
 
 

 
 

Dec. 29, 2015 

Year-end Guidance from Feds Reminds Us 
What’s Naughty and Nice Under ACA 

The federal agencies responsible for the Affordable Care Act (ACA) have given us a stern 
reminder of what’s not allowed (naughty) and what’s permitted (nice) under the health reform 
law. 

The latest guidance, which consists of 26 questions and answers along with some 
accompanying final regulations, revisits some of the most technical, arcane issues of the ACA 
(principally, health reimbursement arrangements, or HRAs, flex credits and wellness programs 
and how they affect affordability determinations). We’ve agonized over these topics before 
and will refer below to our prior Alerts as we dive headfirst into the holiday spirit associated 
with these topics. 

The agencies have chosen the Christmas season to officially address some topics that have 
continued to puzzle us tax and ERISA geeks at Lockton:   

 What exactly qualifies as a good faith effort to satisfy the onerous ACA tax reporting 
obligations for calendar year 2015? 

 Are the 9.5% affordability safe harbors for employers adjusted for inflation? 
 Does a workers’ compensation leave of absence count as hours worked toward 

determining an employee’s full-time status under the ACA’s employer mandate? 

 For employers who are government contactors subject to the Service Contract or Davis 
Bacon Acts, how does providing cash compensation in lieu of health insurance or other 
fringe benefits affect affordability determinations under the employer mandate? 

Before we discuss the “nice,” let’s revisit the agencies’ aversion to HRAs, wellness programs 
and overly complex affordability determinations. Except where otherwise noted, the new 
guidance applies to plan years beginning on or after Dec. 16, 2015. 
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The Naughty - HRAs and their Hobbled Future, Revisited 

An HRA is a reimbursement arrangement funded solely by the employer (i.e., no pretax 
employee contributions under Tax Code Section 125’s rules). HRAs may reimburse an 
employee for tax-qualified medical expenses (including premiums) incurred by the employee, 
his or her spouse, and children through the year in which the children attain age 26. Typically, 
HRAs have annual dollar limits on reimbursements. Another variation on an HRA is an 
employer payment plan (EPP), which is used to reimburse an employee for his or her after-tax 
premium payments, up to a predetermined dollar amount. 

As we’ve noted before, HRAs and EPPs are problematic under the ACA’s prohibition on dollar 
limits for essential health benefits because, by their nature, they provide benefits limited to a 
specific dollar amount. Prior guidance, which we discussed in our Sept. 18, 2013, Alert, 
required that HRAs for active employees be coupled to (or integrated with) major medical 
coverage, subject to some exceptions for HRAs that only reimburse for dental and vision 
expenses or EPPs that only reimburse for dental and vision premiums. 

Lockton comment: Retiree-only HRAs are permitted, but disqualify the retiree from 
getting a tax credit on a public health insurance exchange, or “marketplace.” 

The new FAQs largely remind us what we already know: the federal agencies make stand-
alone HRAs for active employees rather complicated endeavors. The new rules offer some 
additional complexities: 

• No “springing HRA” for premiums after an employee terminates. We already know that 
an employee cannot use an HRA to purchase an individual policy in a marketplace. 
Although an HRA for non-employees (e.g., retirees) may do so, the agencies have 
clarified that when an employee terminates employment, any remaining account 
balance in his or her integrated HRA cannot be used to purchase such individual 
coverage. This, in turn, implies a requirement that the HRA administrator segregate 
pre-termination from post-termination HRA accruals, to ensure the former are not used 
to reimburse individual marketplace purchases. 

• No family HRA for an employee with single coverage. We know that an HRA for 
employees must be “integrated” with other group medical coverage in order to survive 
under the ACA. If an employee has single (i.e., employee-only) coverage under a 
group plan that includes an HRA, the HRA cannot be used to reimburse the employee 
for the out-of-pocket medical expenses of the employee’s spouse or dependents. In 
other words, expenses that can be reimbursed under the HRA are limited to individuals 
who are covered under the medical plan. This new prohibition will apply for plan years 
beginning in 2017. 

• No EPPs funded through a Section 125 plan. The prohibition on EPPs for active 
employees, not surprisingly, extends to EPPs that are funded by employee pretax 
contributions under a Section 125 plan. 

Lockton comment: Pre-health reform IRS guidance had authorized employees to 
fund, on a pre-tax basis, a “premium payment account” under a Section 125 plan. The 
employees could then reimburse themselves, from the accounts, for the purchase of 

http://s3-us-west-2.amazonaws.com/lockton-corporate-website/Compliance-Alerts/Compliance/09182013_HRA_Guidance_v3.pdf
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individual health insurance policies. These accounts violate the ACA because they 
inherently include dollar limits, and can’t be considered “integrated” with individual 
coverage. 

More Naughtiness: Affordability Determinations with Wellness Incentives, HRA 
Allocations and Flex Credits 

In order to avoid potential penalties, an employer’s offer of health coverage to its full-time 
employees-─at least the employee-only level of coverage─-must be both qualifying (i.e., must 
satisfy a “minimum value” requirement) and affordable to the full-time employee, or the 
employee is free to decline the employer’s offer and seek individual coverage in a 
marketplace.  

Under the ACA statute, an employer’s offer is “affordable” if an employer charges no more 
than 9.5 percent of an employee's household income for employee-only coverage. The 9.5 
percent has been adjusted for inflation to 9.56 percent for 2015 and 9.66 percent for 2016. 

Adjusting Affordability Safe Harbor Percentages 

Because an employer won’t know what an employee’s household income is, the IRS allows for 
several safe harbors for complying with this standard, including W-2 pay, rate of pay and 
poverty level safe harbors (see Compliance News). Unfortunately, these safe harbors – as 
originally crafted by the IRS – were not adjusted for inflation. Thus, there is currently a 
mismatch between how the marketplaces determine if coverage is affordable (i.e., no more 
than 9.66 percent of household income in 2016) versus the employer safe harbors (which use 
a static 9.5 percent). 

The agencies have at last indicated they will propose rules to allow employers to use the 
higher, inflation-adjusted percentage (9.56 percent for plan years beginning in 2015 and 9.66 
percent for plan years beginning in 2016) when applying the safe harbors. 

Lockton comment: Why the IRS didn’t peg the affordability safe harbor percentages 
to the same inflation adjustments that apply to marketplace affordability 
determinations is unclear, and that failure created unnecessary complexities that the 
IRS will now eliminate. 

Wellness Incentives and Affordability 

Prior agency guidance, discussed in our Alert, addressed how wellness awards (and penalties) 
affected the calculation of affordability. New final regulations issued by the agencies largely 
reiterate the prior guidance. 

Specifically, the affordability calculation must assume that all employees fail to meet the 
criteria for both outcomes-based wellness incentives and participation-based incentives, such 
as incentives to complete health risk assessments, etc. In other words, affordability will be 
determined without taking into account any wellness-related incentives available to or even 

http://viewer.zmags.com/publication/71a841a3
http://s3-us-west-2.amazonaws.com/lockton-corporate-website/Compliance-Alerts/Health_Risk_Solutions/Alert_Min_Value_Affordability.pdf
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earned by the employees. 

Importantly, however, there is an exception for incentives for tobacco use. Discounts for non-
tobacco users must be taken into account for all employees when determining affordability. 
That is, affordability will be determined by assuming that everyone ─- even tobacco users -─ 
receives the non-tobacco incentive (they won’t actually receive the incentive, of course; they’ll 
just be deemed to have received it, for purposes of the affordability calculation). 

To sum up the rule in a coarse fashion, “The Feds will assume you are an unhealthy mess, but 
they’ll assume you don’t smoke.” 

Lockton comment: An affordability calculation will never take into account incentives 
actually earned or forsaken under a wellness program. Rather, either everyone is 
deemed to have received the incentive or denied the incentive, depending on the 
nature of the wellness program. 

HRA Allocations and Affordability 

Prior IRS guidance has also addressed how monies allocated to HRAs that are coupled with 
health plans (i.e., integrated HRAs) affect the affordability calculation. Newly available 
amounts under an integrated HRA will count toward affordability only if the HRA monies can 
be used 1) for premiums under the health plan with which the HRA is integrated, or 2) for 
premiums and cost-sharing.  

Any such HRA contribution is treated as ratably earned each month during the plan year. For 
example, a $1,200 annual employer HRA contribution described above would reduce an 
employee’s required premium payment for single coverage by $100 each month for 
affordability purposes. 

Example: The employee-only contribution for health coverage under the employer’s 
group health plan is $200 per month. For the current plan year, the employer makes 
newly available $1,200 under an HRA that the employee may use to pay the employee 
share of contributions for the medical coverage, pay cost-sharing, or pay toward the 
cost of vision or dental coverage.  

The $1,200 employer contribution to the HRA ratably reduces the employee’s required 
contribution for the coverage. For affordability purposes, the employee’s required 
contribution for the medical plan is deemed to be $100 ($200 - $100) per month 
because one-twelfth of the $1,200 HRA amount per month is taken into account as an 
employer contribution, whether or not the employee uses the HRA to pay the 
employee share of contributions for the medical coverage. 

Flex Credits, Opt-Out Credits and Affordability 

IRS final regulations published in 2014 provide that, when determining the affordability of a 
coverage offer to an individual, for purposes of the individual mandate, certain employer-
provided credits under a Section 125 plan are taken into account, thus reducing the amount 
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the employee is asked to pay and making the offer more affordable. See our Alert of Dec. 10, 
2014. As we feared, the IRS has provided the same logic with respect to the employer 
mandate – severely complicating employer-provided “cash or coverage” incentives -- although 
the rules provide a delayed effective date for compliance. 

According to the IRS, the first step in the analysis is to determine the type of employer flex 
credit. A “health flex contribution” is an amount that can be used toward the cost of health 
coverage and must be used for anything that qualifies as tax-free medical care under the Tax 
Code. A “health flex contribution” cannot be taken as cash or any other type of taxable benefit 
(e.g., contribution to a 401(k) plan). As you would expect, this type of flex contribution 
reduces the employee’s premium for affordability purposes. 

In contrast, any other type of flex contribution, including those where the contribution can be 
taken as cash or used for non-health expenses (e.g., dependent care flexible spending 
account, or FSA) is called a “non-health flex contribution” and does not reduce the employee’s 
premium for affordability purposes (but see the discussion later about Service Contract and 
Davis Bacon Act employees). The following examples illustrate the rules: 

Example 1 (health flex contribution): An employer provides a $350 per month 
flex credit under its Section 125 plan that participating employees may elect to apply 
toward the purchase of any of the nontaxable benefits offered under that plan. The 
flex credit is not cashable. The only benefits offered under the cafeteria plan are 
medical coverage that qualifies as MEC, dental and vision coverage, and a health FSA.  

Under the rules, affordability of the medical coverage would be determined by applying 
the entire $350 credit against the contribution the employee would otherwise be 
required to make. Thus, if the employee’s required contribution toward the cost of the 
medical coverage was $300 per month, the employee would be treated as being 
required to pay nothing toward the cost of coverage for affordability purposes. If the 
employee’s required contribution toward the cost of the medical coverage was $400 
per month, the employee would be treated as being required to pay only $50 per 
month toward the cost of coverage for affordability purposes. 

Example 2 (non-health flex contribution): The facts are the same as in Example 
1 above, except that the Section 125 plan includes a dependent care FSA, and 
employees may elect to apply the flex credit toward the dependent care FSA. Under 
the rules, this one change means that affordability of the medical coverage would be 
determined by applying none of the $350 flex credit against the contribution that the 
employee would otherwise be required to make. Thus, if the employee’s required 
contribution toward the cost of the medical coverage was $300 per month, the 
employee would be treated as being required to pay $300 toward the cost of coverage 
for affordability purposes, even if the employee, in fact, elected to apply some or all of 
the flex credit toward the cost of the medical coverage. 

Significantly, these rules will soon force most employers to abandon or severely reduce the 
value of a “cash or coverage” opt-out incentive. That’s because the IRS has concluded that 
where an employee foregoes a cash incentive in order to enroll in medical coverage, the “cost” 
of the coverage includes not just the employee-paid premium, but the cash incentive the 
employee declined. 

http://s3-us-west-2.amazonaws.com/lockton-corporate-website/Compliance-Alerts/Health_Reform_Advisory_Practice/14_12_10_Moving_Target_Final.pdf
http://s3-us-west-2.amazonaws.com/lockton-corporate-website/Compliance-Alerts/Health_Reform_Advisory_Practice/14_12_10_Moving_Target_Final.pdf
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Example 3 (non-health flex contribution, or cash opt-out credit): Assume the 
same facts as Example 1 above, except that employees receive any unused flex credit 
in cash (or assume, alternatively, that the employer simply offers the employee a $350 
per month “cash or coverage” opt-out incentive).  

Under the rules, the flex credit would not reduce the employee’s cost of coverage for 
affordability purposes, even if the employee, in fact, elected to apply the flex credit 
toward medical coverage. More damaging, the flex credit or the opt-out credit has the 
effect of increasing the required employee premium contribution, for affordability 
purposes. 

Because the receipt of the unused flex credit in cash, or receipt of the cash opt-out 
credit, depends on the employee waiving medical coverage, the IRS concludes that the 
employee’s “cost” for the medical coverage includes the cash the employee had to 
forego in order to enroll in the medical plan. Thus, in our example, the employee’s 
monthly cost for employee-only coverage is deemed to be $650 (the $300 per month 
contribution plus the $350 cashable credit).  

That means an employer offering a cash payment to employees who waive medical 
coverage risks making the coverage less affordable for purposes of the employer play 
or pay penalties. 

The good news, if any, is that employers with non-health flex contributions are able to use 
those amounts to reduce the amount of the required employee premium for 2016 (i.e., plan 
years beginning before Jan. 1, 2017), provided the contribution scheme was in place on Dec. 
16, 2015. However, the agencies encourage employers to show the unreduced premium for 
ACA reporting purposes via Form 1095-C (so the employee won’t be disqualified from getting 
a tax credit if he or she purchases coverage on the exchange). Employers who show the 
unreduced premium and are contacted by the IRS for assessment of a penalty will be able to 
claim transition relief if the “reduced” premium amount made the employee’s coverage 
affordable (e.g., reduced premium of less than 9.5 percent of the employee’s rate of pay). 

A Warning to Naughty Educational Institutions: Be Careful About Using a Temp 
Agency to Evade the Employer Mandate’s Break-in-Service Rules 

Special break-in-service rules under IRS regulations allow an employer to treat an employee 
who returns to active service after an extended break as a newly hired employee for employer 
mandate purposes. 

Different rules apply to educational and non-educational employers. Employees of educational 
organizations who have a break in service of less than 26 weeks cannot be treated as new 
hires when they return to work (the rule is designed to prevent the employer from treating the 
employee as a new hire, for example, after the employee returns from summer recess). Non-
educational institutions are subject to a shorter 13-week break-in-service threshold. For more 
information, see our extended discussion of these rules in our Compliance News. 

According to the agencies, some educational institutions are circumventing the spirit of these 
rules by terminating certain employees (like bus drivers and cafeteria workers) and hiring 
them back (or hiring replacement employees) from temporary staffing agencies in order to 
avoid the 26-week break rule. The staffing agency can then argue that it can apply the 13-

http://viewer.zmags.com/publication/71a841a3
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week break-in-service rule to these employees, and treat many of them as new hires when 
they are recalled to service after a summer or other extended break. 

The new FAQs contain a threat of future guidance regarding employees who provide services 
to educational institutions, but who are not employed by the school. In short, the agencies 
want to apply a 26-week break-in-service rule (not 13 weeks) if an employee is “not provided 
a meaningful opportunity to provide services during one or more months of the calendar 
year.” The idea here is to require the staffing agencies to keep the employees busy doing 
other things during the break from their service for the educational institution. 

In addition, the future regulations would prevent an employment break period from adversely 
affecting an employee’s average hours of service over the measurement period (i.e., the 
employment break period would be ignored when calculating average hours). 

This won’t be an issue or concern until we get proposed regulations, but has the potential for 
making life more difficult for employers who provide staffing services to schools, and perhaps 
even for employers (like school bus companies or food service companies) whose clients are 
educational institutions.  

Niceness: New Rules on Service Contract/Davis Bacon Act Employees, Workers’ 
Comp Leaves, HSAs and FSA Carryovers 

Disability Leaves and the Employer Mandate 

For purposes of determining an employee’s hours of service (and thus his or her full-time or 
part-time status, for employer mandate purposes), any period during which the individual 
retains employee status and receives payments from the employer, an insurer or trust fund 
(e.g., union fund) qualifies as hours of service, including short-term or long-term programs to 
which the employer contributes directly or indirectly. However, the following do not qualify 
and would give rise to no hours of service: 

• Workers’ compensation benefits. 

• State-mandated disability benefits (e.g., non-occupational disability benefits that are 
mandated by California, Hawaii, New Jersey, New York and Rhode Island). 

• Unemployment compensation benefits provided by a state or local government. 

 Short-term or long-term disability benefits when the premium is paid after-tax by the 
employees, so that any payments received are tax free. Arguably, the same result 
applies if the employer pays the premium and then taxes the employee (imputes 
income) on that amount. 

Service Contract and Davis Bacon Act Issues 

Employers who contract with the federal government are obligated to provide employees with 
a mandated level of fringe benefits or they can choose to pay additional cash compensation in 
lieu of that. These federal laws include the Service Contract Act (SCA) and the Davis-Bacon 
Act. For plan years beginning before Jan. 1, 2017, employer payments for fringe benefits will 
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be treated as reducing the employee’s required contributions for purposes of determining 
affordability, even if the employee can choose cash in lieu of health insurance. However, this 
reduction can be no more than needed to satisfy the fringe benefit requirements under the 
SCA. 

Example: An employer offers employees subject to the SCA group health plan 
coverage. Under the employer’s Section 125 plan, an employee may elect to receive 
self-only coverage under the plan at no cost, or may alternatively decline coverage 
under the health plan and receive a taxable payment of $700 per month. For the 
employee, $700 per month does not exceed the amount required to satisfy the fringe 
benefit requirements under the SCA.  

For purposes of determining affordability, the required employee contribution for the 
group health plan for an employee who is subject to the SCA is $0. However, if the 
employee applied for subsidized coverage in a marketplace, the marketplace would 
view the required contribution for the group health plan as $700 per month. 

The agencies encourage employers to show the unreduced premium for ACA reporting 
purposes via Form 1095-C (so the employee won’t be disqualified from getting a tax credit if 
he or she purchases coverage in the marketplace). Employers who show the unreduced 
premium and are contacted by the IRS for assessment of a penalty will be able to claim 
transition relief if the “reduced” premium amount made the employee’s coverage affordable 
(e.g., reduced premium of less than 9.5 percent of the employee’s rate of pay). 

HSAs and VA Care 

Under a new law that will go into effect Jan. 1, 2016, Veterans’ Administration (VA) medical 
benefits received for a service-related disability will not be taken into account when 
determining eligibility for health savings account (HSA) contributions. (For more information, 
please see our Alert.) 

Because of the difficulties in determining when care received at a VA facility is service-related 
or non-service related, IRS has adopted a rule of administrative convenience that any hospital 
care or medical services received from the VA by a veteran who has a disability rating from 
the VA will be considered to be hospital care or medical services for a service-connected 
disability and, therefore, won’t affect eligibility for HSA benefits. 

FSA Carryovers 

IRS guidance from 2013 allows a $500 carryover of year-end account balances under health 
flexible spending accounts (health FSAs). We discussed these rules in a previous Alert. The 
new FAQs provide clarification on certain issues: 

• FSA COBRA premiums – In determining the COBRA premium for the FSA, the carryover 
cannot be taken into account. 

• Carryover for COBRA beneficiaries – If an employer allows a carryover for active 
employees, the carryover feature must be available to employees on COBRA, but not 

http://s3-us-west-2.amazonaws.com/lockton-corporate-website/Compliance-Alerts/20151104_ACA_Auto_Enroll_Medicare_B.pdf
http://s3-us-west-2.amazonaws.com/lockton-corporate-website/Compliance-Alerts/Compliance/11262013_HRA_FSA_Year_End_Issues_v2(dc)jw.pdf
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beyond the COBRA coverage period. 

• Limits on carryover feature – It’s permissible to limit the carryover to employees who 
enroll in the FSA in the subsequent year, and to limit the carryover to a maximum 
period, such as one year. 

A Clarification on ACA Reporting – Is it Naughty or Nice? 

Last but not least, the IRS has provided some additional details on what qualifies as good faith 
efforts to comply with the ACA reporting requirements for 2015. As we mentioned in our Alert 
of Sept. 30, 2015, the IRS doesn’t intend to levy penalties for incorrect or incomplete filings 
for 2015 if the employer or insurer filed on time and can show it made a good faith effort to 
comply with the filing obligation. As we mentioned in yesterday’s Alert, IRS has postponed the 
ACA reporting deadlines for the calendar year 2015 filings. 

So what qualifies as a good faith effort? According to the IRS, it applies to “returns and 
statements filed and furnished in 2016 to report offers of coverage in 2015 for incorrect or 
incomplete information reported on the return or statement.” In other words, the tax forms 
don’t have to be perfect, but you at least have to make an effort to complete, distribute and 
file the forms. The good faith standard won’t apply if statements are not distributed or filed on 
a timely basis (taking into account any extension), but the employer can apply for “reasonable 
cause” relief from penalties. 

Mark Holloway, J.D. 
Director, Compliance Services 
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