XYZ SYSTEM
FUNDING RETIREE MEDICAL BENEFITS
MARCH 18, 2004

A.
Health Care Stabilization Fund

1.
The Health Care Stabilization Fund is qualified as a Section 401(h) account.  A 401(h) account is a funding vehicle.  The assets in the 401(h) account may only be used to fund retiree medical benefits, but the 401(h) account does not limit the design of the retiree medical benefit. 

2.
Section 401(h) of the Internal Revenue Code permits a pension system to maintain a separate account to be used to fund retiree medical benefits.  Contributions to the fund may be made by the employers and/or the members.  Annual contributions to the 401(h) account must be incidental to the employer (employer and picked-up member) contributions made to the System to fund pension benefits.  Contributions are incidental if they are no more than 1/3 of the contributions made to fund the pension normal costs.  The shortfall between 1/3 of the normal pension cost limit and the amount actually contributed to the 401(h) account in a year may be carried forward from year to year and serve as the basis for a larger than 1/3 contribution in a later year.  Amounts allocated to a 401(h) account may not be used to fund pension benefits.  The 401(h) account assets may be commingled for investment purposes with the pension assets.  For XYZ System, the annual limit is about 5% of payroll.

3.
Health care benefits funded through the 401(h) account are tax-free to the retirees and their eligible dependents and survivors.

4.
The Stabilization Fund is currently funded by 1% of payroll employer contributions, retiree monthly premium payments and investment earnings.  Active members do not contribute to the Stabilization Fund.  The State Revised Code could be amended to mandate some level of active member contributions, to permit picked-up member contributions or permit after-tax member contributions. 

5.
Advantages

a.
Tax-free earnings

b.
Benefits tax-free

c.
Assets may be commingled with pension assets for investments

d.
Can provide for separate member accounts

6.
Disadvantages

a.
Limits on contributions

b.
Funds can only be used for retiree medical expenses

c.
No recovery of amounts contributed to the 401(h) account until the retiree medical program is terminated; any amounts recovered revert to employer

d.
If individual member contributions were used to fund separate sub-accounts, and member or retiree dies or elects not to participate in retiree medical program, the contributions made by the member would not revert to the member, his beneficiary or estate.

B.
VEBA Trust

1.
A VEBA is a trust established in accordance with Section 501(c)(9) of the Internal Revenue Code, a voluntary employees’ beneficiary association.  Like a 401(h) account, a VEBA is a funding vehicle and use of a VEBA does not drive the design of the retiree medical benefits delivered through the VEBA. 

2.
VEBAs may be used to prefund welfare benefits including retiree medical benefits.  VEBAs can be funded with employer contributions or member contributions.  Unless the VEBA (i) is maintained pursuant to a collective bargaining agreement, (ii) receives contributions only from tax exempt employers (the school districts or the State) or (iii) after-tax member contributions where the member’s benefit from the VEBA is not based solely on his or her separate account, the earnings of the VEBA’s assets set aside to fund retiree medical benefits will be subject to unrelated business income tax (UBIT).  UBIT is a tax on the income of the VEBA, so unless one of the exemptions noted above applies, the VEBA trust will receive an after-tax return on its investments.   UBIT can be avoided by providing only for employer contributions or by investing the VEBA assets in instruments that do not generate any taxable income (municipal bonds and life insurance policies are two common investment alternatives).  Contributions are limited to amounts needed to fund retiree medical benefits determined using reasonable actuarial assumptions and methods.

3.
Health benefits funded through a VEBA are tax-free to retirees and their eligible dependents and survivors.

4.
VEBAs must comply with certain nondiscrimination standards – should not be an issue for XYZ System.

5.
Advantages

a.
Tax-free earnings if employer funded

b.
Tax-free earnings if member funded and the member, his estate or beneficiary may not receive a refund based on the individual claims’ experience of the member

c.
Contributions are not limited by pension contributions

d.
Retiree medical benefits tax-free

e.
Assets not subject to claims of creditors of employers or members

f.
Separate sub-accounts may be established for each member but such an arrangement may trigger UBIT – individual claims experience

6.
Disadvantages

a.
Member contributions must be after-tax

b.
Assets may not be commingled for investment with pension assets

c.
Amounts contributed by employers may never revert to employer

d.
Must qualify VEBA with IRS

e.
Potential for UBIT if funded with member contributions

C.
Government Fund and Grantor Trust

1.
Sections 115 and 671 of the Internal Revenue Code permit XYZ System to establish a separate fund or trust that would serve as a vehicle for accumulating amounts needed to pay for retiree medical benefits.  Section 115 exempts from federal income taxes funds held for a governmental purpose.  Section 671 permits the establishment of a grantor trust.  The income of a grantor trust is taxed to the grantor.  Because the grantor would be XYZ System or another State agency, the income would not be subject to tax.

2.
The fund or grantor trust would function like a VEBA, but would not be subject to some of the limitations governing VEBAs.

3.
Advantages

a.
Less red tape than VEBA

b.
UBIT would not be a concern

c.
Benefits tax-free

d.
Earnings not subject to tax

4.
Disadvantages

a.
Assets could be subject to claims of State’s creditors

b.
Member contributions could not revert to member; they could only be used for retiree medical purposes

c.
Little guidance on their uses when sponsored by a state agency and used to hold after-tax member contributions 

D.
Insurance

1.
While a member is active, employer or member contributions can be used to pay insurance premiums for future retiree medical health insurance coverage.  The employer contributions would not be taxable to the member, and the benefit would be tax-free.  Member contributions would not be tax deductible by the member. 

2.
Advantages

a.
Shifts risk to insurance carrier

3.
Disadvantages

a.
Very few carriers are willing to write coverage.  Any coverage that is available tends to cover only a portion of the expected claims for retiree medical coverage.  As a result, the coverage is not insurance because the carrier prices the coverage on the assumption that the expected claims will be paid, so premium is present value of future claims

b.
Premium is high even for partial coverage because there are so many unknowns

E.
Health Flexible Spending Accounts/Cafeteria Plan

1.
Section 125 of the Internal Revenue Code permits a member to elect, in certain situations, between a taxable benefit (cash) and a non-taxable benefit (health care).  However, Section 125 does not permit a member to elect a benefit that defers the receipt of the benefit beyond the current tax year of the member.  As a result, while Section 125 permits a member to pay for active service medical premiums with pretax dollars, it does not permit a member to elect to have a portion of his or her compensation withheld on a pretax basis and credited to a flexible spending account that will be used to fund retiree medical premiums.  The Section 125 limitations may not be avoided by giving members a choice and having their contributions made on a pretax basis to a VEBA.  Picked-up contributions made to a 401(h) account avoid the Section 125 limitations. 

2.
In 2003, the IRS issued a Revenue Ruling that made it clear that distribution from a retirement system could not be treated as compensation subject to a Section 125 election.  A member may not elect to “give-up” some of his pension benefit in exchange for the payment of his or her retiree medical premiums with pretax pension dollars.

3.
Advantages

a.
Permits active members to pay for active benefit coverage on a pretax basis

b.
Pretax amounts are not subject to FICA taxes

4.
Disadvantages

a.
Cannot be used to fund an account to be used in future years

b.
Cannot be used to fund retiree medical benefits

c.
Pretax amounts are subject to annual use it or lose it rule

d.
May not be used to fund long-term care program

F.
Health Reimbursement Arrangements

1.
A form of self-insured, employer funded medical plan.  Unlike a flexible spending account or Section 125 plan, a health reimbursement arrangement or account must only be “funded” by the employer.  A member may not elect to have a portion of the member’s compensation contributed on a pretax basis to an HRA.

2.
Typical HRA is used in conjunction with a high-deductible health care plan.  This health care plan has $2,000 deductible, and member allocated $1,000 in HRA.  Member may use HRA balance to pay deductible but if HRA allocation is not used, it may be carried forward and used in a subsequent year.  It must be used for health care costs for the member or the member’s dependents or survivors.  It cannot be paid as a death benefit.

3.
An HRA may be funded by the employers by contributing funds to a VEBA, grantor trust, Section 115 account or a 401(h) account. 

4.
Health care costs paid with an HRA credit are tax-free to the member.

5.
Advantages

a.
Very few limitations

b.
Benefits tax-free

c.
Account can be carried forward from year to year and into retirement

6.
Disadvantages

a.
Must be employer funded

b.
Must coordinate with flexible spending accounts, if any

c.
No member contributions

G.
Health Savings Account

1.
The Medicare Prescription Drug Improvement and Modernization Act of 2002 provides for the establishment of Health Savings Accounts (HSAs).  An HSA may be established and funded by an employer on behalf of a member and in that case the funding is tax-free to the member.  An HSA may be established and funded by the member and in that case the member is entitled to an above-the-line deduction (the member does not need to itemize his or her tax deductions to be entitled to the HSA deduction).  Unlike a flexible spending account or an HRA, assets must be contributed to an HSA and the account must be portable (moves with the member if he or she changes jobs).

2.
In order to be eligible for a contribution to an HSA, the member must be covered by a “high-deductible health care plan” and not be covered by Medicare.

3.
A high-deductible health care plan for HSA purposes is a term of art.

a.
For self-only coverage – deductible must be between $1,000 and $5,000
For family coverage – deductible must be between $2,000 and $5,000

b.
A plan may provide first dollar coverage for preventive care

c.
A plan will not be a high-deductible plan if FSA or HRA funds can be used to meet the deductible or if prescription drugs or other services are not subject to the deductible.  Some consumer-driven high-deductible plans will not qualify as high-deductible plans for HSA purposes. HSA funds may be used to meet the deductible. 

4.
If the member is covered by a high-deductible plan, the member or the employer may make a contribution for each month of high deductible coverage equal to 1/12th of the deductible (but not more than $2,600 annually for single coverage and $5,150 annually for family coverage).  

5.
The amount in the HSA may be carried forward from year to year, but may be used only for:

a.
The deductible for the plan

b.
Uncovered medical expenses

c.
Health insurance premiums are NOT expenses eligible for reimbursement from the HSA, except for COBRA premiums, premiums while receiving unemployment compensation, for individuals over age 65, premiums for Medicare Part A, B or Medicare HMO, and employer provided health insurance premium.  Medigap premiums may not be paid from an HSA, and XYZ System retiree medical premiums payable prior to the member attaining age 65 may not be paid from an HSA.

6.
If the HSA is used to pay for other than eligible expense – if the member is prior to age 65, the payment is taxable income and subject to a 10% excise tax; after age 65, it is taxable income, no excise tax.

7.
Advantages

a.
For eligible members, it is a way to accumulate funds on a tax-advantaged basis that can be used to pay part of their retiree medical costs

b.
It is a tax-advantaged savings vehicle (taxes on earnings are deferred) in any event

c.
Can be funded by member or employer

8.
Disadvantages

a.
Must be covered by a high-deductible health care plan in order to make contributions

b.
Concerns that if members have a choice between high-deductible plan and traditional plan, a young, healthy member may elect high-deductible plan with adverse cost consequences to remainder of members

c.
May not use HSA balance to pay pre-65 retiree medical premiums

H.
Retiree Health Savings Account

1.
New concept; implement only with IRS private letter ruling approval

2.
Employer or XYZ System establishes a trust under IRC 115

3.
Members make one-time irrevocable election to defer a portion of compensation into sub-account in trust

4.
Amount deferred is not income; income on sub-account is tax-free to member

5.
Account is used to pay retiree medical costs

6.
Upon enrollment, member makes one-time election to have any account balance remaining on death used for medical care for dependents or paid as taxable death benefit to named beneficiary

7.
Member may also elect, in advance of retirement, to have value of accumulated unused vacation or sick leave contributed to account

8.
Advantages

a.
Pretax member contributions

b.
Flexible use for retiree medical premiums on other health care costs

c.
Member funded

9.
Disadvantages

a.
New approach; to guarantee the treatment, need IRS private letter ruling approval

b.
Must be state or employer sponsored program

c.
Election is irrevocable

I.
Member and Retiree Tax Issues

1.
Member after-tax contributions to fund retiree medial benefits are not deductible under any circumstances; not funding current health costs

2.
Retirees may deduct the cost of retiree medical premiums if they itemize deductions and total medical costs exceed 7.5% of adjusted gross income

3.
Distributions from IRAs, 403(b), 457, pensions are taxable.  Roth IRAs provide an after-tax opportunity and tax-free distributions.

J.
Current State and Needed Regulatory Relief

1.
XYZ System and the employers have a number of employer-funded vehicles that can be used to accumulate, during a member’s active service, an asset that can be used to fund retiree medical.

2.
The funding vehicles available to employers would permit prefunding with member contributions if those member contributions were required and were made on a pretax basis.  For example, if the State legislature enacted a statute that provided that X% of a member’s salary would be deducted from the member’s pay on a pretax basis and contributed to the 401(h) account or to a VEBA, that contribution would be treated as an employer contribution.  

3.
It is not wholly clear whether giving members a one time irrevocable election to reduce their compensation and have it contributed to 401(h) account or a VEBA would have the effect of converting the member’s contribution into a pretax contribution.  The IRS could characterize the election as an impermissible     Section 125 election or an assignment of income.  If the IRS took either of those positions, the member’s election would not convert taxable dollars into pretax employer contribution dollars.

4.
Because there are no flexible/voluntary vehicles for members to make pretax contributions to fund their retiree medical benefits (other than the HSA), some employers are pushing the envelope of what is generally recognized as acceptable in the funding of retiree medical benefits.

5.
Congress should consider:

a.
Permitting all employees to make pretax contributions to an HSA without regard to coverage under a high-deductible health care plan and permit HSAs to be used to pay for all retiree medical premiums

b.
Providing another vehicle for employees to save on a pretax tax-advantaged basis for their retiree medical costs

c.
Permitting retirees to elect that a portion of their pension be used to pay for retiree medical on a tax-free basis

6.
State and/or employers should consider:

a.
Seeking a private letter ruling on the Retirement Health Savings Account

b.
Withholding a portion of pay raises and contributing it to separate member accounts 

	Program Feature
	Section 401(h)
	VEBA
	HSA  
	RHS

	Legal Basis
	IRC Section 401(h)
	IRC Section 501(c)(9)
	IRC Section 223
	Private Letter Rulings

	Types of Contributions Allowed
	
	
	
	

	· Employer
	Available
	Available
	Available
	Available

	· Mandatory Unused Leave
	Unclear
	Available
	Unclear
	Available

	· Mandatory Pretax Employee
	Available with 414(h)
	Available
	Available
	Available

	· Irrevocable Elective Pretax
	Unclear
	Unclear
	Available
	Available

	· Voluntary After-Tax Employee
	Available
	Available but UBIT issue
	Available and tax deductible
	Available

	Limit on Contributions
	Limited to 25% of total system contributions (or 33% of retirement contributions)
	None for governmental VEBA
	Annual limit tied to              high-deductible plan
	None, except 25% limit on voluntary after-tax

	Tax Treatment of Earning
	Not taxable
	Not taxable except UBIT potential
	Not taxable
	Not taxable

	Types of Benefits Allowed
	· Retiree health
	· Health

· Death benefit

· Other welfare benefits
	· Health

· Taxable

· Other
	· Health

· Death benefit

	Tax Treatment of Health Benefits
	Tax-free
	Tax-free
	Tax-free
	Tax-free

	Participation
	Mandatory for covered employees
	Generally mandatory for covered employees
	Elective
	Irrevocable election

	Treatment of Assets Remaining After Employee’s Death
	Must revert to the employer
	Determined by VEBA provisions; balance may be forfeited back to trust or be paid to beneficiary
	Paid to beneficiaries
	Determined by plan provisions; balance may remain available to survivors for medical expenses or be paid to beneficiary

	Application of Welfare Plan Non-Discrimination Rules
	Apply to self-insured, non-collectively bargained plans
	Apply to self-insured, non-collectively bargained plans
	Must be available to all similarly situated employees
	Apply to self-insured, non-collectively bargained plans

	Assets Subject to Claims of Employer’s Creditors?
	No
	No
	Yes
	No

	IRS Ruling Required?
	Part of qualified Section 401 plan determination letter
	Yes
	No
	Yes
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