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HSAs, FSAs, HRAs
Which Consumer-Driven Health Care Option Should You Choose?

With the alarming increases in health care costs, employers are looking
1o consumer-driven health plans to help rein in expenditures. Cosumer-
driven plans, which include Health Savings Accounts (HSAs), Health
Reimbursement Arrangements (FRAs), Flexible Spending Accounts
(FSAs), and defined-contribution plans, give individuals more choices
and more control over the money being used to purchase health care,
which encourages them to be value-conscious shoppers in the health
care marketplace. Unfortunately, many consumers and employers are
confused about the differences between the various consumer-driven
plans and which option would be best for them. The Council for Af-
fordable Health Insurance (CAHI) has prepared this analysis in an
effort 1o help people make informed choices.

Health Savings Accounts. According to America’s Health Insurance
Plans, the HSA program has grown from 438,000 people covered by an
IHSA in 2004 (the first year of the program’s existence) to 6.1 million
people in 2008. Health Savings Accounts combine a high-deductible
health insurance policy with a savings account. The high-deduectible
policy protects the insured from the cost of a catastrophice illness, pro-
longed hospitalization or a particularly unhealthy year. Deposits to
HSAs are tax deductible (and in some cases tax free). HSA funds not
spent by year’s end may be rolled over to the next year and grow with
interest tax free. Those who withdraw HSA money for purposes other
than health care expenses must pay income taxes plus a 10 percent
penalty oa the amount withdrawn. The savings account is controlled by
the insured and is intended to pay small and routine health care ex-
penses. Specifically, Health Savings Accounts for tax year 2008;

e  Must be coupled with a health insurance policy with a minimum
deductible of $1,100 for an individual ($1,150 for tax year 2009),
with total annual out-of-pocket expenses no more than $5,600
($5,800 for tax vear 2009}, or $2,200 for a family deductible, with
total annual out-of-pocket expenses no more than $11.200 (for tax
year 2009, the numbers are $§2,300 and $11,600, respectively);

e Allowable contributions are now up to $2,900 for an individual
(53,000 for tax year 2009) or $5,800 ($5,950 for tax year 2009)
for a family, regardless of the policy deductible;

¢  Permit “catch up,” or increased, coniributions for individuals aged
55 and over — an additional $900 per person (31,000 for tax year
2009 and years going forward); and

o  Allow both employers and individuals to contribute to their
account.

Flexible Spending Accounts. Congress authorized FSAs under the
Revenue Act of 1978. FSAs allow employees to contribute some of
their own salary on a pretax basis to an account to pay for health care
expenses or their share of health insurance premiums. Like HSAs,

contributions to an FSA are exempt from both income and payrofl
taxes. However, under the tax code, only employers can sef up this
program for their employees, thus excluding the self-employed and
millions of employees who are prohibited from creating their own ac-
counts, But the biggest downside of FSAs is the use-it-or-lose-it provi-
sion, Although employees contribute the money, employers get to keep
any unspent balance at year’s end. Because it is difficult for a family to
predict its annual medical expenses, employees ofien overfund their
accounts and by December {ind themselves spending on unnecessary
or frivolous health care so they will not have to forfeit the remaining
money.

Health Reimbursement Arrangements. In June 2002, the IRS an-
thorized HRAs and published guidance regarding their tax treatment
HRAs offer employers few restrictions and, as a result, attracted a lot
of interest from employers looking at consumer-driven options. (HSAs

were not yet available.) Notice that # is not called a Health Reimburse-
ment “Account” (a common mistake) but “Arrangemeni,” HRAs allow
the employes 10 use the employer's money solely for medical ex-
penses. The funds are owned by the employer, not by the employee,
and they may not be withdrawn for nonmedical expenditures. I with-
drawals are permitted for nonmedical expenses, the plan will be dis-
qualified for ail employees, and they will owe taxes on all amounts
paid out of the HRA, including all prior medical reimbursements, Un-
spent IIRA balances may accumulate from year to year, and employers
may or may not allow departing employees access to the balances alfter
they have lefi the company. With some exceptions, the large majority
of employers are not making the funds available.

I1t’s All about Incentives. One of the main differences between the
FSA, IMRA and now the HSA is the financial incentive to be a value-
conscious health care consumer. FSA funds do not acerue to the em-
ployee and therefore offer the employee little incentive to control
spending — at least at the end of the year. Indeed, the only way to gain
value from the money is to spend it. If HRAs are treated like FSAs,
they could increase health care spending rather than reduce it, as any
consumer-driven plan should. These problems could be fixed, how-
ever. Congress did authorize a one-time rollover of unused FSA funds
to an HSA (same for FIRA funds). Congress should go further than a
one-time allowance and change the FSA’s use-it-or-lose-it rule 10 a
use-it-or-save-it provision. Congress also could give employees an
ewnership right to their FIRA funds. However, as more and more indi-
viduals and employers move to the HSA option — which they surely
will do since the advantages to having an HSA greatly outweigh those
of FSAs and HRAs for most people — the political pressure and need
to amend FSAs and HRAs may diminish. Those who want a consumer-
driven option will simply choese an HSA. For a side-by-side compari-
son of HRAs, FSAs and HSAs, please see the table.

For & complete analysis of the HSA law, please see CAHI’s Issues and
Answers: Answering Your Questions About Health Savings Accounts.



BSA

F5A

HRA

Eligibility

Individun]l must not be enrolled in Medicare and not cov-
ered by any other health ptan which duplicntes any benefits
in the qualified high-dedoctible plan.

Individual must work for an cmployer
who offers one.

Individunl must work for sn employer who
offers one.

Whe “owns” it?

Individunlemployee.

individual/employee.

Employer.

‘Whe funds it? Typically individual andfor employer. Both may make | Employee only via payroll deduction { Employer enly (self-employed prectuded).
contribusions in the same year. Employer allowed 1o make | (self-employed precluded).
additional contribution to help lower-paid workers.

How is it funded? For 2008, the maximum allowable contribution to an HSA | A set amount of prelax wages desig- | Employer funding only. Account is “nctional”

is $2,900 for individual coverage and $5,800 for family
coverage (for 2003, 33,000 and 55950, respectively).
Texpayers allowed full-year contribusions for pari-year
coverage. Fowever, they must maintain a qualified HDHP
for o fufl year bepinning in the month the HSA begins or
pay a tax on the confribution plus 10% penaity. Consribu-
tions to the HSA may be made through §125 Cafeteria
Plans. An employee is zllowed a onc-dime rollover of
unused funds from an HRA or FSA s long as it is before
03§/01/2012. Also allowed is a ope<time {ransfer from an
[RA to an HSA. IRS rolfovers cannat exceed the HSA
contribution limit or excess contributions rufes {i.e., pen-
alty and tux) apply.

nated by the employee is deposited
directly into an account vin payrofl
deduction,

not cash deposits.  Employer reimburses em-
ployee when presented with o valid receipt.

‘What type of corresponding
heaith plan is required?

Requires a high deductible heaith pian with a minimum
deduetible of $1,100 for individuals and 52,200 for family
coverage (for 2009, $1,150 and $2,300, respectively). Total
costs to the inswred eannot exceed 55,600 far an individual
and $11,200 for a family, incleding both the deductible and
copayments {for 2009, $5,800 and $11,600, respectively).
Since the Inw does not specifically detail a maximum
deductible, the out-of-pockel spending eap in effect be-
comes the maximum deductible. All amounts are indexed
for inflation. HDHP allowed to offer first.-dollar coverage
for preventive care and still qualify. Penalties for poing out
of the PPO network do not count ioward the total cosis 1o
the insured, Employees can have a limited-purpose health
FS3A or HRA, a suspended HRA, o post-deductible health
FSA or HRA, or a retirement HRA (IRS Publication 969).

Any type of health plan arrangemess.

Any type of health plan armangement.

Docs interest accrue?

Intercst can be acerued tax free in qualified HSAs.

Enterest not accrued.

Interest not accrued or addressed in IRS regula-
tions.

Substantiation of expenses

1t is self-substontiation of expenscs.

The employer must approve expenses
and can disallow lor reimbursement
evenrt though the expense may be a
gualificd §213(d) expense,

The employer must approve expenses and can
disallow for reimbursement even though the
expense may be a qualified §213(d) expense.

Is it portable?

Completely portable. The individual owns the HSA and
takes it with him or her when leaving employment.

Mot ponable. Unused funds must be
spent by year’s end {or by termination
of employment before year's end),
otherwise individual loses money.

Not portable. HRAs cannot be rolled over to a
new employer. An employer is under no eblign-
tion to continue the arrangement afer empioyee
departure, however an employer may chese to
continue reimbursing a former employee’s
expenses from the HRA.

Can funds be used for non-
medieal expenses?

Funds used for non-medical expenses are taxed ns income
and incur a 10%5 penalty. After age of Medicare cligibiiity
there is no penaliy.

No, health portion of FSA only used
for expenses defined under §213(d) of
IRC.

No, only expenses defined under §213(d) of
IRC.

What s the tnx trentment?

Qualified expenses reimbursed {Tom the HSA are tax-free.

Coniributions to the FSA are tax free
and so reduce annual taxable inceme.
No limit by law, but the pian sets
either a maximum dolfar or percent-
age contribution amount.

Reimbursemenis to employee are tax frec as
lTong as they are used on qualified bealth care
purchases.

Is there a “catch up™ contri-
bution provision for older
workers?

Individuals age 35 or older may contribute more 1o the
account per year. For tax year 2008, an additional $900 per
person is allowed (for 2009 and thereafter, the amount is
$1,000). Married couples may both contribute a eatch up
contribution to an HSA, if both are cligible, but they must
both open an HSA in their own name.

Not available.

Not availabie,

How are unused balances
treated with other benefit?

Unused finds roll over nusomatically every vear.

Money is forfeited bock 1o employer
at year's end if there are any remain-
ing FSA funds, uniess the employer
offers o grace period. However, in
coardination with an HSA, allowed a
onetime rollover from FSA as long os
it is before 01/01/2012.

Hnused funds may be rolled over to successive
years if allowed by the employer. In coordina-
tion with an HSA, allowed a one-time rollover
from HRA as long as it is before 01/01/2012,

Prepared by Victoria Craig Bunce, Director of Research and Podicy

For additional information please contact the Council for Affordable Health Insurance, at 703/836-6200 or by email at publications(@cahi org
Copyright © 2008, The Council for Affordable Health Insurance Al rights reserved. Reproduction or distribution without the express consent of CAHI is prohibited.




