President Obama signed into law two bills to implement comprehensive reform of our health care
system. On March 23, 2010 he signed the Patient Protection and Affordable Care Act (PPACA) into
law as Public Law 111-148. It is the primary blueprint for the reforms. On March 30, 2010, he signed
into law the Health Care and Education Reconciliation Act (HCERA) as Public Law 111-152.
HCERA modified certain elements of PPACA. The following are the provisions of the most direct
interest to small business.

AMERICAN HEALTH BENEFIT EXCHANGES

While the establishment of the Exchanges is a complex topic, four points are essential to understanding
the impact of reform on employers:

e States are required to establish American Health Benefit Exchanges by 2014.

e Individuals may obtain their coverage through these Exchanges.

e Most subsidies for individuals are tied to coverage through the Exchanges.

e These Exchanges will include Small Health Option Programs (SHOPSs) through which small
businesses may obtain coverage. Generally, small businesses with up to 100 employees will be
able to acquire coverage through the Exchanges. After 2016, States may expand the pools to
include larger employers.

INDIVIDUAL RESPONSIBILITIES

Individuals must obtain “minimum essential coverage” for health insurance for themselves and
dependents. The requirement begins in 2014 with a $95 minimum penalty. The minimum penalties
increase to $325 in 2015 and to $695 in 2016. If household “modified adjusted gross income” exceeds
specified levels, the penalty is greater. The percents of household income are 1.0 percent in 2014 (so
an individual making more than $9,500 would pay more than the minimum flat amount as a penalty in
2014), 2.0 percent in 2015, and 2.5 percent for 2016 and thereafter.

There is a cap on the minimum penalty per family of no more than 300 percent of the minimum
penalty (e.g. $95 x 300 percent = $285 for 2014), regardless of the size of the family. Children under
18 are assessed at half the minimum penalty. If the cost of lowest available plan exceeds 8 percent of
income there is no penalty for not having coverage, and there are hardship and religious exclusions.

EMPLOYER RESPONSIBILITIES

Effective January 1, 2014, there are large employer “shared” responsibilities. An employer is a large
employer with respect to any calendar year if it employed an average of at least 50 full-time employees
during the preceding calendar year.

The new law assesses a penalty on employers with 50 or more full time equivalent (FTE) workers that
fail to provide coverage to their employees and have at least one full time employee who receives a
premium tax credit established by the new law. An FTE is 30 or more hours a week. In calculating
the average, an employer shall, in addition to the number of full-time employees for any month,
include for such month a number of full-time employees determined by dividing the aggregate number
of hours of service of employees who are not full-time employees for the month by 120.



If the large employer is required to pay a penalty, the annual assessment is $2,000 times all full time
employees. The large employer can subtract the first 30 full time employees from the payment
calculation (e.g., a firm with 51 workers that does not offer coverage will pay an amount equal to 51
minus 30, or 21 times the applicable per employee payment amount).

The new law allows businesses to go over the 50 employee limit for 120 days when using seasonal
employees, without triggering the potential assessment liability.

If the large employer offers coverage but there is an employee who obtains coverage through an
Exchange and receives a premium tax credit, the employer is assessed $3,000 for each such employee.
(The overall exposure is capped) An employee will be eligible for a premium tax credit if the cost of
the employer plan exceeds more than 9.5 percent of the employee’s income or the actuarial value of
the plan is less than 60 percent of the new law’s specified minimum essential coverage.

Employers with more than 200 employees must automatically enroll all employees in their plans.

A large employer’s plan will have to meet the minimum essential coverage requirements to be a
“qualified employer sponsored plan,” however, the new law does “grandfather” existing employer
plans. The grandfathering applies to the benefit standards imposed by the law. However, those plans
must comply with some new requirements within six months of enactment including: eliminating pre-
existing conditions exclusions for children (by 2014 for adults); using a definition of dependent child,
if dependent coverage is offered, to allow coverage up to age 26; and prohibiting lifetime limits on
coverage and rescissions of coverage. The plans must meet new restrictions on annual dollar coverage
limits this year, and eliminate them by 2014. Grandfathered employer plans must be modified by 2014
to eliminate waiting periods beyond 90 days.

While a small employer is not required to offer health insurance plans, most group plans will have to
meet the insurance reforms (e.g. no pre-existing conditions) imposed by law on grandfathered plans.

The government has issued regulations on grandfathered plans. One of the most common questions is
what types of changes would result in a plan losing “grandfathered” status. According the
government, the following are considered to change a health plan so significantly that they will cause a
group health plan or health insurance coverage to relinquish grandfather status:
*Elimination of all or substantially all benefits to diagnose or treat a particular condition.
*Increase in a percentage cost-sharing requirement (e.g., raising an individual’s coinsurance
requirement from 20% to 25%).
*Increase in a deductible or out-of-pocket maximum by an amount that exceeds medical
inflation plus 15 percentage points.
*Increase in a copayment by an amount that exceeds medical inflation plus 15 percentage
points (or, if greater, $5 plus medical inflation).
*Decrease in an employer’s contribution rate towards the cost of coverage by more than 5
percentage points.
*Imposition of annual limits on the dollar value of all benefits below specified amounts.

Conversely, the government has said that the following types of changes would not be considered
significant: cost adjustments to keep pace with medical inflation, adding new benefits, making modest
adjustments to existing benefits, voluntarily adopting new consumer protections under the new law, or



making changes to comply with State or other Federal laws. Premium changes are not taken into
account when determining whether or not a plan is grandfathered.

Also the government has indicated that an employer can change the “carrier” (enter into a new policy,
certificate, or contract of insurance) without ceasing to be a grandfathered health plan, provided no
major changes have been made to the plan itself.

ESSENTIAL BENEFITS

The law requires non-grandfathered plans in the individual and small group markets both inside and
outside of the Exchanges to include certain essential health benefits (EHBs) beginning in 2014. Self-
insured group health plans, health insurance coverage offered in the large group market, and
grandfathered health plans are not required to cover the essential health benefits. The law provides
that EHBs include items and services within the following 10 benefit categories: (1) ambulatory patient
services, (2) emergency services (3) hospitalization, (4) maternity and newborn care, (5) mental health
and substance use disorder services, including behavioral health treatment, (6) prescription drugs, (7)
rehabilitative and habilitative services and devices, (8) laboratory services, (9) preventive and wellness
services and chronic disease management, and (10) pediatric services, including oral and vision care.

Under the law, the Department of Health and Human Services (HHS) was given the task to determine
the scope of the essential health benefits and the standard is “equal to the scope of benefits provided
under a typical employer plan,” but the law did not define “typical.” The HHS has decided to let the
States decide. States would have the flexibility to select an existing health plan to set the “benchmark”
for the items and services included in the essential health benefits package. States may choose one of
the following health insurance plans as a benchmark:

e One of the three largest small group plans in the state;

e One of the three largest state employee health plans;

e One of the three largest federal employee health plan options;

e The largest HMO plan offered in the state’s commercial market.

If states choose not to select a benchmark, HHS intends to propose that the default benchmark will be
the small group plan with the largest enrollment in the state.

SMALL BUSINESS TAX CREDIT

The law created a 35 percent tax credit for 2010-2013 of the lesser of (1) the amount of contributions
the employer made on behalf of the employees during the taxable year for the qualifying health
coverage and (2) the amount of contributions that the employer would have made during the taxable
year if each employee had enrolled in coverage with a small business benchmark premium. There is a
similar 50 percent credit beginning in 2014 for no more than two consecutive taxable years but the
insurance must be obtained through an Exchange.

To be eligible for the credits, small employers have to contribute at least 50 percent of the cost of
premiums towards a qualified health plan. Small businesses with 10 or fewer full-time employees and
with average taxable wages of $25,000 or less could claim the full credit. It is phased out as average
employee compensation increases from $25,000 to $50,000 and as the number of full-time employees
increases from 10 to 25. Full-time employees would be calculated by dividing the total hours worked



by all employees during the tax year by 2,080 (with a maximum of 2,080 hours for any one employee).
Seasonal workers would be exempt from this calculation. Self-employed individuals, including
partners and sole proprietors, two percent shareholders of an S Corporation, and five percent owners of
the employer are not treated as employees for purposes of this credit. There is also a special rule to
prevent sole proprietorships from receiving the credit for the owner and their family members.

The credit is only available to offset actual tax liability and is claimed on the employer’s tax return.
The credit is not payable in advance to the taxpayer or refundable. Thus, the employer must pay the
employees’ premiums during the year and claim the credit at the end of the year on its income tax
return.

INDIVIDUAL SUBSIDIES

If individuals obtain their coverage through an Exchange, they may be eligible for a premium tax
credit. There is a sliding scale based of a percent of the Federal Poverty Level (FPL). The lower your
income, the bigger the subsidy (or looking at it the other way, the less of your income you are required
to pay for obtain coverage). Individuals and families with household income of up to 400 percent of
FPL would not be required to spend more than a specified percent of their income on premiums.
Individuals and families will receive a credit so that families at the 400 percent FPL will have to pay
no more than 9.5 percent of their incomes. (The 2012 Poverty Guidelines for the 48 Contiguous States
and the District of Columbia for one person in the family - $11,170 for two - $15,130, for three -
$19,090, or for 4 - $23,050 and so forth). Therefore, a family of four with household income of
$92,200 (400 percent of $23,050) would be eligible for a premium tax credit.

(The subsequent law that repealed the infamous Form 1099 requirement used a “recapture of excessive
subsidy payments” as the offset for the repeal, but it did not change the basic subsidy formula.)

As noted in the employer mandate section, if an employer offers coverage but the employee’s
contribution would exceed 9.5 percent of income or if the plan pays for less than 60 percent of covered
expenses, the employee is eligible for the premium credit.

TAX INCREASES
Hospital Insurance Trust Tax

The law increases the Medicare Hospital Insurance (HI) trust portion) of the payroll tax to 2.35 percent
from 1.45 percent (i.e. a 0.9 increase) on wages or self-employment income over $200,000 for
individual return and $250,000 for a joint return. There is no limit on the amount of wages or self-
employment income that is subject to the tax (unlike the social security portion of the FICA tax, which
has a wage cap). This is an increase in the employee’s share only. The employer will continue to pay
to its 1.45 percent rate share on the employee’s wages. In the case of the self-employed, they will pay
“only” the additional 0.9 percent. The increase takes effect in 2013.

Unearned Income Medicare Contribution Tax

Since the HI applies only to earned income, the new law establishes a new “Unearned Income
Medicare Contribution” (UIMC) tax. This is calculated separately from the HI tax and would apply to



“net investment income” which is interest, dividends, royalties, rents, gross income from a trade or
business involving passive activities, and net gain from disposition of property (other than property
held in a trade or business). The rate is 3.8 percent. The UIMC tax on net investment income would
not apply if modified adjusted gross income is less than $250,000 in the case of a joint return, or
$200,000 in the case of a single return. The UIMC tax takes effect in 2013.

Health Care Benefit Excise Tax

The law imposes an excise tax of 40 percent on health insurers and health plan administrators for
coverage that exceeds certain thresholds ($10,200 single coverage and $27,500 for family coverage;
11,850 and $30,950 for retirees and employees in high risk professions, indexed for inflation.) Health
insurance coverage subject to the excise tax is broadly defined to include not only the employer and
employee premium payments for health insurance (including self-insured plans). In addition, tax
advantaged accounts such as flexible spending accounts (FSASs), health savings accounts (HSAs) and
health reimbursement accounts (HRAS) are also specified as health insurance coverage and subject to
the excise tax. It excludes stand-alone dental and vision plans from the tax and permits an employer
to reduce the cost of the coverage when applying the tax if the employer’s age and gender
demographics are not representative of the age and gender demographics of a national risk pool.

The excise tax takes effect in 2018.

Miscellaneous Tax ltems

*The threshold for claiming the itemized deduction for medical expenses is increased from 7.5 percent
to 10 percent, beginning in 2013.

*Contributions to Flexible Spending Accounts (FSAS) are capped at $2,500 (indexed) annually,
beginning in 2013.

*Employers would have been required to include the value of an employee’s health coverage on the
Form W-2 beginning with the forms for the 2011 tax year but the IRS subsequently postponed the
requirement for a year and postponed it for two years for employers that issue fewer than 250 W-2s.

Since then, the IRS has published guidance on how the larger employers and eventually small
employers are to comply with this disclosure requirement. For larger employers, the information will
be on the W-2s for 2012 wages (that is, the forms required for the calendar year 2012 that employers
generally are required to furnish to employees in January 2013 and then file with the Social Security
Administration (SSA)).

Employers that issue fewer than 250 W-2s will have an extra year to comply so the first disclosures
will be included on the W-2s for 2013 wages (that is, the forms required for the calendar year 2013 that
employers generally are required to furnish to employees in January 2014 and then file with the SSA).

There has been a lot of confusion about this new disclosure. While it appears on the W-2 form, it has
no taxable consequences. It is purely informational. This has not stopped the Internet from spinning
the story out of control. The reporting to employees is for their information only, to inform them of
the cost of their health care coverage. It does NOT result in any excludable employer provided health
care coverage becoming taxable.



The IRS notice answers many of the questions what costs need to be included on the Form W-2. The
notice is Notice 2012-09 and can be found at http://www.irs.gov/pub/irs-drop/n-12-09.pdf

(This summary is subject to change. It is provided for informational purposes only, not as legal advice. It is advisable to
confirm all dates and numbers before taking specific actions.)



