special rules apply to certain types of HMO
arrangements.

Department of Labor regulations specify that the Summary Plan Description must describe the claims and
appeals procedures. Those procedures must not unduly hamper or inhibit the processing of claims. The procedures
must comply with Federal requirements for the processing of claims, including notifying participants of claim denials
and administering appeals of claims denials.

The regulations also establish time limits for completing claims procedures and regulate the contents of the
written notices. If the plan administrator denies a claim or an appeal of a claim, its written notice of the denial
decision must:

. Specifically identify the reasons for the denial of the claim in plain language understandable to the
claimant;

. Refer to the plan provisions on which the denial rests;

L Include & description of any additional material or information necessary for the claimant to

perfect the claim and an explanation of why this material is necessary; and

. Provide appropriate information on the steps a claimant must take to appeal the denial of a claim.

n  See, ERISA Technical Release No. 92-01 (June 2, 1992); ERISA Technical Release No. 88-1 (August 12, 1988).
2 Labor Reg. § 2560.503-1.

B Labor Reg. § 2560.503-1.

% Labor Reg. § 2560.503-1()).
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Noncompliance with ERISA’s claims and appeals procedures can be a costly mistake. In one lawsuit,®
for example, the Fourth Circuit ruled that a self-insured medical plan could not refuse to pay for medical expenses
incurred for inpatient alcohol and drug treatment beyond those authorized under the medical plan’s precertification
procedures because the administrator failed to comply with ERISA’s procedures for claims denials.

+ ERISA Reporting And Disclosure Requirements. Welfare plans also generally must comply with certain
reporting and disclosure requirements imposed by ERISA. Failure to comply with these requirements may result
in significant penalties, in adverse consequences in litigation, or both. Depending on the nature and design of the
welfare plan, additional reporting and disclosure requirements may be imposed by the IRC or the Social Security
Act. Beginning in 1997, employers and group health plans also must begin to comply with special new
reporting and disclosure responsibilities made applicable to health plans under HIPAA.

* Disclosure Requirements. ERISA generally requires three basic types of disclosures to welfare
plan participants. First, the plan administrator must prepare and furnish copies of a summary plan description and
certain other documents to plan participants.”® Second, the plan administrator must make the plan documents and
related contracts available to participants for review and inspection during normal business hours at designated
business locations.?” Third, the plan administrator must provide copies of requested documents to plan participants
if the participant pays an appropriate copying charge.”® In addition to these ERISA-imposed requirements, FMLA
requires that an employer give employees notices about their right to continuation of medical coverage during the
family leave and reinstatement of welfare and other benefits following the leave.

HIPAA amends the summary plan description requirements for group health plans to facilitate the use of
electronic media. For purposes of these rules, electronic media transmission of required communications may be
effective if several conditions are met.

ERISA grants courts discretion to penalize a plan administrator $100 per day plus attorneys’ fees for failing
to provide requested documents.” Although the courts do not always exercise this discretion,® assessed penalties
can be costly. In Boone v. Leavenworth Anesthesia,” the 10th Circuit upheld the assessment of a $46,300 penalty
against a plan administrator who failed to provide an accounting of the income, expenses, assets and liabilities of
an ERISA plan in response to the written request of a plan participant.™

x Weaver v. Phoenix Home Life Mutual Ins. Co., 990 F.2d 154 (4th Cir. 1993).

% The documents that ERISA requires health plans to automatically prepare and distribute generally include: (1) Summary
Annual Report; (2) Summary Plan Description; {3) Summary of Material Modifications; and (4} Statement of Benefits. ERISA
§101.

T ERISA §104(b)1).

®  ERISA § 104(b)(4).

¥ ERISA § 502(c).

W See, e.g., Maiuro v. Federal Express Corp., 843 F. Supp. 935 (D.N.J. 1994) (ordering disclosure but denying
participant’s request for penalties and attorneys’ fees.)

3 20 F.3d 1108 (10th Cir. 1994).

3 See also Mootharr v. Bell, 21 F.3d 1499 (10th Cir. 1994); Daughtrey v. Honeywell, Inc., 3 F.3d 1488 (1ith Cir.
1993).
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* SPD Content Requirements & HIPAA Changes. ERISA generally mandates that all material
terms of the plan be explained in its summary plan description.”® The Department of Labor modified these
requirements in response to HIPAA. As a result, administrators and sponsors of group health plans subject to
ERISA need to modify or suppiement their summary plan descriptions to comply with these new requirements.
Examples of some of the new rules that may need to be addressed include the following:

] If a health insurance issuer will have any responsibility relating to creditable coverage
certifications, the SPD must state its name and address, the extent to which benefits are
insured or guaranteed by an insurance confract, and the nature of any administrative
services it provides;*

. The statement of ERISA rights must be revised to include required statements about the
Pension and Welfare Benefit Administration;

. If the group health plan provides newborn or matemity coverage, a statement must be
included that discloses the maternity stay requirements scheduled to take effect in
1998.%

The content of the documents used to satisfy ERISA’s reporting requirements also is critical. Courts
usually allow covered persons to claim benefits in accordance with the explanation contained in a Summary Plan
Description even if the plan terms provide for more limited benefits or coverage.

* SMMs & HIPAA’s Accelergtion of Deadline For Health Plan Changes. ERISA generally
requires that a plan administrator notify participants of material plan changes no later than 210 days after the close
of the plan year in which the amendment was adopted.* As a matter of practice, most courts generally have
refused to enforce plan amendments to the detriment of plan participants and beneficiaries unless the amendment
has been communicated to the participant or beneficiary in writing. For group health plans, however, the deadline
for providing notice of material health plan changes is now required. In addition, it appears that the obligation to
provide notice of such changes extends to both participants and beneficiaries.

Under HIPAA, a plan administrator of a group health plan must furnish each participant under the plan
"and each beneficiary” receiving benefits under the plan a written summary of any modification to the plan or
change in the information required to be included in the summary plan description that is a "material reduction” in
covered services no later than 60 days after the date of adoption of the modification or change.’” Under certain
narrow circumstances, this period may be extended to 99 days if under the schedule through which the plan
administrator normally communicates plan changes and other plan information, written notification of the change
would normally be communicated within 90 days of the modification.

* Reporting Requirements. ERISA, the IRC, and the Social Security Act also require the filing of
reports with certain governmental agencies. Two Federal agencies that have traditionally required reporting are the
Department of Labor and the IRS.

33 Labor Reg. § 2520.102-3.
M1 abor Reg. § 2520.103-3(q).

3Note: The Labor Department Regulations seem to accelerate the deadline for providing this notification to the
first day of the first plan year that begins after June 30, 1997.

Treas. Reg. §2520-104(b)-3.

7 Treas. Reg. § 2520.104b-3(d).




* Summary Plan Description Filings With Department of Labor., Employers must file a copy of
the Summary Plan Description or Summary of Material Modifications with the Department of Labor when adopting
or modifying their welfare plans, switching insurance carriers, changing trustees or plan administraters, or certain
other modifications. The Department of Labor requires the filing of the plan’s Summary Plan Description within
120 days after the plan becomes subject to ERISA’s reporting and disclosure requirements. Summaries of Material
Modifications to the Summary Plan Description must be filed within 210 days after the end of the year in which
the change is adopted. Updated Summary Plan Descriptions must be filed with the Department of Labor every fifth
year if plan amendments are made and every tenth year if no changes are made.

* Form 5500 and Other Return Requirements. ERISA requires filing an annual report on Form
5500 with the IRS for welfare plans each year.® The IRC also may require filing of an annual Form 5500 in
addition to reports for welfare plans with cafeteria plan features, trusts, or certain other features. The annual report
must be filed by the last day of the seventh month after each close of the plan year (e.g., July 31 for a plan year
that ends on December 31) unless an extension applies.

(1) Delinquent Filer Voluntary Compliance Program, Employers and other plan sponsors
or administrators of employee benefit plans should investigate whether they need to pursue amnesty for
their employee benefit plans under the Delinquent Filer Voluntary Compliance Program ("DFVCP")
announced by the Department of Labor. A plan administrator that has not filed a required Form 5500 for
any covered employee benefit plan should consider taking advantage of the DFVCP to reduce its potential
liability under the annual reporting requirements, ERISA generally authorizes the Department of Labor
to collect civil penalties of up to $1,000 per day against a plan administrator who fails to file a required
Form 5500. ERISA technically does not limit the maximum civil penalty assessable by the Department
of Labor. Under its current enforcement policy, the Department of Labor generally will assess a penalty
of $50 per day for each day an annual report is late against a late-filing plan administrator. If a plan
administrator fails to file the annual report, rather than files it late, the Department of Labor’s current
enforcement policy calls for the assessment of a penalty of $300 per day, up to $30,000 per year, until a
complete annual report is filed. Penalties are applicable to each annual report required to be filed under
Title T of ERISA. Although the Department of Labor, in its discretion, may waive all or part of these
penalties under certain circumstances, the Department of Labor has assessed significant penalties against
nonfilers and late filers.

The DFVCP offers plan administrators the opportunity to avoid the assessment of a portion of the
up to $1,000 per day civil penalty for failure to file a Form 5500 required for a plan year beginning after
December 31, 1987 by paying a significantly smaller penalty and complying with certain other DFVCP
procedures. Where a Form 5500 is filed under the DFVCP within 12 months after its original due date,
the Department of Labor will assess a reduced penalty of $50 per day for each day the annual report is
late, up to a maximum of $2,500 for Form 5500 filers and $1,000 for Form 5500-C filers. If the Form
5500 is filed under the DFVCP more than 12 months after its due date, the Department will assess a
penalty of $5,000 for Form 5500 filers and $2,000 for Form 5500-C filers.

In order to qualify for the reduced penalties, a plan administrator must make its filing under the
DFVCP before it is either notified in writing of the Department’s intention to assess a civil penalty for
failure to file a timely Form 5500 or is otherwise notified in writing by the Department of a failure to file
a timely annual report under Title I of ERISA. It also must comply with certain other procedural
requirements.

Plan administrators should be aware that it is the position of the Department of Labor that the plan
administrator is personally liable for the payment of civil penalties assessed for failure to file a timely Form
5500. Therefore, penalties should not be paid from the assets of an employee benefit plan.

¥ Certain specific exceptions apply to this filing requirement. Employers should confirm that their health plan meets
all of the conditions to qualify for the exception and that the Internal Revenue Code does not require the filing of a Form 5500
for the health plan or a related cafeteria plan document before relying on these exclusions.
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Moreover, plan administraiors who file under the DFVCP remain potentially liable for certain
other penalties, despite participation in the DFVCP. For instance, participation in the DFVCP does not
waive any liability for the penalty of $25 a day up to $15,000 that the IRS may assess for failure to file
a Form 5500 as required by Section 6652(e) of the IRC.

Under Section 501 of ERISA, any individual who willfully violates ERISA can be fined up to
$5,000 and/or imprisoned for up to one year. Also, a penalty of up to $10,000 and/or five years
imprisonment may be imposed for making any false statement or misrepresentation of fact under Section
111 of ERISA. The DFVCP does not waive these liabilities.

* Health Care Coverage Data Bank Reporting Requirements For Health Plans. OBRA °93%
amended Federal law to require that employers report certain specific information to the HCFA for the newly
established Medicare and Medicaid Health Care Coverage Data Bank ("Data Bank™). HCFA originally published
preliminary guidance for employers about the requirements on May 10, 1994.® Congress repealed these
requirements in September 1996.

* Importance of Precisely-Drafted Documents. ERISA requires that a welfare plan, at all times,
be prudently administered in accordance with the terms included in the written plan documents. A series of recent
cases concerning the right of "independent contracfors,” "leased employees” or other contract labor to participate
in employee benefit plans highlight the importance of the specific language contained in the plan documents
governing the plan.* In June 1996, the Fifth Circuit Court of Appeals ruled that leased employees had standing
under ERISA to bring a claim against the plan administrator for pension plan benefits and for failing to provide plan
information. However, the court concluded that the plan unambiguously excluded the leased employee from
participation in the plan. Abraham v. Exxon Corp.® A few months later, a three-judge panel of the Ninth Circuit
Court of Appeals ruled, in a 2-1 decision, in Vizcaino v. Microsoft Corp.” that a class of Microsoft workers hired
as independent contractors were entitled to participate in Microsoft’s stock purchase program and 401(k) program
as they met the definition of common-law employees. The case arose after an IRS audit resulted in the Service
classifying the individuals as employees for Federal income tax withholding and employment tax purposes. The
class of employees in the case is estimated at 800 people. The Ninth Circuit held a hearing before the full 11-judge
panel in March, 1997. In both of these cases, the court relied upon ambiguities in the eligibility language of the
plan to reach their conclusions. In contrast, the Fourth Circuit Court of Appeals on January 9, 1997, upheld a
company’s decision to deny employee benefits to an individual who worked for the company on a contract basis for
17 years based upon a finding that the plan language supported the employer’s interpretation of the plan.*

¥ OBRA '93 included a number of provisions that amended Federal law relative to health and other employee benefit

plans. These amendments generally took effect on August 10, 1993,

“ 59 Fed. Reg. 174593 (1994).

1 Note: In August 1996, the Internal Revenue Service released the final version of its auditor training manual

on worker classification. The manual describes the common law and statutory factors that the Service will consider in
determining whether a worker is an employee or an independent contractor.

42 25 F.3d 1126 (5th Cir. 1996).

4 97 F.3d 1187 (9th Cir. 1996), reh'g granted, 1997 WL 60624 (9th Cir. 1997).

Y Clark v, E.1. DuPont de Nemours and Co., 20 Employee Benefits Cas. (BNA) 2308 (4th Cir. 1997). See also, .
Trombetta v. Cragin Federal Bank For Savings Employee Stock Ownership Plan, 20 Employee Benefits Cas. (BNA) 2265
(7th Cir. 1996).
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Court decisions regarding retiree medical benefits simularly demonstrate the importance of the content of
documents used to satisfy plan document requirements. The precise language used in a plan generally determines
the ability of an employer to amend or terminate retiree medical coverage or benefits. For instance, in
Schoonejongen v. Curtiss-Wright Corp.,” the Third Circuit ruled that a plan provision that reserved "the
Company" the right to amend or terminate benefits under the plan did not adequately specify the amendment
procedure as required by ERISA Section 402(b)(3). Therefore, the plan document did not enable the employer to
amend the plan to terminate retirees’ health insurance benefits. Although the United States Supreme Court overruled
the Third Circuit’s ruling in Schoonejongen in March, 1995, this case illustrates the importance of making the
content of the documents clear in order to satisfy the written plan document requirements and to avoid having a
court interpret the terms of the plan through litigation. The existence of clear and unambiguous language in the
plan-related documents also prompted a District Court to refuse to grant retirees a preliminary injunction, which
would have restrained Pabst Brewing Company from unilaterally discontinuing lifetime retiree health benefits.*

The specific language used in the plan document also is critical to the enforceability of limitations and
exclusions on benefits and coverages under a heaith or other welfare benefit plan. For instance, in Vanvolkenburg
v. Continental Casualty Co.,” the court ordered an employer sponsored insurance plan to pay insurance benefits
because the court found that the preexisting condition exclusion was not drafted sufficiently broadly to apply to
breast cancer for which the employee was treated before the coverage began but for which the employee had not
received any treatment during the three month period before her coverage began. Similarly, in Doe v. Group
Hospitalization and Medical Services,* the Fourth Circuit, based on the language of the plan’s exclusions, ordered
the health plan to pay $100,000 in medical expenses for a participant’s chemotherapy associated with an autologous
bone marrow transplant. In contrast, courts have upheld denials of coverage for high dose chemotherapy and
autologous bone marrow transplants where the health plan language contained wording that clearly excluded those
treatments from coverage.¥

FEDERAL GROUP HEALTH PLAN ELIGIBILITY MANDATES

Federal law traditionally has allowed employers broad freedom to decide the employees and dependents,
if any, who are eligible for coverage under employer-sponsored health and welfare plans, subject to the plan
sponsor’s compliance with the generally applicable plan document and summary plan description requirements of
ERISA. Nevertheless, the courts have consistently ruled that employers may forfeit their ability to limit enrollment
in their plans by failing to carefully craft the eligibility language contained in the plan documents and summary plan
descriptions used in connection with those programs. Meanwhile, Congress has mounted an incremental assault on
this freedom through a series of legislation enacted over the past decade, including significant new eligibility
mandates enacted as part of HIPAA, Consequently, the latitude of employers to limit enrollment in their employer-
sponsored health benefit arrangements is rapidly narrowing despite the well-publicized failure of the Clinton
Administration’s efforts during its initial administration to mandate the provision of heaith coverage.

+ HIPAA Eligibility Mandates, HIPAA created a new Part 7 of Title I of ERISA, titled "Group Health Plan
Portability, Access and Renewability Requirements.” The provisions of both HIPAA and the health provisions of
the VA/HUD Bill can be found in the new Part 7 of ERISA. Nearly identical provisions can be found in new
Subtitle K, Chapter 100 of the IRC. HIPAA also amends the Public Health Services Act.

¥ 18 F.3d 1034 (3rd Cir. 1993), rev'd, Curtiss-Wright Corp. v. Schoonejongen, 115 S. Ct. 1223 (1995).
4 papst Brewing Co. v. Corrao, 20 Employee Benefits Cas. (BNA) 2020 (E.D. Wis. 1996).
0 Employee Benefits Cas. (BNA) 2198 (W.D.N.Y. 1996).

¥ 3 F.3d 80 (4th Cir. 1993).

¥ See, e.g., Bechiold v. Physicians Health Plan, 19 F.3d 322 (Tth Cir. 1994).
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* Applicability of HIPAA’s Pontability, Access and Renewability Requirements. The requirements
of HIPAA generally apply to all group health plans and health insurance issuers offering group coverage. However,
certain arrangements are excepted. Its requirements regarding access, portability, and renewability do not apply
to any group health plan (and group insurance offered under that plan) if the plan has less than two participants who
are current employees on the first day of the plan year of the plan. Certain other exceptions also may apply if the
requirements of HIPAA are satistied and the group health plan provides only limited types of coverage.

For purposes of these rules, "group health plan” generally includes any employee welfare benefit plan to
the extent that it provides medical care to employees (including partners in a sponsoring partnership) or their
dependents directly or through insurance, reimbursement or otherwise. "Health insurance issuer” means an
insurance company, insurance service, or insurance organization (including a HMO) which is licensed to engage
in the business of insurance in a State and which is subject to State laws regulating insurance.

* HIPAA Portability Penalties and Enforcement. HIPAA’s group plan availability, portability and
renewability requirements are enforced through private actions under ERISA, and civil monetary penalties imposed
by the Secretary of Health and Human Services (HHS), the Department of Labor ("DOL") and the IRS.

* HHS Penalties. HIPAA generally authorizes HHS to assess a civil penalty of up to $100 a day
against (1) a health insurance issuer, (2) a group health plan sponsored by 2 or more employers, or (3) an employer
that sponsors a group health plan that is not sponsored by 2 or more employers. However, this penalty will not
apply if the noncomplying party proves (o the satisfaction of HHS that the failure was not, and could not, have been
discovered through reasonable diligence, or that the failure was due to reasonable cause and was corrected within
30 days of its discovery. HHS retains collected penaities to fund future enforcement of HIPAA.

* IRS Penalties. HIPAA authorizes the IRS to impose a tax on a group health plan as a result of
the group health plan’s failure to meet HIPAA’s access, portability and renewability requirements. The amount of
the tax on any failure is generally $100 per person for each day in the noncompliance period uatil the failure is
corrected. However, to the extent that the IRS determines that violations for which any person is liable are more
than de minimis, the minimum tax that the IRS will impose with respect to that employer will not be less than the
lesser of:

L $15,000; or

L The amount of tax which would be imposed without regard to the limitation rules
discussed above.

HIPAA also caps the amount of the tax that the IRS can impose. For single-employer group plans, HIPAA
limits the maximum tax to the lesser of:

L] For single employer plans, 10 percent of the aggregate amount paid or incurred by the
employer (or predecessor employer)} during the preceding tax year for group health plans,
or

° For multi-employer group plans, 10 percent of the amount paid or incurred by the trust

during the tax year to provide medical care directly or throngh insurance, reimbursement,
or otherwise, or

] $500,000.
As with the HHS penalties under the Public Health Service Act, described above, the tax code penalties
are limited if it is established to the satisfaction of the IRS that the person otherwise liable for the tax did not know,

and exercising reasonable diligence would not have known, that the failure to follow the access, portability and
renewability requirements existed, or if the failure was due to reasonable cause and the failure is corrected during
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the 30-day period beginning on the first date the person otherwise liable for the tax knew, or exercising reasonable
diligence would have known, that the failure existed.

Despite of these rules limiting the amount of the tax, the IRS will nevertheless impose a minimum tax in
certain circumstances. In the case of an employer’s failure to observe HIPAA’s requirements which are not
corrected before the date a notice of examination of income tax liability is sent to the employer, and which occurred
or continued during the period under examination, the amount of tax imposed by reason of those failures with
respect to that employer will not be less than the lesser of $2,500 or the amount of tax which would be imposed
without regard to the limitation rules discussed above.

* ERISA Penalties & Remedies. HIPAA’s provisions also are remediable by ERISA’s general
enforcement provisions.® The remedies provided under ERISA include the following:

L Individuals may recover wrongfully denied benefits, plus attorneys fees, from the group
health plan;
* Participants, the Department of Labor, or other plan fiduciaries may sue to force

breaching fiduciaries to comply with HIPAA;

] Parsticipants, the Department of Labor, or other fiduciaries may hold a breaching
fiduciary personally liable to the group health plan for damages resulting or profits
realized from the breach;

. If the violation is a fiduciary breach, the Department of Labor may collect a penalty
equal to 20 percent of the amount of the fiduciary breach from breaching fiduciaries; and

L] Participants wrongfully denied notices or other required information or disclosures may
ask that the court exercise its discretion to award to them a penalty of up to $100 per day
pius attorneys fees.

* HIPAA’s Preexisting Condition Exclusions Restrictions. HIPAA provides portability of health
care coverage for previously covered individuals by providing that such individuals may be covered by health
insurance despite any preexisting conditions. For plan years commencing on or after July 1, 1997, HIPAA imposed
three restrictions on the use of preexisting conditions in group health plans:

* Pregnancy. HIPAA provides that a group health plan or health insurance insurer may not impose
any preexisting condition exclusions relating to pregnancy.

* New Dependents. HIPAA also prohibits & group health plan or insurer from imposing any
preexisting condition exclusion with respect to a newborn child, an adopted child who is under 18 years old, or a
child who is placed for adoption who is under 18 years old, provided that such individual is covered under creditable
coverage within 30 days of birth, or adoption or placement for adoption, respectively. However, a plan or insurer
may exclude such newborn, adopted child or child placed for adoption if there is a break in coverage for more than
63 days.

* Generally. HIPAA prohibits a group health plan or insurer from limiting coverage for any
preexisting conditions unless the following conditions are satisfied:

0See HIPAA § 101(e)(2).
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o The definition of preexisting condition is limited to conditions for which medical advice,
diagnosis, care or treatment was recommended or received within the 6 month period
ending on the enrollment date;

L] The permitted duration of any limitation or exclusion of coverage for a preexisting
condition is limited to a period after the enrollment date equal to 12 months {or 18
months for a late enrollee); and

] The period of any such preexisting condition exclusion is reduced by the length of the
aggregate of the periods of creditable coverage (if any) applicable to the participant or
beneficiary as of the enroliment date.

* Counting Creditable Coverage. The Regulations require that a group health plan count creditable
coverage either using the standard method outlined in the Regulations, or a permissible alternative method allowed
by the Regulations.” Use of an alternative method obligates a group health plan to comply with additional plan
document, disclosure, and coverage certification requirements.

Under the Standard Method, a group health plan determines creditable coverage without reference to the
specific benefits included in the coverage by determining all of the days of coverage that the covered person has
under one or more types of creditable coverage.” Any days in a waiting period for a plan or policy are not
creditable coverage under that plan or policy. Prior creditable coverage does not qualify as creditable coverage if
there was longer than a 63-day break in an individual’s health care coverage. However, any waiting periods prior
to an individual’s enrollment in an employer’s health plan or a health maintenance organization ("HMO"} will not
count toward the 63-day period.

The Regulations permit a group health plan to use an alternative method of determining coverage for
purposes of reducing its preexisting condition period provided that the method used is at least as favorable as the
Standard Method, and certain other conditions are met. Group health plans that intend to determine creditable
coverage on a benefit-by-benefit basis or through some means other than the Standard Method must comply with
additional certification and notification requirements.

* Excepted Coverages. For purposes of determining the creditable coverage to be counted for
purposes of the application of a preexisting condition limitation, a group health plan need not include coverage
consisting solely of benefits coverages excepted by HIPAA. Coverage consisting solely of the following categories
of coverages are excepted for this purpose under zll circumstances:

o Accident only coverage;

. Disability income insurance;

. Liability insurance or coverage issued as a supplement to liability insurance;
. Workers’ compensation;

] Automobile medical payment insurance;

] Credit only insurance; and

S1Treas. Reg. § 54-9801-1T.

2 Treas. Reg. § 54.9801-4T.
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° On-site medical clinic coverage.™

Under certain circumstances, limited-scope dental, vision, ot long-term care benefits also may qualify as
excepted coverages if they are offered under a separate policy, certificate or contract of insurance and they are not
an integral part of a group health plan.

Coverage for only a specified disease or illness, such as cancer-only, hospital indemnity, or other fixed
dollar indemnity insurance do not qualify as excepted benefits and must be counted as creditable coverage unless
each of the following conditions are met:

L The henefits are provided under a separate policy, certificate or contract of insurance;

L There is no coordination between the provision of the benefits and an exclusion of
benefits under any group health plan maintained by the same plan sponsor; and

L The benefits are paid with respect to an event without regard to whether benefits are
provided with respect to the event under any group health plan maintained by the same
plans sponsor.

Medicare, CHAMPUS and other similar supplemental health insurance arrangements do not qualify as
excepted benefits and must be counted as creditable coverage unless provided under a separate policy.

* Duty To Determine & Recognize Creditable Coverage, Within a reasonable time after receiving
a certificate or other evidence of creditable coverage, the group health plan must make a determination of the
amount of creditable coverage that the individual will be credited with to offset the group health plan’s preexisting
condition period and notify the individual of this determination. HIPAA requires that a group health plan credit
periods of creditable coverage against its preexisting condition period. When determining periods of creditable
coverage, the group health plan must take into account all information that it obtains or that is presented on behalf
of an individual and decide, based upon the relevant facts and circumstances, whether an individual has creditable
coverage and is entitled to an offset of all or a portion of the otherwise applicable preexisting condition exclusion
period.*

Usually, the periods of creditable coverage applicable to a covered person for this purpose will be
established by reference to the creditable coverage certificates provided by predecessor plans. If a creditable
coverage certificate is unavailable or its accuracy is questioned, however, HIPAA guarantees that the individual will
be given the right to demonstrate his creditable coverage through the presentation of documents or other means.*’
The group health plan may be required to provide assistance to the individual to obtain certification of his coverage
from the prior group health plan.® According to the Regulations, a group health plan must treat an individual as
having furnished a certificate of creditable coverage if the individual (1) attests to the period of creditable coverage,
(2) provides relevant corroborating evidence, and (3) cooperates in the group health plan’s efforts to verify this

53 Treas. Reg. §§ 54.9801-4T(2)(2), 54.9804-1T.
Treas. Reg. § 54.9804-1T(6)(3).

STreas. Reg. § 54.9804-1T(h).

6 Treas. Reg. §54.9801-4T(c)(2).

Treas. Reg. §54.9801-4T(c).

*$Treas. Reg. 54.9801-4T.
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coverage. While the group health plan may refuse to credit coverage where the individual does not cooperate in
efforts to verify the prior coverage, the Regulations state that the group health plan cannot consider an individual’s
inability to obtain a certificate to be evidence of the absence of creditable coverage. ™

A group health plan must fulfilt HIPAA’s notification requirements in order to apply any preexisting
condition exclusion. To fulfill these requirements, before applying any preexisting condition exclusion with respect
to an individual, a group health plan must disclose to the individual of its determination of any preexisting condition
period that applies to the individual and the basis of that determination, including the source and substance of any
information upon which the group health plan relied to make that determination. In addition, the group health plan
must provide the individual with a reasonable opportunity to submit additional evidence of creditable coverage and
a written explanation of the appeals procedures through which he can appeal that determination.®

* Regquirement to Provide Creditable Coverage Certifications. Beginning June 1, 1997, HIPAA
generally requires that the group health plan and health insurance issuer provide the certification describing the
creditable coverage when the individual ceases to be covered under the plan or after a COBRA continuation period
ceases. In addition, the group health plan and health insurance issuer may be required to provide such certification
on the request of an individual within 24 months after the individual’s coverage ceased. Plans may charge a fee
to employers or insurers, but not to individuals, for preparing the certification.

HIPAA also requires employers automatically to keep track of their employees’ coverage as of October 1,
1996, so as to be able to credit the employee’s continuous health insurance coverage in the event an employee
voluntarily or involuntarily leaves employment. Except as otherwise provided by regulations, the period of
creditable coverage excludes periods of coverage prior to Juty 1, 1996. For events occurring between July 1, 1996
and October 1, 1996, a plan sponsor or health plan insurer has no duty to provide certification absent a written
request by the covered individual.

w* Certification Requirements & Procedures. A group health plan generally must provide a
certificate of creditable coverage that meets the form and content requirements of HIPAA to any individual covered
by the Plan:

L] Automatically whenever a covered person experiences a qualifying event under COBRA,
ceases to qualify for COBRA coverage, or any other termination of coverage under the
Plan; and

* Upon receipt of a request if the individual is® or has been covered under the group

health plan within the prior 24 months.®

The group health plan must have and communicate written HIPAA certification procedures that comply with
HIPAA including the procedures for individuals to request and receive HIPAA certifications. %

FTreas. Reg. § 54.9801-4T.
%P reas. Reg. § 54.9801-4T.

b1See Treas. Reg. Section 54.9801-5T(a)(2)(iv), Example 5, indicating that certificates must be provided upon request to
partticipants upon request who are currently enrolled as well as to former participants who were covered under the group health
plan during the preceding 24 months.

2See Treas. Reg. § 54.9801-5T(a)(2).

53 Treas. Reg. § 54.9801-5T(a)4).
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. * Who Must Provide Coverage Certifications, A group health plan sponsor should not presume
that its insurer, third party administrator, or another service provider will act in such a manner that results in their
. group health plan meeting this requirement automatically unless the group health plan sponsor either:

L Actually verifies that the other party provides the HIPAA Certificate and the HIPAA
Certificate provided actually meets the requirements of the Regulations;* or

L The group health plan’s coverage is fully insured under a group health insurance contract,
the written agreement between the group health plan and the issuer requires that the
issuer provide the coverage, and all coverage of the individual is provided by that
issuer, %

Also, group health plan sponsors generally must exercise special care to verify that these requirements are
met under certain circumstances. Absent some special contractual arrangement, a health insurer or other vendor
generally is not required to provide certification for coverages or periods of coverage for which is not the insurer
or administrator.® This is particularly true when the group health plan has changed vendors,” uses multiple
vendors,® or uses a vendor that is not a group health plan issuer. Therefore, the group health plan issuer should
confirm that certifications are being provided for all coverages for which certification is required. Circumstances
likely to require special attention generally include:

. The 1997 and 1998 plan years of the group health plan;

L The group hezlth plan has switched vendors in the preceding two years;

L] The vendor in question is not a group health plan issuer;

L The group health plan sponsor has been involved in a corporate merger, sale, acquisition,
. or other similar event during the preceding two years;

L The group health plan provides coverage or benefits through multiple vendors;

® The participant during the preceding two years has had the opportunity to elect coverages

or benefits.

#Treas. Reg. § 9801-ST(@)(1)().
85 Treas. Reg. § 54.9801-5T(a)(1)(Gi), (iii).
ﬁm Treas. Reg. § 54.9801-5T(a)(iv).

For special rules regarding an insurer’s responsibility to provide information required to provide certification data to the
. group health plan when its agreement with a group health plan terminates, see Treas. Reg. Section 54.9801-5T(a)(2).

%8 Treas. Reg. Section 54.9801-5T(a)(iv).
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* Form & Content of Coverage Certification. To fulfill HIPAA’s certification requirements, the
group health plan generally must provide a written certificate that contains the following information:

L] The issuance date of the certificate;
b The name of the group health plan that provided the coverage described in the certificate;
. The name of the participant or dependent for whom the certificate applies and other

information necessary for the issuing group health plan to identify the individual, e.g. the
plan identification number of that individual;

¢ The name, address and telephone number of the plan administrator or issuer required to
provide the certificate®;

. The telephone number to call for further information regarding the certificate;
L] Either:
+ A statement that the individual has at least 18 months (546 days) of creditable

coverage, disregarding days of creditable coverage before a significant break in
coverage; or

+ The date any applicable waiting period and affiliation period, if applicable,
began and the date that creditable coverage began; and

L] The date creditable coverage ended unless the certificate indicates that coverage is
continuing as of the date of the certificate.™

If either the entity issuing the certificate or the subsequent entity requesting the certificate uses an
alternative method of counting creditable coverage, the issuing entity may be required to include additional
information in the coverage certificate. Where requested by a subsequent plan that uses an alternative method of
counting creditable coverage, the issuing entity must provide information relative to the categories of benefits and
provide other information designated by the subsequent entity as reasonably necessary for the subsequent entity to
make its creditable coverage determination. Although the issuing entity cannot charge a covered person for
coverage certification, it may require a subsequent entity requesting such information to pay a reasonable charge
for such information.”

While the Secretary of Treasury has issued a model certificate that plan sponsors may use to provide
required certifications, plan sponsors should exercise caution before deciding to rely on this form for purposes of
fulfilling HIPAA's certification requirements. While Treasury Regulation § 54.9801-5T(a)(5) specifies that a plan
sponsor will be deemed to satisfy the requirements of HIPAA if it provides certifications in this form, its use raises
a number of concerns. Most plan sponsors will want to more specifically tailor their forms to incorporate language
to facilitate the group health plan’s ability to administer its HIPAA responsibilities, to improve the clarity of its
communication, and to include language designed to address other legal risks and responsibilities arising under
ERISA and other laws that are likely to arise as a result of the extension of the certification.

69Depe:nding on the contractual arrangements entered into between the group health plan and its vendors, the is not
automatically the same as the name of the plan, the plan sponsor, or the plan administrator.

Treas. Reg. § 54.9801-5T(a)(3)().
"'Treas. Reg. § 9801-5T(b).
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* Periods of Coverage Addressed By Certificate. The periods of coverage that a certificate of
coverage must address depends upon whether the certificate is provided automatically following a termination of
coverage or in response to a certification request. If an automatic certificate is provided, the period of creditable
coverage that the certificate must include is the last period of continuous coverage ending on the date coverage
ceased. If provided in response to a request, the group health plan must provide certification that covers each period
of continuous coverage ending within the 24-month period ending on the date of the request. This may be
accomplished either through a consolidated certification or by issuing separate certificates for each separate period
of coverage during this 24-month period.™

* Persons Entitled To Receive The Certificate. The obligation to certify coverage extends to each
covered person under the Plan, not just the employee. This means that the group health plan generally must provide
a certificate to any covered person who makes the request, and automatically to each covered person who
experiences a HIPAA Event.

Where two or more family members are enrolled in a group health plan, however, it may be possible to
provide a consolidated HIPAA Certificate covering all members of the same family under cerfain circumstances,
The Regulations indicate that a consolidated certificate may provide information with respect to both a participant
and the participant’s dependents if either:

L The information is identical for each individual; or

L If the information is not identical, if the form provides all of the required information for
each individual and separately states that the information is not identical.

Under certain circumstances, the group health plan may be required or permitted to provide certifications
to a third party designated by the covered person. When providing a coverage certificate in response to the request
of a covered person, a group health plan must send the coverage certificate to a thard party designated by the
covered person.” When providing an automatic coverage certification, honoring the request of a covered person
that the certificate be delivered to a designated third party is optional.

* Special Dependent Coverage Rules. Group health plans that have not tracked detailed information
about dependent coverage for individual dependents are likely to experience difficulty monitoring the occurrence
of HIPAA Events for dependents and in identifying the data necessary to provide required coverage certifications.
On a going forward basis, group health plans should adjust their enrollment and eligibility requirements and
practices as soon as possible to eliminate this problem. In the meantime, the Regulations provide some guidance
about the manner in which group health plans should deal with these concerns.

To allow group health plans time to adjust their practices, the Regulations allow group health plans that
cannot provide the names or related coverage information for dependents fo take advantage of a special transition
rule until June 30, 1998. Under this rule, to fulfill its obligation to provide an automatic coverage certificate to
a dependent following a HIPAA Event, a group health can may provide the name of the participant coverage by
the group health plan and specifying that the type of coverage described in the certificate is for dependent coverage,
e.g., family coverage, employee-plus-spouse coverage.” When providing a coverage certification for a dependent
in response to a request, however, the group health plan must make reasonable efforts to obtain and provide the
pames of any dependent coverage by the certificate where if the information is requested to be provided. If a

TTreas. Reg. § 54.9801-5T(a)(3)(iii).
BTreas. Reg. § 54.9801-ST(a)4)(iii).
MTreas. Reg. § 54.9801-ST(a){5)(Gii}A).
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certificate does not identify dependents by name, the Regulations set forth procedures that these dependents may
use to demonstrate coverage for purposes of programs in which they are subsequently enrolled.™

Many of the events that are likely to trigger a HIPAA Event for a dependent result from events which,
absent notification from an employee or his dependent, an enroliment period, or the filing of a claim, a group health
plan has little practical ability to monitor, The Regulations provide that a group health plan is not required to
furnish automatically a coverage certificate following a HIPAA Event until it knows, or through reasonable efforts
should know, the dependent has experienced a HIPAA Event.

For group heaith plans that have restricted data regarding dates of coverage for dependents, Regulations
require that a group health plan use reasonable efforts to determine any information needed to prepare a certificate
relating to dependent coverage.™

* HIPAA’s Special Enrollment Period Mandates. HIPAA provides for special enrollment periods
for persons who had previously declined enrollment in a group heaith plan because they had other coverage and
subsequently lost that coverage. Employers and other plan sponsors must amend their health plans to comply with
these new requirements. At the same time, employers also should evaluate whether they need to amend their
cafeteria plan or procedures contained in related plans to comply with these requirements.

HIPAA requires group health plans, and health insurance issuers offering group health insurance coverage,
to permit eligible employees or dependents to enroll under the terms of the plan if each of the following conditions
15 met:

. The employee or dependent was already covered when the plan was previously offered;

L If required by the plan sponsor or issuer, and provided that they gave notice to the
employee, the employee stated in writing at such time that another source of coverage
was the reason for declining enrollment;

] The person was covered under COBRA’s continuation coverage which was exhausted,
or coverage was not under a COBRA continuation provision and was terminated as a
result of loss of eligibility for the coverage (including as a result of legal separation,
divorce, death, termination of employment, or reduction of hours of employment) or
termination of employer contributions toward such coverage; and

L The person requested enrollment not later than 30 days after the loss of the other
coverage.”

HIPAA requires that, if a group health plan offers dependent coverage, it must offer a dependent special
enrollment period for persons becoming a dependent through marriage, birth, or adoption or placement for adoption.
The dependent special enroliment must last for at least 30 days. If the individual is eligible and is not already
enrolled in the plan, he may enroll at such time as he enrolls the dependent.™

HIPAA requires that a group health plan provide written notification of these special enrollment rules to
an employee when he becomes eligible for enrollment in the group health plan. Group health plan sponsors

"See Treas. Reg. § 54.9801-5T(c)4).
"5Treas. Reg. § 54.9801.5T(a)(5)()(A).
reas. reg. § 54.9801-6T.

" Treas. Reg. § 54.9801-6T.
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generally will want to include this notice in either a summary plan description or a summary of material
modifications, which is provided to all existing employees and each employee who subsequently becomes eligible
for enrollment. The Regulations contain a model notice which may be used for this purpose.™

The group health plan generally may require that the application for late enrollment be in writing.®

The enrollment of the late enrollee generally must take effect no later than the applicable of the following
dates:

. For a marriage, the first day of the calendar month beginning after the date of the
completed request for enrollment;

® For a birth, the date of the birth;

L] For a dependent’s adoption or placement for adoption, the date of dependent’s adoption
or placement for adoption.

* HIPAA’s Access and Renewability Requirements. HIPAA imposes certain guaranteed
renewability requirements that apply only to health insurance issuers. Every health insurance issuer which offers
coverage in the small group health care market must accept every small employer that applies for coverage, subject
to certain capacity or financial limitations. For this purpose, a small employer is defined as one having an average
of 2 to 50 employees on a business day during the preceding calendar year and who employed at least two
employees on the first day of the plan year. HIPAA also requires that health insurance issuers offering coverage
to small employers to make "reasonable disclosure” in solicitation and sales materials of the availability of
information concerning:

L] The issuer’s right to charge premium rates and factors that may affect changes in
premium rates;

L] Renewability of coverage provisions;
L] Preexisting condition exclusions;
L] The benefits and premiums available under all kealth insurance coverage for which the

employer is qualified.

A health insurance issuer offering coverage in any employer group markets is generally required to renew
or continue coverage at the option of the plan sponsor. Although HIPAA does not limit the ability of a health
insurance issuer to adjust premiums for a group on renewal, state law may regulate such premium adjustments.

HIPAA waives a health insurance issuer’s obligation to comply with the renewability requirements under
certain limited circumstances. For example, the renewability obligation does not apptly if the termination results
from one of the following conditions:

. The plan sponsor’s failure to pay premiums;
° Fraud or intentional representation of a material fact;
e Violation of a participation or contribution rule;

" Treas. Reg. § 54-9801-6T.

80Treas. Reg. §54.9801-6T(a)(6).

21-



L] Termination of coverage in the particular market in accordance with applicable state law;

L] In the case of network plan, if no enrollees live, reside or work in the service area of the
issuer or area for which the issuer is authorized to do business; and

L In the case of an association plan, the employer’s membership in the association ends.

A health insurance issuer’s renewability obligations also may be waived when the issuer decides to
discontinue offering a particular type of health insurance coverage, or to discontinue offering all health insurance
coverage in a state if the health insurer complies with a series of burdensome conditions contained in HIPAA.

Furthermore, HIPAA’s group market reform rules do not apply to any group health plan (and health
insurance coverage offered in connection with a group health plan) for any plan year if on the first day of the plan
year the group health plan has less than 2 participants who are current employees. Certain other specified
arrangements also are exempt from these requirements.

HIPAA also imposes similar guaranteed renewability requirements upon group health plans which are either
multiemployer plans or multiple employer welfare arrangements. Under these guaranteed renewability requirements,
such plans may not deny an employer whose employees are covered under the plan continued access to the same
or different coverage under the terms of such a plan unless one of the specific exceptions specified in HIPAA
applies.

¢ Dependent Coverage Eligibility Mandates Under OBRA’93. HIPAA’s special rules regarding special
enrollment periods for dependents are not the only restrictions on an employer’s freedom to determine the eligibility
requirements for dependent coverage. Rather, these provisions are merely an expansion upon dependent eligibility
mandates enacted into law under OBRA’93. OBRA’93 requires that employers amend their health plans to include
written rules and procedures incorporating these requirements.

* Children Affected By Divorce or Medicaid, Congress has increasingly become concerned about
the availability of medical coverage under employer-sponsored group health plans for children affected by divorce
or receiving Medicaid. OBRA ’'93 amended ERISA to require group health plans that provide coverage for
dependent children to extend coverage to a child of an employee to the extent required by qualified medical child
support orders ("QMCSO™). A QMCSO is similar to a Qualified Domestic Relations Order ("QDRO") and
identifies an alternate recipient of health coverage who is required to be entitled to be covered by the health plan
of the participant. OBRA requires employers to adopt written plan provisions and procedures to comply with these
new requirements.

* Children Adopted or Placed for Adoption. OBRA '93 amended ERISA to require that group
heaith plans provide that children under 18 who are placed for adoption with a plan participant must be covered
from the time of placement, even if the adoption is not yet final. Coverage is only required if coverage for other
dependent children is provided by the plan. Health plans also may not restrict coverage of an adopted child based
on a pre-existing condition at the time of the adoption or placement.

+ Veterans Health Plan Eligibility Requirements Under USERRA. Congress recently adopted new rules
regarding the provision of health plan coverage to employees and their dependents during periods that the employee
is absent from work due to service in the uniformed services ("military leave") and when an employee returns to
employment following a military leave. The protections of USERRA generally apply to any individual who is a
member of, applies to be a member of, performs, has performed, applies to perform, or has an obligation to
perform service in a uniformed service (a "veteran™). Most employers need to amend their health and employee
benefit plans to comply with new rules enacted under USERRA. President Clinton signed USERRA into law on
October 13, 1994,

USERRA requires employers to provide continued health coverage to employees who Ieave employment
either voluntanly or involuntarily to join the military. USERRA’s health plan rules require that employer-sponsored
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health plans provide employees and their dependents who are covered under the health plan the opportunity to elect
continued health coverage under the health plan for a limited period while the employee is on military leave. The
maximum period of coverage available to an employee and his dependents is the lessor of:

L] The 18 month period beginning on the date on which the person’s absence begins; or

. The day after the date upon which the person fails to apply for a return to a position of
employment, under Section 4312(e) of USERRA.

If a veteran elects health plan coverage under USERRA, he cannot be required to pay more than 102% of
the fuil premium under the plan or the amount other employees pay for the same coverage. However, if the veteran
is on military leave for less than 31 days, he may not be required to pay more than the ordinarily applicable
employee share for such coverage.

USERRA also contains specific rules about the periods during which an employee must notify his employer
of his intent to return to work when his military service ends. These rules vary based on the length of the period
during which the employee has been away from work as a result of military service.

In addition to the USERRA requirements, Federal law also contains special rules regulating the coordination
of health plan benefits with veterans medical benefits. Despite significant penalties for noncompliance, many heaith
plans also violate these rules. The Federal government has initiated a program to enforce these rules against
employer-sponsored health plans.

+ Health and Welfare Plan Eligibility Mandates of FMLA. FMLA guarantees eligible employees® of a
covered employer’™ who experience a qualifying family situation® the right to take up to 12 weeks of unpaid leave
of absence in each 12-month period from a covered employer. The FMLA also contains special rules concerning
the right of covered employees to continue coverage during a qualifying family leave and to reinstatement of
coverage after returning from a qualifying family leave. Many employers need to amend their welfare plans,
practices, and polices to comply with these rules.

The FMLA requirements apply to any plan an employer maintains or contributes to (including a self-insured
plan) for providing health care {(directly or otherwise) to the employer’s employees, former employees, or their
families. The continuation of coverage requirements extend to any medical benefits provided in an employer’s
health plan, including a supplement to a health plan, whether or not provided through a flexible spending account
or other component of a cafeteria plan.

While FMLA permits an employer or a heaith plan to be more generous, it does not necessarily require
that a covered employer or health plan comply with the FMLA with respect to all employees of the covered

8 The FMLA defines a person as an eligible employee if (1) the employee has worked for the covered employer for at

least 12 months when the leave begins; (2) the employee worked at least 1,250 hours for the employer during the 12-month
period {for purposes of section 7 of the Fair Labor Standards Act) when the leave begins, and (3) the employer employs at least
50 employees at, or within 75 miles of, the worksite of the employee. An employee of a public entity, private elementary school
or private secondary school must meet the first two criteria to qualify for rights under the FMLA.

8 The FMLA applies to any health and welfare benefit plan maintained by either (1) 2 private sector employer that
employed at least 50 employees on each working day during each of 20 or more calendar workweeks during the current or
preceding calendar year; and (2) public agencies, private elementary schools, and private secondary schools regardless of the
number of persons that those entities employ.

¥ The family leave requirements only apply when an eligible employee requests leave due to any one of the following
four qualifying family situations: (1) a child is bomn to the employee; (2) a child is placed with the employee for adoption or
foster care; (3) a parent, spouse, or child of the employee has a serious health condition that requires inpatient care or
"continuing” medical treatment; or {4} the employee has a serious health condition that prevents the employee from performing
his duties. Employers may elect to more generously define qualifying family situations.
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employer. Employers sponsoring self-insured health plans should confirm that limiting the availability of family
leave rights to eligible employees does not atfect the nondiscriminatory status of the health plan under Section 105(h)
of the IRC.

* Continuation of Medical Plan Eligibility During Family Leave. During a family leave, the
FMLA requires that a covered employer allow an eligible employee to continue to receive coverage under the
employer’s group health plans as if the employee were not on leave. An employer may require an eligible employee
to continue making employee contributions to continue group health plan coverage as if the employee were actively
at work. The Department of Labor recently issued final regulations regarding the continuation of coverage during
family leave. These regulations state that the employer’s obligation to maintain health coverage ceases if an
employee’s premium payment is more than 30 days late. The employer may recover the employee’s share of any
premium payments missed by the employee for any family leave period during which the employer maintained
health coverage by paying the employee’s share. However, the employer still must reinstate coverage to the
employee upon return from family leave.

‘When attempting to comply with this FMLA mandate, employers must consider other legal requirements
affecting the funding arrangements of the health and other welfare plans, including the trust requirements of ERISA
and, if applicable, the requirements applicable to cafeteria plans under Section 125 of the IRC. ERISA generally
requires that all employee contributions be held in trust unless paid pursuant to a cafeteria plan or in 2 manner that
otherwise exempts the contributions from ERISA’s trust requirements. If employee contributions paid during leave
are not exempt from ERISA’s trust requirements, an employer should arrange to comply with these requirements
by holding the employee contributions in trust.

If employee contributions to a health or other welfare plan arrangement typically are required or permitted
to be paid on a pre-tax basis pursuant to a cafeteria plan, the employer also must confirm that the procedures used
to collect employee contributions during and after leave comply with the requirements of Section 125 of the IRC.
Proposed Treasury Regulations issued in December, 1995 regulate the procedures and rules concerning the payment
of contributions required to continue medical or other welfare plan coverage from an employee during a FMLA
leave, where the employee prior to the FMLA leave was paying required contributions pursuant to a cafeteria
plan.® Provided that the employer properly amends the plan and complies with certain other requirements, these
Proposed Regulations also permit, but do not require, the employer to allow the employee to have contributions
required for the FMLA leave period to be deducted from the employee’s pay before the FMI.A leave begins, or
to pay these amounts through deductions made after the empioyee returns from a FMLA leave. While few
employers are likely to implement the second option, most employers will want to consider amending their cafeteria
plans to permit employees to prepay contributions required during the FMLA leave period before the leave begins.

* Effect Of Exhaustion Or Termination Of Family Leave On Medical Coverage Eligibility. Except
as required by COBRA,* an employer’s obligation to maintain health benefits under the FMLA ends when an
employee informs the employer of his intent not to return from leave, when the employee fails to return from leave

and thereby terminates employment, or when the employee exhausts his family
leave entitlement. Recently published guidance about the relationship between the FMLA and COBRA states that
the FMLA generally precludes a covered employer from applying the family leave continuation period to reduce
the COBRA period.*

* Recovery Of Additional Contributions If Employee Does Not Return After FMLA Leave. The
FMLA provides that a covered employer may require an employee to reimburse the employer for the portion of

¥ Prop. Treas. Reg. § 1.125-3.

8 The interaction between the FMLA and COBRA appears in the COBRA discussion of this paper.

%  See Notice 94-103.
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the premium that the employer paid to maintain the employee’s medical coverage during an unpaid family leave if
an employee fails to return to work at the end of his family leave, and the failure to return is not a result of a
serious health condition that would entitle the employee to family leave or other circumstances beyond the control
of the eligible employee. An employee who returns to work for at least 30 calendar days is considered returned
to work under the regulations.

The employer may recover its share of health premiums paid during the entire period of unpaid family leave
taken by the employee. The amount that a self-insured employer may recover is limited to the employer’s share
of allowsable premiums ca'culated in accordance with COBRA, excluding the 2 percent fee for administrative costs,

According to the Labor Department regulations, an employer may either initiate legal action against the
employee to recover its share of the premiums, or, unless otherwise prohibited by law, recover its share of health
insurance premiums through deduction from any sums due the employee (e.g., unpaid wages, vacation pay, profit
sharing, etc.). Attempts to recover health premiums through offset against other sums due the employee
should not be undertaken without prior consultation with counsel to avoid incurring significant liability for
unintentional violation of the FMLA, COBRA or other laws.

* Right to Reinstatement of Coverage Upon Return from Family Leave, When the eligible
employee returns to work after taking family leave guaranteed under the FMLA, the covered employer must restore
any coverage under the health plan that the employee and his family enjoyed before he began his leave. The
regulations state that an employee is entitled to be reinstated in medical coverage on the same terms as before his
family leave without any qualifying period, physical examination, pre-existing condition exclusions, etc. According
to the Department of Labor, an employee may choose to not retain health coverage during family leave without
giving up his right to reinstatement of coverage following leave. Absent additional guidance, this regulatory position
presents particular concerns where the medical coverage is provided through a medical spending account included
in a cafeteria plan. An employee apparently remains eligible for this annually elected benefit amount and he can
avoid making contributions for up to 12 weeks while he is on family leave. Most employers will need to modify
benefit programs and insurance agreements to comply with these requirements.

¢ COBRA Medical Coverage Eligibility Requirements. Plan sponsors and plan administrators also need to
review their health plan documents, practices and procedures for compliance with the health plan continuation
coverage requirements of COBRA. HIPAA amended the requirements of COBRA effective January 1, 1997
and required that written notification of these changes be provided no later than November 1, 1996.

Over the last several years, plaintiff’s have relied upon COBRA more frequently than any other issue as
a basis for bringing litigation relating to health benefit coverages. Furthermore, plaintiffs bringing COBRA
litigation have enjoyed wide success. Meanwhile, plan sponsors and administrators are significantly more likely
to be required to defend their COBRA practices and procedures against lawsuits and in IRS audits. Most employers
are unaware, however, that they need to amend their COBRA procedures, forms and plan documents to comply with
the medical coverage continuation rules of the FMLA, USERRA and other amendments to COBRA enacted since
1985. Moreover, judicial decisions continue to further refine COBRA requirements and an employer’s ability to
minimize COBRA liabilities. Because of these significant liability risks, every employer should:

° Evaluate its health plan language, Summary Plan Descriptions, COBRA notices, record retention
practices and other procedures to verify compliance with the currently-applicable requirements of
COBRA including recent amendments enacted under HIPAA;

L] Consider using legal strategies to minimize their COBRA liabilities and costs;

L] Avoid health plan practices, provisions or procedures that delay sending COBRA notices or extend
employee or dependent coverage beyond the date of the occurrence of the qualifying event;

[ Moenitor their COBRA compliance and be prepared to update their documents and practices to
respond to new developments, including the final COBRA regulations and COBRA audit
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guidelines that the IRS is expected to issue within the next few months and the outcome of
additional administrative and judicial enforcement actions under COBRA.

* COBRA Generally. COBRA requires private employers who normally employ 20 or more
employees to offer their employees {and their immediate family members) who are qualified beneficiaries the
opportunity to elect continued group health coverage after the occurrence of certain qualifying events. COBRA
specifies what the qualifying events are,” the length of time that the qualified beneficiary can maintain coverage
under the health plan,® the election procedures and periods applicable to qualified beneficiaries,® and the
premium the employer can charge qualified beneficiaries for the group health coverage.*

The qualifying events under COBRA include: (1) the employee’s termination other tham for gross
misconduct; {2) a reduction in hours that would cause the employee to cease to qualify for benefits; (3) the divorce
or legal separation of a covered employee; (4) the death of the covered employee; (5) the covered employee’s
becoming entitled to Medicare; (6) a dependent child’s ceasing to be a dependent child under the terms of the plan;
or (7) Chapter 11 bankruptcy of an employer from whose employ a covered employee retired.

Under COBRA, continuation coverage generally must be provided for 18 months after the date of the
qualifying event when a covered employee is terminated or has a reduction in hours. The period for qualified
beneficiaries who are disabled at the time of a termination of employment or reduction in hours may be extended
to 29 months. For other qualifying events, continuation coverage must be provided for 36 months. If, during the
18 month period following a termination or reduction in hours, an additional qualifying event occurs, the period
is extended to 36 months.

% Interaction Between COBRA and FMILA. The enactment of the FMLA and the USERRA operate
to delay the date on which a qualifying event may be deemed to have occurred under certain circumstances. For
instance, final regulations of the Department of Labor which were recently issued state that a qualifying event
generally does not occur due to a FMLA leave until the last day of the FMLA leave.” The occurrence of certain
events after the date of the qualifying event may cause the right to COBRA to terminate before the end of the
maximum period.

The taking of a leave under the FMLA, in and of itseif, does not constitute a qualifying event despite the
resulting reduction in hours. Rather, a qualifying event occurs due to a leave if (1) an employee (or the spouse or
a dependent child of the employee) is covered on the day before the first day of FMLA leave (or becomes covered
during the FMLA leave) under a group health plan of the employee’s employer, (2) the employee does not return
to employment with the employer at the end of the FMLA leave, and (3) the employee (or the spouse or a dependent
child of the employee) would, in the absence of COBRA continuation coverage, lose coverage under the group
health plan (i.e., cease to be covered under the same terms and conditions as in effect for similarly situated active
employees and their spouses and dependent children) before the end of what would be the maximum coverage
period, Furthermore, the IRS has indicated that the satisfaction of the above three conditions does not constitute
a qualifying event if the employer eliminates, on or before the last day of the employee’s FMLA leave, coverage

¥  ERISA §602.

®  See, ERISA §602(2); IRC §4980B(f)(2)(A).
%  ERISA § 605; IRC §4980B(f)(5).

% ERISA § 602(3); IRC §4980B(f)(2)(C).

1 Notice 94-103, 1994-51 IRBI, Q&A2.
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under a group health plan for the class of employees (while continuing to employ that class of employees) to which
the employee would have belonged if the employee had not taken WP leave.”

The final regulations state that the calculation of the maximum coverage period for COBRA when a leave
is involved is measured from the date of the qualifying event (i.e., the last day of leave). If, however, coverage
under the group health plan is lost at a later date and the plan provides for the extension of the required periods,
as permitted under Section 4980B(f)(8) of the IRC, then the maximum coverage period is measured from the date
when coverage is lost.”

Many plan sponsors have questioned the effect of an election by an employee not to exercise his right to
continue medical coverage during a leave or the failure of an employee to pay for coverage during leave. The
final regulations state that any lapse of coverage under a group health plan during a leave is irrelevant in
determining whether a qualifying event has occurred due to the leave.™

The final regulations also state that an employer cannot condition the offering of COBRA coverage on the
employee’s reimbursement of premiums paid by the employer for coverage under the group health plan during the
leave,%

COBRA requires specific election procedures. The election period must last at least 60 days beginning on
the date that the prospective employee receives notice of his or her continuation of coverage rights. The final
regulations state that if a qualifying event occurs at the end of a leave, the usual notice rules of COBRA generally

apply.

The employer generally must notify the plan administrator of the qualifying event within 30 days of the
last day of the qualifying event.*® The final regulations do not expressly address the effect of a COBRA Notice
provided more than 30 days before the end of the leave. Proposed Treasury Regulations indicate that notice may
be provided before the date of the qualifying event.”” Consequently, it is unclear whether the IRS views COBRA
Notices provided more than 30 days before the end of the leave as effective.

* Cost of COBRA Coverage. A plan generally may require payment of a premium not to exceed
102% of the cost to the plan of providing coverage for similarly situated beneficiaries with respect to whom a
gualifying event has not occurred. For the additional 11 months available as a result of disability, the premium
cannot exceed 150% of the cost to the plan of providing coverage for similarly situated beneficiaries with respect
to whom a qualifying event has not occurred.

Plan sponsors also must exercise caution to comply with COBRA's restrictions on the time period within
which Qualified Beneficiaries may be required to pay contributions. COBRA guarantees a qualified beneficiary that
he will receive a minimum of 45 days following the date on which he makes his election to pay his initial
contribution for the period between the date on which the Qualified Beneficiary makes his election. Thereafter, a
Qualified Beneficiary must be given until the later of the following dates to pay his contribution:

% See Notice 94-103, Q&A-1.
% Notice 94-103, Q&A-2.

¥ Notice 94-103, Q&A-3.

% See Notice 94-103.

% Notice 94-103, Q&A-6.

" &See Prop. Treas. Reg. §1.162-26, Q&A 372 (stating when period begins on the later of the date of the notification or
the date of the qualifying event).
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L] 30 days after the period of coverage begins;

® The time pertod allowed under the plan for covered employees or quatified beneficiaries
to make that contribution; or

L] The period of time allowed to the employer to pay coverage for similarly situated
employees under the terms of an arrangement between the employer and an insurance
company, HMOQ, or other entity providing plan benefits on behalf of the employer.

* Penalties for Failing to Comply with COBRA. The IRS may impose an excise tax of $100 a day
against an employer for any "noncompliance™ with COBRA.* Certain events can cause the imposition of other
excise taxes that are even larger. The IRS recently began to audit COBRA compliance based on these rules.

In addition, qualified beneficiaries may bring a private cause of action under COBRA to recover
damages” and attorneys fees.!® Where the violation results in a loss or denial of coverage, the courts often
award the actual medical and other expenses that the qualified beneficiary incurred as a result of the COBRA
violation (less any applicable premiums, deductibles, or co-payments) and attorneys fees.'”™ Delay in sending
COBRA notices extends the election period. In addition, under circumstances where the delay is particularly
egregious, courts have imposed penalties and other damages.'™ Courts can also award discretionary statutory
penalties of up to $100 a day for an employer’s failure to notify a COBRA beneficiary of his or her COBRA rights
when coverage commences and within the required time period following a qualifying event.'®

¢ HIPAA Amendments To COBRA. Under current law, an extended COBRA continuation coverage
period of up to 29 months is available to a covered employee who is disabled as of the date of his COBRA
qualifying event. HIPAA amends the COBRA provisions to provide that this extended period is available for any
qualified beneficiary, not just the employee. Moreover, HIPAA amends COBRA to provide that this provision
applies if the individual is determined to be disabled as of any date within 60 days following the COBRA qualifying
event.

HIPAA also amends COBRA to conform with the new portability requirements, so that the definition of
"qualified beneficiary " now includes newborns, adopted children and children placed for adoption. By November 1,
1996, employers were required to notify all COBRA beneficiaries of these changes, which became effective
January 1, 1997.

FEDERAL HEALTH BENEFIT MANDATES

L 4 Maternity Coverage. The VA/HUD bill provides that, effective for plan years beginning on or after
January 1, 1998, health plans must allow 48-hour hospital stays after vaginal births, and 96-hour hospital stays for
births by Cesarian section. A mother and her newborn may leave the hospital sconer if she and her attending
provider agree.

% [RC § 4980B(b).
% ERISA § 502(a).
0 ERISA § 502(g).
01 See Van Hoove v. Mid America Building Maintenance, 841 F.Supp. 1523 (D.Kan 1993).

W2 See Skeens v. Village Market, Inc., 1991 U.S. Dist. 15803 (E.D.Va. 1991} {(awarding $15 per day penalty plus
attorneys’ fees for inadvertent failure to provide COBRA notice).

1% ERISA §502(c)(1).
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Insurers are prohibited from offering incentives to mothers or health care providers to encourage shorter

. hospital stays.

The law’s imposition of the maternity stay requirements is a material modification in the terms of the plan
for purposes of assuring notice of such requirements under the plan. The law further provides that the summary
plan description required to be provided to participants with respect to such modification must be provided by not
later than 60 days after the first day of the first plan year in which the maternity stay requirements apply. However,
Labor Department Regulation § 2520-102-3(u) requires that if the group health plan provides newborn or maternity
coverage, the summary plan description must include a statement that discloses the maternity stay requirements
scheduled to take effect in 1998.'%

The new maternity law does not preempt state law to the extent that such state law either:

. Requires coverage to provide for at least a 48-hour hospital length of stay following a normal
vaginal delivery and at least a 96-hour hospital length of stay following a cesarean section; or

L Requires such coverage to provide for maternity and pediatric care in accordance with guidelines
established by the American College of Obstetricians and Gynecologists, the American Academy
of Pediatrics, or other established professional medical associations; or

* Requires that the hospital length of stay for such care is left to the decision of {or required to be
made by) the attending provider in consultation with the mother.

L4 Mental Health Parity Mandate. Currently, many health policies set a separate lifetime cap for mental
iliness while physical illnesses have either no lifetime cap or a significantly higher lifetime cap. The VA/HUD bill
provides that, effective for plan years beginning on or after January 1, 1998, health plans must set the same annual
and lifetime caps on mental health coverage as they do for medical and surgical services. Thus, to the extent a plan

. provides mental health benefits, if the plan or coverage does not include an aggregate lifetime limit on substantially
all medical and surgical benefits, the plan or coverage may not impose any aggregate lifetime limit on mental health
benefits. Alternatively, plans can have separate limits for mental health services that are no more restrictive than
those for medical/surgical services. The Secretary of Health and Human Services will issue regulations as to how
such separate aggregate limits will be determined by taking into account the weighted average of the aggregate
lifetime limits applicable to other categories. In the case of a group health plan that offers a participant or
beneficiary two or more benefit package options under the plan, the mental health parity requirements must be
applied separately with respect to each such option. However, the VA/HUD bill:

] Does not require a plan to provide mental health benefits, i.¢., plans are not mandated to provide
mental health benefits;

L] Does not require parity in mental health co-payments or deductibles as compared with medical co-
payments or deductibles;

] Allows plans to limit mental health coverage to "medically necessary services™ and allows plans
to manage treatments so as to control costs;

L] Does not require that substance abuse and chemical abuse treatments be covered by the same
parity requirement;

L] Does not apply to benefits for services furnished on or after September 30, 2001 (i.e., only
applicable for 33 months);

. 1®Note: The Labor Department Regulations seem to accelerate the deadline for providing this notification to the
first day of the first plan year that begins after June 30, 1997.
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] Does not apply to small businesses with 50 or fewer employees; and

] Does not apply to a group health plan or insurance coverage if the plan can prove that the
application of the new mental health provisions result in an increase in the cost under the plan (or
for such coverage) of at least one percent. The Clinton Administration recently announced its
intention to narrowly apply this last exception. It is our understanding that the Administration
intends to require that a group health plan comply with the new mandate for at least six months
and demonstrate that it, in fact, has experienced a cost increase of one percent before this
exception will apply.

L 4 Pediatric Vaccinations Mandates. OBRA 93 amended ERISA to require that a health plan continue any
pediatric vaccination coverage in place on May 1, 1993 even though there is a new government sponsored
vaccination program.

FEDERAL EMPLOYMENT DISCRIMINATION LAWS

Congress has enacted a number of Federal statutes that prohibit employment discrimination based on certain
characteristics. The Age Discrimination in Employment Act ("ADEA"), for example, prohibits employment
discrimination against persons over age 40. Title VII of the Civil Rights Act of 1964 prohibits employment
discrimination based con the race, color, religion, sex or national origin of an employee. Many of these Federal
prohibitions apply, in some manner, to health plans.

* HIPAA’s Disability Discrimination Prohibition. HIPAA provides that, for plan years beginning on or after

July 1, 1997, a group heaith plan or health insurance issuer may not establish rules regarding eligibility for health
care coverage based on any of the following factors with respect to an individual or a dependent of an individual:
health status; medical conditions (including both physical and mental conditions); claims experience; receipt of health
care; medical history; genetic information; evidence of insurability (including conditions arising out of domestic
violence)} or disability. Similarly, a plan may not establish premium contribution rules based on any of the above-
listed factors.'® This provision, for example, generally makes illegal the use of group health provisions
conditioning enroliment on the establishment of evidence of good health or insurability as well.!® Certain health
incentive arrangements also will need to be revised in response to this prohibition.

¢+ ADA Disability Discrimination Prohibitions. Employers may need to revise their welfare plans and
practices to eliminate any provisions, policies, or procedures that violate disabilities discrimination prohibitions of
the ADA. The ADA prohibits an employer'™ and any of its agents from discriminating against any "qualified
individual with a disability”'® in any term, condition, or privilege of employment. Although Section 501(a) of

105Treas. Reg. § 54.9802-1T.

1T eas. Reg. § 54.9802-1T(a)(4).

W Under the ADA, Federal law extends the prohibition against discrimination in employment based on disabitity to

private employers, private educational institutions, and private business and service providers, On July 26, 1992, the
employment provisions included employers with 25 or more employees. On July 26, 1994, however, the reach of the
employment provisions of the ADA was extended to employers with 15 or more employees.

1% The ADA defines a "qualified individual with a disability" as an individual with a disability who meets the skill,
experience, education and other job-related requirements of the position and who, with or without reasonable accommodation,
can perform the essential functions of the job. The ADA broadly defines an individual with a disability as including any of the
following persons: (1) a person who has a physical or mental impairment that substantially limits a major life activity; {2) a
person having a record of such an impairment; (3) a person regarded as having an impairment; and (4) a person who associates
with a person with a disability. Certain conditions that may have fit under the definition of a disability are specifically excluded
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the ADA contains special rules for health and other benefit plans,'® the Equal Employment Opportunity
Commission ("EEOC"} has indicated that it views the disability discrimination prohibition as generally applicable
to health and other benefit plans.!'® The EEQOC Technical Assistance Manual indicates:

L4 An employer that provides insurance or other benefits plans to its employees must provide the
same coverage to its employees with disabilities;

. An employer cannot deny insurance to an individual with a disability or subject an individual with
a disability to different terms or conditions of insurance based on a disability alone, if the
disability does not pose increased insurance risks; and

] An employer cannot fire or refuse to hire an individual with a disability because the employer’s
current health insurance plan does not cover the individual’s disability, or because the individual
may increase the employer’s future health care costs.

The EEOC Technical Assistance Manual also states that it is not a defense to a claim of unlawful
discrimination in hiring under the ADA that the applicant’s disability was not covered by the employer’s insurance
plan or that insurance premiums would have increased if the applicant had been hired.

The EEQC Technical Assistance Manual indicates that health and other welfare benefit plan provisions and
practices that comply with existing Federal and state insurance regulations generally do not violate the ADA simply
because they have an adverse effect on persons with disabilities unless the provisions of the program are "used as
a subterfuge to evade the purpose of the ADA." Whether a provision is used as a subterfuge will be determined
regardless of the date that the program or provision was adopted. The EEOC Technical Assistance Manual also
provides some insight into the activities that the EEOC views as permitted in light of Section 501(a) of the ADA.
For instance, an employer may continue to offer heailth insurance plans that contain pre-existing condition exclusions
or limit coverage or reimbursements for certain procedures or particular treatments as long as the restrictions are
uniformly applied to all insured persons, regardless of disability.

The ADA are a rising source of litigation against health plans and their sponsors. While the EEOC has
brought a number of these suits, the vast majority of this litigation has been brought by private plaintiffs. The
EEOC recently filed suit against Blue Cross Blue Shield of Missouri, which challenges coverage exclusions for high
dose chemotherapy with autologous bone marrow transplant (HDCT/ABMT).""! The EEOC alleges that in some
instances Blue Cross has covered the treatment and in other instances has denied coverage of the treatment on the
basis that it is an experimental procedure. If Blue Cross is applying a more stringent standard for the treatment for
persons afflicted with multiple myeloma and/or metastatic breast cancer, this would be relevant to the claims of
disability discrimination under the ADA as well as sex discrimination under the Civil Rights Act of 1964 since
metastatic breast cancer is found almost exclusively in women.

by the ADA.

5 Section 501(a) of the ADA provides that, unless used as a subterfuge to evade the purposes of the ADA, the ADA does
not prohibit or restrict (1) an employer's establishment, sponsorship, observation, or administration of the terms of bona fide
benefit plan; or (2) an insurer, hospital or medical service company, health maintenance organization, or any agent, or entity

that administers benefit plans, or similar organizations from underwriting risks, classifying risks, and administering such risks
consistent with state law.

U0 See, 42 U.5.C. § 12201(c); EEOC Technical Assistance Manual § 7.9.
Ul See EEOC v. Blue Cross Blue Shield of Missouri, E.D. Mo., No. 4:94MC00161.
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Similarly, in Runnebaum v. Nationsbank of Maryland, N.A.,'? the Fourth Circuit denied an employer’s
motion for summary judgment in an ADA claim brought by an employee who alleged that he was fired in violation
of ERISA and the ADA because his supervisor felt "panicky” and "uncontrolied” on learning that the employee was
HIV-positive.

* ADA Medical Record Confidentiality Requirements. The ADA requires that all information
regarding the medical condition or history of applicants or employees be maintained in separate medical files and
treated as a confidential medical record. Disclosure of this information is permitted only to specified
individuals.!® Most of the medical information that an employer or adrrinistrator obtains undoubtedly qualifies
for protection as a confidential medical record under the ADA (e.g. doctor’s reports describing a disability).

* Consequences Of ADA Violation. ADA defendants must explain their actions to a jury and bear
the burden of proof. Moreover, because lawsuits under the ADA often require the employment of technical and
medical experts as consultants or witnesses, such lawsuits are likely to be expensive to defend.

Employers and other persons who violate the ADA expose themselves to significant civil damages and legal
costs. For instance, the employment provisions of the ADA entitle an ADA claimant to seek, as redress,
reinstatement and monetary relief (including compensatory and punitive damages and attorney’s fees). Depending
upon the size of the employer defendant, juries also may award ADA plaintiffs up to $300,000 in punitive damages
for discrimination. Additionally, to the extent that a judgment relates to a decision regarding eligibility or coverage
under a self-insured employer-sponsored health benefit plan, the costs of the award may not be covered by the
employer’s group insurance contract or stop-loss insurance contract.

L4 ADEA Prohibited Age Discrimination. The ADEA, as amended by the Older Worker Benefit Protection
Act ("OWBPA"™), prohibits discrimination against individuals over age 40 on the basis of their age. The EEOC
interprets the ADEA as requiring that the actual amount of payment made or cost incurred on behalf of an older
worker equals the cost incurred on behalf of a younger worker.

¢ Civil Rights Act Title VII Pregnancy and Sex Discrimination Prohibition. Title VII of the Civil Rights
Act also prohibits sex-based discrimination within employee benefit plans. Under amendments enacted as part of
the Pregnancy Act, welfare plans cannot limit or exclude coverage for pregnancy in a discriminatory manner.
Rather, they must provide benefits for pregnancy on the same terms as any other illness or disability.

To minimize the risk of violating this prohibition, employers should draft welfare plans to expressty provide
that the pregnancy of an employee or spouse of an employee will be treated as any other illness. Based on the
boldings of the courts, however, this discrimination prohibition may not apply to a covered dependent child.
Consequently, employers should carefully review and craft their plan terms and policies to ensure that they conform
to the employer’s legaily compliant plan design objectives. Additionally, employers should use special caution when
crafting health plan provisions designed to manage pregnancy and related costs. Health or other welfare plan
provisions that require the covered employee or covered spouse to comply with additional plan certification or other
requirements not applicable to other disabilities or illnesses can violate Title VIL.

+ Prohibited Discrimination Against Medicare-Eligible Persons. The Social Security Act prohibits
discrimination against certain Medicare-eligible persons and prohibits the offering of certain incentives to such
individuals.

11250 Employee Benefits Cas. (BNA) 1977 (4th Cir. 1996).
W §ee BEOC Technical Assistance Manual § 6.5.
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The Social Security Act also specifies that a Medicare entitled individual whose current employer provides
a health plan has a right to refuse group health plan coverage offered by an employer.'* If the employee or
spouse refuses the group health plan coverage, Medicare is the primary payer for that individual.!'® However,
employers and other entities may not offer any financial or other incentive to an aged individual to induce him not
to enrolf or to terminate his enrollment in a group health plan in favor of Medicare unless that incentive also is
offered to all individuals who are eligible for coverage under the group health plan.!!® Entities that violate the
prohibition against the offering of such financial inducements are subject to up to a $5,000 civil penalty per
violation,!!?

Regulations issued by the HCFA in August, 1995 state that the prohibition against the offering by an
employer or other entity (such as an insurer) of any incentives to a Medicare-eligible individual not to participate
in a group health plan preciudes offering Medicare beneficiaries an alternative to the employer’s primary plan unless
the beneficiary has primary coverage other than Medicare.'"®

L ] CHAMPUS and Military Hospital Benefits. Many health plans exclude services for which the covered
persont is not legally obligated to pay. Federal law prohibits application of this exclusion to certain services
provided to veterans or others at military hospitals. Federal law also contains special rules that require the
restoration of coverage following military leaves of absence and the coordination of benefits with those provided
to employees and their dependents under the Civilian Health and Medical Program of the Uniform Services
("CHAMPUS™),

+ Prohibited Discrimination In Favor of Highly Compensated Employees Under A Self-Insured Medical
Plan, Nondiscrimination Provisions of Section 105(h) of the IRC. Section 105(h) of the Code requires that a
portion of the medical benefits provided to highly compensated employees under a self-insured medical plan wil]
be taxable as wages if the self-insured medical plan discriminates in favor of highly compensated employees with
regard to either eligibility to participate or benefits provided under the plan. The term "highly compensated
employee" is defined as: (i) the five highest paid officers; (ii) shareholders who own more than 10% in value of
the employer’s stock; and (ii1) the highest paid 25% of the employees. The highly compensated employee
determination is made on a controlled group basis. If a self-insured plan fails to satisfy the discrimination standards
set forth in Code Section 105(h)(3) and (4), part or all of the benefits received by the highly compensated employee
will be includable in the income of the highly compensated employee. In order to determine if a plan is non-
discriminatory, it must pass a two part test.

The first part of the test relates to eligibility to participate. In order to satisfy this part, one of two
numerical tests or a nondiscriminatory classification test must be satisfied. The numerical tests are satisfied if the
plan covers either (a) at least 70% of all employees, or (b) at least 80 % of all employees who are eligible to benefit
under the plan if at least 70% of all employees are eligible for benefits under the plan. Alternatively, the
classification test is met if the plan benefits a classification of employees set up by the employer which is found by
the IRS not to be discriminatory in favor of highly compensated employees. In performing either one of the
numerical tests or the classification test, an employer may exclude (i) employees who have not completed 3 years
of service, (ii) employees who have not reached the age of 25; (iii) employees who are considered part-time or
seasonal, (iv) employees covered by a collective bargaining agreement, and (iv) non-resident aliens eaming no
income from sources within the U_S.

U+ HCFA Reg. § 411.72(c).
" HCFA Reg. § 411.72(c).
Hs  HCFA Reg. §411.72(c).
17 Social Security Act § 1862(b)(3).
8 See 60 Fed. Reg. 45344-45372.
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The second part of the test relates to henefits provided. The general rule with regard to providing benefits
is set forth in Code Section 105(h)(4) which requires that all benefits provided for highly compensated employees
must also be provided for "all other participants.” Discrimination as to benefits is determined by reference to
benefits available under the pian, not to amounts actually paid.

Results of Failure To Meet 105(h) Nondiscrimination Tests. The 105(h) tests are applied separately on
the basis of employee eligibility for each plan or each benefit structure within the plan. Where a self-insured
employee benefit plan fails the eligibility test, the plan administrator must include a portion of any benefits provided
to any highly compensated employee in the highly compensated employee’s taxable income. The amount of the
taxable income required to be reported depends upon whether the self-insured health plan fails the eligibility test
or the benefits test, Failure to report, withhold, and pay FICA and FUTA for the taxable income of the highly
compensated employees triggers income and other penalties under the IRC.

Treasury Regulation Section 1.105-11(e)(3) provides guidance concerning how a plan administrator should
calculate the amount of this taxable income. In the case of benefits paid to a highly compensated individual under
a plan which fails to satisfy the nondiscrimination requirements of Code Section 105(h) in eligibility to participate,
the Regulations provide that the amount of excess reimbursement is determined by multiplying the total amount of
the medical benefit reimbursed to the highly compensated individual by a fraction. The numerator of the fraction
is the total amount of the medical benefits reimbursed during that plan year to all highly compensated individuals.
The denominator of the fraction is the total amount of the medical benefits reimbursed during that plan year to all
participants. The total amount reimbursed during the plan year would include all amounts paid on behalf of
employees and their covered dependents. Please note that this would impact all highly compensated individuals under
the plan, regardless of their level of benefit,

The following example illustrates how the income attributable to the discriminatory portion of the highly
compensated’s benefit is calculated. Assume Company X paid total claims of $600,000 during the most recent plan
year. Of that total, $150,000 in claims was paid for employees (or their dependents) who classify as highly
compensated. The plan fails the Code Section 105(h) nondiscrimination requirements. For each highly compensated
individual, Company X must report $150,000 / $600,000 or 25 % of their benefit received as taxable income. If John
Doe, a highly compensated individual, had total benefits for the plan year of $60,000, then $15,000 (25% x
$60,000), must be reported by Company X as taxable income for John.

It is important to remember that Code Section 105 is concerned with amounts received by an employee
through a self-insured medical reimbursement plan which are attributable to contributions of the employer, or
paid by the employer. This would inciude benefits provided through employer contributions or on a pre-tax basis
through a salary reduction arrangement (a Section 125 plan). If benefits are purchased by an employee on an after-
tax basis, such benefits would not be required to meet the Code Section 105(h) discrimination tests.

Treasury Regulation Section 1.105-1(e) describes the procedures for determining what portion of benefits
under a contributory non-insured medical plan are attributable to employer contributions. If the plan has been in
effect for at least three years before the beginning of the calendar year, the portion of the amount received which
is attributable to the employer’s contributions equals the amount which bears the same ratio to the amount received
as the contributions of the employer for the period of three calendar years next preceding the year of receipt bear
to the total contributions of the employer and all the employees for such period. As an example, assume Company
Z had employer contribution amounts of $500,000, $600,000, and $700,000 for the past three years. Total
contributions (employer and employee) for the same periods were $600,000, $750,000, and $900,000 respectively.
The amount of current year contributions attributable to the employer would be (500 + 600+ 700)/(600 + 750 +900)
or 80%. Thus, of the total contributions for the current year, 80% is attributable to employer contributions.

Many employers seek to avoid the obligation to report income pursuant to Code Section 105¢h) either by
requiring highly compensated employees to contribute to the self-insured health plan on an after-tax basis. If
Employers that seek to pursue this approach must keep in mind that ERISA generally requires the deposit of
employee contributions into a trust unless the employee contributions are paid pursuant to a cafeteria plan that meets
the requirements of Code Section 125. Proposed Treasury Regulation Section 1.125-2(A-4) may provide some
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support for an employer that is considering trying to avoid the obligation to comply with ERISA’s trust requirements
by requiring that the highly compensated employees pay their contributions on an after-tax basis under a cafeteria
plan. It states that an employee who purchases a benefit with after-tax employee contributions is treated as receiving
cash compensation equal to the full value of such benefit. As long as participants may choose among two or more
benefits consisting of cash and qualified benefits, the cafeteria plan apparently could continue to meet the definition
of a cafeteria plan under Code Section 125(d). However, the employer should evaluate the terms of the Cafeteria
Plan and the effect of the addition of the highly compensated employee’s contributions on its ability to satisfy the
discrimination rules of Code Section 123 and certain other issues to confirm if it is feasible to avoid the trust
obligations of ERISA for these contributions.

Another alternative used by many employers involves covering highly compensated employees under a
separate fully-insured plan. Under this approach, a separate fully-insured plan for its highly compensated
employees. The nondiscrimination requirements of Section 105(h) pertain only to self-insured medical programs.
Moving the highly compensated employees into a fully insured program would eliminate them from consideration
under the Code Section 105(h) discrimination tests. This would shrink the Code Section 105(h) discrimination testing
universe to only non-highly compensated employees. Under such a scenario, employers frequently find that their
self-insured health plan can pass the discrimination tests. In addition, if the highly compensated group is relatively
small in relation to the total employee population, such a move should not adversely affect the underwriting position
of the self-insured plan. On the other hand, the cost of purchasing coverage for highly-compensated employees can
be expensive, particularly where one or more of the employees or their dependents has health conditions affecting
the underwriting of the fully-insured product.

COORDINATION OF BENEFITS WITH MEDICARE AND MEDICAID

The Social Security Act requires that most health plans comply with special rules regarding the coordination
of Medicare benefits with benefits received under an employer-sponsored plan. OBRA '93 amended these rules in
several respects and also extended similar coordination of benefit rules to Medicaid. In addition, HCFA recently
published new regulations that provide guidance concerning these amended rules.

L4 Pre-OBRA ’93 Rules. Before OBRA 93, these rules required that most employer-sponsored group health
plans pay benefits without regard to the benefits payable under Medicare (1) for employees and spobses of
employees who are age 63 or older ("aged individuals"}); (2) during certain periods of treatment for persons entitled
to Medicare solely on the basis of end-stage renal disease; and (3) to certain persons entitled to Medicare on the
basis of disability. OBRA 93 amended these rules in several respects.

HCFA is presently administering a program to aggressively enforce these rules. Violation of these
requirements can expose the employer, the health plan, plan fiduciaries, and the claims administrator to significant
liabilities. Improper coordination of the group health plan benefits of an aged individual with Medicare may
constitute impermissible age discrimination. In conformity with the ADEA,'"? the Social Security Act requires
employers to provide the same health benefits under the same conditions to aged employees and their spouses unless
the aged individual refuses coverage under the group health plan.'® Tt is the policy of HCFA to refer cases of
apparent noncompliance with the ADEA to the EEOC.™

In addition, HCFA may recover an amount equal to the lesser of the amount of the Medicare payment or
the amount payable by the group health plan by direct collection or by offset against any monies HCFA owes the

19 ADEA § 623.
12 See, Social Security Act § 1862(b)(1)}AXID).
21 HCFA Reg. § 411.70(¢).
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entity responsible for refunding the conditional payment.'? HCFA can recover the overpayment directly from
the following: an employer, an insurance carrier, a health plan, a third party administrator or any other entity
responsible for making the primary payment;'® the covered person or beneficiary, provider, supplier, physician,
attorney, state agency or private insurer or other party that has received a payment under the primary health
plan;'? or the health plan, regardless of whether the group health plan already reimbursed the covered person or
provider.'® Regulations promulgated by HCFA in August, 1995 indicate that HCFA must file suit for recovery
of the primary payment, and it is entitled to recover an amount equal to twice the amount of the primary Medicare

payment.

Additionally, violation of the coordination of benefits rules may create liability to covered persons. Section
1862(b)(3) establishes a private cause of action for damages (which shall be in an amount double the amount
otherwise provided) in the case of a primary plan which fails to provide for primary payment (or appropriate
reimbursement) in accordance with secondary payer requirements under Medicare.!?® At least one court recently
ruled that violation of these rules may constitute a breach of fiduciary duty under the group health plan. Moreover,
another court recently ruled that improper coordination of group health plan benefits is a breach of fiduciary duties
under ERISA, for which the individual that determines the benefits payable may be held personally liable.

Finally, an employer or employee organization that contributes to a group health plan that violates
Medicare’s secondary payer requirements becomes liable for an excise tax equal to 25 percent of their contributions
during the calendar year for each non-compliant group health pian to which the employer or employee organization
contributes.

L 4 OBRA ’93 Amendments to Medicare and Medicaid Coordination of Benefit Rules. OBRA ’93 amended
the law to provide that the availability of Medicaid may not be taken into account in determining eligibility of an
individual or beneficiary to participate in a group health plan. Benefits must be paid pursuant to an assignment of
rights on behalf of participants that are required by Medicaid. Medicaid has subrogation rights. Other similar
provisions apply to the coordination of medical benefits with benefits provided under CHAMPUS or other Federal

benefit programs.

Furthermore, Medicare contains specific rules regarding the manner in which employer-sponsored health
benefit plan benefits are coordinated with Medicare. OBRA ’'93 amended these rules in several respects. The
following are among the more significant of these amendments:

. The term "active individual” was deleted. The sections now use the concept of an individual who
has a current employment status with an employer. Current employment status is found if the
individual is an employee, is the employer, or is associated with the employer in a business

relationship.
L The term "employer™ includes a self-employed person.
L For End Stage Renal Disease coverage, the 18-month rather than 12-month primary coverage by

a group health plan has been extended through September 30, 1998. End Stage Renal Disease
coverage 1s required by all plans, irrespective of size.

2 Social Security Act § 1862(b)(2) (B)(ii), (ifi); HCFA Reg. § 411.24(b),(c).
B HCFA Reg. § 411.24(e).

% HCFA Reg. § 411.24(g).

13 HCFA Reg. § 411.24().

1% Social Security Act 1862(b)(3).
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For Disabled Employee coverage, plans with 100 or more participants are required to provide
primary coverage to disabled individuals who have a current employment status with an employer.
Such coverage is also required for a member of the individual’s family. This coverage has been
extended through September 30, 1998.

Related Entities - All companies who are treated as a single employer under Section 52 or 414(m)
are treated as a single employer for the purpose of counting employees. Further, leased
employees under Section 414(n) are counted as employees.

\ 4 New Regualations. On August 29, 1995, HFCA amended its secondary payer regulations. The new
regulations took effect October 2, 1995.'7

The amended regulations are designed to address HCFA’s understanding of the secondary payer rules,
taking into account the OBRA 93 and other statutory changes. Accordingly, the new regulations address a wide
range of issues, including the actions that constitute a prohibited taking into account of Medicare eligibility. In this
regard, the Regulations identify prohibited actions as including:

Failure to pay primary benefits;
Offering coverage that is secondary to Medicare to individuals entitled to Medicare;

Terminating coverage because an individual has become entitled to Medicare, except as permitted
under the COBRA continuation rules;

In the case of a large group health plan, denying or terminating coverage because an individual
is entitled to Medicare coverage due to a disability without denying or terminating coverage for
other similarly situated individuals who are not eligible for Medicare on the basis of a disability;

Imposing limitations on benefits for a Medicare-entitled individual that do not apply to others
enrolled in the plan, such as providing less coverage, imposing additional exclusions, reducing
benefits, imposing higher deductibles or coinsurance, providing lower annual or lifetime benefit
limits, or applying more restrictive limitations for preexisting conditions;

Charging a Medicare-entitled individual higher premmums;
Requiring a Medicare-entitled individual to wait longer for coverage to begin;

Limiting payments to providers and suppliers to no more than Medicare would have paid while
paying higher amounts for the same services and supplies for plan beneficiaries who are not
entitled to Medicare;

Providing misleading or incomplete information that would induce a Medicare-entitled individual
to reject an employer plan, such as by informing the individual of the right to accept or reject the
employer plan but failing to disclose that if the plan is rejected, the plan cannot provide or pay
for secondary benefits;

Including a notice in a plan’s brochures, claim forms, or other materials distributed to
beneficiaries, providers, and suppliers that Medicare is to be billed first for services furnished
without also stipulating that this directive applies only when Medicare is the primary payer; and

Refusing to enroll an individual for whom Medicare would be a secondary payer when enrollment
is available for similarly situated individuals who are not entitled to Medicare.

177 See 60 Fed. Reg. 45344-452372 (August 29, 1995).
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The reguiations also identify certain permitted practices. For instance, if a group health plan or large group
health plan makes benefit distinctions among various categories of persons unrelated to the fact that an individual
is disabled, such as on the basis of length of service, job category, or marital status, that plan may make the same
distinctions among the same categories of Medicare-entitled individuals whose plan coverage is on the basis of
current employment status.

For purposes of the rules, the new regulations define a "similarly situated individual " as:

] In the case of employees, other employees enrolled or seeking to enroll in a group health plan;
and
® In the case of other categories of individuals, other persons in any of those categories who are

enrolled or seeking to enroll in the plan.
Highlights of some of the other issues addressed in the new regulations include:

L] Guidance about HCFA’s interpretation of the interaction of the MSP rules and the
continuation coverage requirements under COBRA;

L Guidance about the application of certain penalties; and

* Administrative and appeals procedures.

STATE LAWS APPLICABLE TO HEALTH PLANS AND THEIR SPONSORS

The pre-emption provisions of ERISA operate to insulate health plans and their sponsors from the obligation
to comply with most state laws. Section 514 of ERISA provides that ERISA supersedes any state law that "relates
to" a welfare benefit plan and is not specifically excluded from pre-emption under Section 514(b) of ERISA.'®

Although the courts traditionally have construed the phrase "relates to” broadly, the Supreme Court earlier
this year examined the limits of ERISA’s preemptive reach as applied to health plans in its decisions in Travelers
and Chassin. Both Travelers and Chassin addressed whether ERISA bars the application of New York’s hospital
surcharge to medical services reimbursed by ERISA-covered health plans. In Travelers, the Supreme Court held
that New York’s hospital surcharge was not preempted by ERISA when applied to insured health plans. According
to the Supreme Court, a law only "relates to" an employee benefit plan if the law binds plan administrators or
sponsors to a particular choice, precludes uniform administration of the provision of a uniform interstate benefit
package, conflicts with ERISA, or otherwise affects an employee benefit plan in some other impermissible
manner.In Chassin, the Supreme Court vacated the Second Circuit’s decision, which held that ERISA preempted
the New York hospital surcharge as applied to self-insured health plans and remanded that case to the Second Circuit
for evaluation in accordance with the guidance provided by the Travelers decision. Upon remand, the Second
Circuit ruled that ERISA did not preempt the law. Many commentators view the Travelers and Chassin decisions
as signaling a narrowing in the reach of ERISA preemption. Others point out that IRC Section 162(n), which
prohibits employers from deducting any health plan contributions if the plan does not pay the New York surcharge,
renders ERISA preemption practically irrelevant as applied to the New York statute.

ERISA Section 514(b) carves out certain state laws from the preemptive reach of ERISA. For example,
ERISA does not pre-empt any applicable criminal law of a state, The other exceptions to pre-emption most often
relevant to health plans are discussed in the following paragraphs.

1% ERISA § 514(a).

-38-




+ Savings Clause For State Insurance Laws. The "Savings Clause™ of ERISA preserves the enforceability
of state laws that regulate the business of insurance, banking or securities.'® At the same time, however, the
"Deemer Clause”™ of ERISA prohibits a state from deeming an employee benefit plan or any trust established under
such plan to be an insurance company or other insurer, bank, trust company or investment company or to be
engaged in the business of insurance.!®

* Hawaii Prepaid Health Care Act. The Hawaii Prepaid Health Care Act mandates that employers doing
business in Hawaii provide certain health care benefits for their employees in accordance with the provisions of the
Hawaii Prepaid Health Care Act, as effective on September 2, 1974. This exception to ERISA pre-emption does
not extend to amendments to the Hawaii Prepaid Health Care Act enacted after September 2, 1974 or any other state
tax law that relates to employee benefit plans.'* Tt should be noted that a minor technical amendment to the
Hawaii Prepaid Health Care Act is contained in OBRA *93.'#

4 Multiple Employer Welfare Arrangements. Section 514(b)(6) of ERISA also specifically preserves the
enforceability of certain state insurance laws against employee welfare benefit plans that constitute "multiple
employer welfare arrangements” ("MEWAs").'*

MEWA Defined. An arrangement is a MEWA if it is (ERISA §3(40)):

L Established or maintained to provide welfare benefits through the purchase of insurance
or otherwise;'*

. Provides welfare benefits to employees of two or more employers or their beneficiaries
where the employing entities are not under common control;

. Is established and maintained by an employer, an employee organization or any other
individual;
L Is not established or maintained pursuant to one or more collective bargaining

agreements; and

. Is not established or maintained by a rural electric cooperative or rural telephone
cooperative association.'®

¥ ERISA § 514(b}(2).

130 ERISA § 514(b)(2XB).

3t ERISA § 514(b)(5).

B2 BRISA §514(b)(5)C).

3 A "multiple employer welfare arrangement” or "MEWA™ is an employee welfare benefit plan or any other arrangement
established by an employer, an employee organization, or any other individual for the purpose of offering or providing welfare
benefits to employees of two or more employers.

3 MEWASs not covered by ERISA remain subject to state insurance laws that regulate the business of insurance. See,
Credit Managers Assoc. v. Kennesaw Life and Accident Ins. Co., 809 F.2d 617 (9th Cir. 1987) (applying California Insurance
Code requirements regarding receiverships and coverage). They remain subject to regulation under state insurance laws as well
as other state Jaws.

13 See ERISA §3(40).
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A MEWA does not exist if all of the persons covered by the plan are employed by trades or businesses
that belong to the same "controlled group.”® If the same five or fewer individuals own at least 80 percent of
each employer providing coverage under a health plan, that health plan will be considered to be under common
control by the Department of Labor.'

+ State Laws Enforceable Against MEWAs. As amended by OBRA '93, ERISA requires that
MEWASs comply with qualified medical child support orders and state laws enacted to implement the new Social
Security Act §1908."* A fully insured MEWA also must comply with state insurance laws that require the
maintepance of specified levels of reserves and specified levels of contributions.® Before the enactment of
OBRA 93, MEWA was considered fully insured if the terms of the arrangement provided for benefits guaranteed
under a contract, or policy of insurance, issued by an insurance company, insurance service, or insurance
organization qualified to conduct business in a state.!® OBRA 93 amended ERISA to specify that a MEWA is
fully-insured only if the terms of the arrangement provide for benefits the amount of which The Secretary of Labor
determines are guaranteed under a contract, policy of insurance issued by an insurance company, insurance service,
or insurance organization qualified to conduct business in a state.'®! The addition of the statutory requirement
of a determination by the Secretary of Labor calls into question whether any MEWA may qualify as fully-insured
without seeking a ruling of its character from the Department of Labor,

A MEWA that is not fully insured must comply with state insurance laws which are consistent with Title
I of ERISA."* The Ninth Circuit’s holding in Kanne v. Connecticut General Life Ins. Company'® suggests that
state common law causes of actions arising from improper processing of benefit claims and providing for the award
of exemplary or pumitive damages are inconsistent with ERISA. Additionally, the Department of Labor has
indicated that a state insurance law is inconsistent with Title I of ERISA if compliance with the law would either
abolish or abridge an affirmative safeguard otherwise available to plan participants or beneficiaries under Title I of
ERISA, such as the right to receive or review documents or the right to obtain COBRA continuation coverage; or
if compliance with a state law would create an actual conflict between the obligations of state law and the obligations
of ERISA so that concurrent compliance with both the state law and ERISA becomes a physical impossibility.'*

In contrast, the Department of Labor requires that a MEWA meet more stringent standards of conduct than
required by ERISA; that a MEWA provide more or greater protection to participants or beneficiaries than required

¥ BRISA §3(40).

137 BRISA Section 3(40) directs the Secretary of Labor to issue regulations that define a "control group” using principles
similar to those applied to identify commonly controlled trades or businesses under ERISA’s plan termination rules except that
"ecommon control shall not be based on an interest of less than 23 percent.” The Department of Labor has not issued regulations
expressly defining "control group" for purposes of ERISA Section 3(40). The Depariment of Labor's plan termination
regulations define a control group as a group of trades or businesses treated as single employer under Internal Revenue Code
Section 414(¢c). In practice, the Department of Labor seems to use the 80 percent control test under Internal Revenue Code
Section 414(c) to decide if two businesses qualify as a single employer.

1% See, ERISA §514(b)(6)(D) 29 U.S.C. §1169.

¥ BRISA §514(b)(6).

W ERISA §514(b)(6)D).

W1 ERISA §514(b}6XD).

U2 See, ERISA Advisory Opinion 89-34A (December 22, 1989).

15 See, 867 F.2d 489 (9th Cir. 1988), cert. denied, 109 S.Ct. 3216 (1989).

% ERISA Advisory Opinion 90-18A (July 2, 1990).
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by ERISA; and that the MEWA maintain specified levels of reserves or contributions to ensure its ability to pay
benefits consistent with ERISA.'*

The Department of Labor and many state insurance departments have targeted MEWA arrangements for
special enforcement initiatives.

+ HIPAA’s Implications For ERISA Preemption. Congress clearly indicated that HIPAA’s provisions are
not intended to modify the general preemption provisions contained in Section 514 of ERISA. However, HIPAA
allows states to establish or continve standards and requirements that are more liberal than those provided in
HIPAA. Thus, for example, a state could adopt a maximum preexisting condition exclusion period that is even
longer than that provided for in HIPAA.

HIPAA’S MEDICAL SAVINGS ACCOUNTS

Although House and Senate Conferces deadlocked for weeks over the fate of the highly touted and
controversial provisions about medical savings accounts ("MSAs"), the MSA rules of HIPAA, afier significant
tailoring by House and Senate Conferees, survived.

An MSA is a trust created or organized in the United States exclusively for the purpose of paying the
qualified medical expenses of the account holder, pursuant to a written instrument which meets certain requirements.
An MSA is similar to a flexible spending account, except that employees are not required to forfeit the amounts left
in their account at year’s end.

Beginning January 1, 1997, HIPAA provides that employers and individual taxpayers may set aside money
to pay for medical expenses on a tax preferred basis by making contributions to MSAs. However, MSAs are
available only to self-employed individuals and to employees of a small employer that sponsors a high-deductible
plan.

With respect to the MSA provisions, a "small employer” is generally defined as an employer with no more
than 50 employees during the year preceding the establishment of the MSA. If a small employer exceeds the 50-
employee limit, it can continue to establish and make contributions to MSAs until the year following the first year
in which the employer has more than 200 employees. Only those employees who had an MSA can continue
contributing (or having the employer contribute) to the MSA after the year following the first year in which the
employer has more than 200 employees.

Further, with respect to the MSA provisions, a "high deductible plan™ is a health plan with an annual
deductible of at least $1,500 and no more than $2,250 in the case of individual coverage and at least $3,000 and
no more than $4,500 in the case of family coverage. In addition, the maximum out-of-pocket expenses with respect
to allowed costs (including the deductible) must be no more than $3,000 in the case of individual coverage and
$5,500 in the case of family coverage. These amounts are subject to change with inflation.

Generally, earnings on amounts in a MSA are not currently includable in income. HIPAA amended Code
§ 62 to provide that an individual may deduct contributions made to an MSA within the limits of the Code if he is
an eligible individual during any month of the taxable year. Distributions from a MSA for the medical expenses
of a participant or his or her dependents are generally excludible from income.

The MSA provisions are limited to a four-year pilot peried, from 1997 through 2000. In addition, there
is a cap (generally 750,000 taxpayers) who can participate in the pilot program.

145 Id
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HIPAA HEALTH CARE FRAUD RULES

HIPAA expands significantly the criminal liability exposures of employers and other health plan sponsors,
health plan administrators, health plan service providers, and others involved in the administration of health plans.
Employers, health plan administrators, and others must consider the Federal Sentencing Guidelines
implications of these new rules and establish effective procedures in light of these implications,

L4 Extension of Fraud and Abuse Rules To Health Plans. Buried deep within HIPAA’s amendments to the
fraud and abuse requirements of the Social Security Act are a number of significant amendments. As an initial
matter, HIPAA significantly expands the reach of these rules so that they apply to all federal, state and private
health care plans. HIPAA Section 262 amends the definition of "health care plan” for purposes of the fraud and
abuse rules to include, in part:

. A group health plan which has 50 or more participants; or is administered by an entity other than
the employer who established and maintains the plan

L] An employee welfare benefit plan or any other arrangement which is established or maintained
for the purpose of offering or providing health benefits to the employees of two or more
employers.

® A health insurance issuer;

] A health maintenance organization;

L Part A or Part B of the medicare program;

L] A Medicare supplemental policy;

L A long-term care policy.

* New Federal Health Care Crimes. As a result of amendments enacted as part of HIPAA, employers and

other plan sponsors will need to exercise special precautions to ensure that procedures for coordination of their
health plan benefits with other health benefit coverages are proper. HIPAA makes it a crime for any person acting
in a matter involving a health care benefit program in connection with delivery or payment of health care benefit
items or services to knowingly or willfully:

L] Falsify, conceal or cover up any tricks, scheme or device or a material fact;
o Make any material false, fictitious or fraudulent statements or representations; or
L] Use any materially false writing or document knowing that it contains a materially false, fictitious

or fraudulent statement or entry.
Persons convicted of these activities face up to five years of imprisonment, fines, or both.

HIPAA defines "health care fraud” as an act committed by any person who knowingly and willfully
executes or attempls to execute a scheme or artifice to defraud any public or private heaith benefit program or to
obtain by any false or fraudulent pretenses, representations or promises any of the money or property owned by or
under the custody or control of a health care benefit program in connection with the delivery or payment of health
care benefits, items or services. Therefore, individuals convicted of engaging in health care fraud face serious
criminal sanctions. For instance, if the violation results in serious injury, the person shall be fined under HIPAA,
imprisoned for up to 20 years, or both. If the violation resuits in death, the guilty party may be imprisoned for life,
fined, or both. Otherwise, violators may be imprisoned for up to 10 years, fined, or both.
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HIPAA also provides that any persen who knowingly and wiltfully embezzles, steals, or otherwise without
authority converts to his own use or the use of any other person who is not the rightful owner, or intentionally
misapplies any monies, funds, securities, premiums, credits, properties, or other assets of a health care benefit
program is subject to imprisonment for up to 10 years, fines, or both.

+ Requirement to Report Adverse Actions. HIPAA requires that group health plans report "final adverse
actions” against health care providers, suppliers and practitioners, including:

L] Any civil judgment related to the delivery of health care items or service

. Federal and state criminal convictions related to delivery of a health care item or service

L Licensing or certification actions of federal or state agencies.

As part of this report, the group health plan will be required to report the name and the tax identification
number of the recipient of the final adverse action. The group health plan also will be required to provide
information about health care entities with whom that individual is associated, the nature of the adverse action, a
description of the activities resulting in the underlying action, and a host of other information. HHS will issue
regulations further explaining these requirements, the information required to be provided, and the procedures for
providing this information. HHS will maintain this information on a confidential basis for use in connection with
the development of a health care quality data bank. HHS will provide access to information in this data bank, at
a fee, to federal and state agencies and health plans.

+ Clarification That Certain Health Flan Incentives Permitted. HIPAA § 231 amends the Social Security
Act to clarify the circumstances under which vanations in co-insurance amounts and deductibles will fall within a
safe harbor exemption from the fraud and abuse rules.

4 Wrongful Disclosure of Individually Identifiable Health Information. In addition, HIPAA provides
substantial penalties as a result of the wrongful disclosure of "individually identifiable health information.” HIPAA
defines "individually identifiable health information,” in part, as "any information, including demographic
information collected from an individual,” that:

L Is created or received by a health care provider, health plan, or employer; or

™ Relates to the past, present or future physical or mental health or condition of an individual, the
provision of health care to an individual, and

- identifies the individual; or

- with respect to which there is a reasonable basis to believe that the information can be
used to identify the individual.

With respect to the wrongtul disclosure of an individual’s health information, HIPA A provides that a person
who knowingly and in violation of HIPAA either (1) uses or causes to be used a unique health identifier; obtains
individually identifiable health information relating to an individual; or (3) discloses individually identifiable health
information to another person, shall:

[ ] Be fined not more than $50,000, imprisoned not more than 1 year, or both;

[ ] If the offense is committed under false pretenses, be fined not more than $100,000, imprisoned
not more than 5 years, or both; and
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) If the offense is committed with intent to sell, transfer, or use individually identifiable health
information for commercial advantage, person gain, or malicious harm, fined not more than
$250,000, imprisoned not more than 10 years, or both.!®

HIPAA’S TAX RELIEF FOR SELF-EMPLOYED INDIVIDUALS

Section 311(b) of HIPAA amended Code Section 104(a)(3) to provide that a self-employed individual who
receives payments from a self-insured plan will be able to exclude those provisions froin income, The Conference
Report indicates that the purpose of this amendment is to equalize treatment from self-insured plans with payments
received from commercial insurance.

HIPAA gradually will increase the percentage of health insurance premiums that self-employed individuals
may deduct. Prior to HIPAA, Code § 162(1) limited the deducticn that a self-employed individual could claim as
a deduction for health insurance premiums to provide medical coverage for himself and his dependents to 30 percent
of the premium paid. HIPAA increases this percentage {o 40 percent in 1997 and 45 percent for the 1998 through
2002 tax years. Thereafter, HIPAA specifies that the deductible percentage will increase 10 percent per year until
for tax years beginning after 2005, the deductible percentage equals 80 percent. HIPAA also specifies that for
purposes of determining the amount deductible by a self-employed person under Code § 162(1), only eligible long-
term care premiums paid for a qualified long term care contract are deductible.

These provisions regarding self-employed individuals are effective for plan years beginning on or after
January 1, 1997.
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