Case Study—Health Insurance
The Affordable Care Act (ACA) “Cadillac tax” is scheduled to take effect in just over two years—but the potentially severe penalties already have employers scrambling to find ways to avoid the tax’s impact.  For many, this means reducing the value of employer-provided coverage, making it important to determine what counts as “coverage” for purposes of the tax’s threshold limits.

Your clients, Nina, Martin and Tom, operate a successful and growing produce business that has diversified so that it handles both operational and distribution aspects of the business.  While the company has historically operated as a small family-owned business, it has expanded to employ well over 100 full-time employees so that it will be subject to the ACA health coverage mandates.  The co-owners, however, have always prided themselves on providing generous health benefits in order to reward and retain their employees.  While they would like to continue this practice, the threat of the so-called Cadillac tax has them wondering what steps they need to take in order to ensure compliance in the coming years.  They do not want their employees to be taken off guard if they are forced to reduce health benefits, so would like to start planning now for any coming changes.
In addition to offering traditional health insurance coverage to employees, their spouses and dependents, Nina, Martin and Tom offer health flexible spending accounts so that their employees can take advantage of tax-preferred methods of funding any health costs not covered by their insurance plans.  If they have to change to higher deductible health plans, they wonder if they can use HSAs in order to fund the difference.  However, they have read that these types of benefits may also cause them to run afoul of the Cadillac tax mandates, so have come to you for advice as to any changes they might need to make in the coming years.  How do you advise?
Expert Analysis Using Tax Facts Online
It is no wonder that employers are planning in advance to avoid the impact of the Cadillac tax—the tax, which is equal to 40 percent of every dollar spent on health insurance costs in excess of the annual limits, can have a severe impact on employers like Nina, Martin and Tom who offer comprehensive health coverage to their employees.  
Tax Facts Online can help guide your clients as they navigate the balancing act often required by the new Affordable Care Act provisions.  Question 8757 explains that the Cadillac tax on high-cost health plans does not become effective until 2018, while Questions 8775 and 8776 provide guidance as to the minimum levels of coverage that the employer must offer in order to avoid the penalty provisions outlined in Question 8763.  

Essentially, in 2018 employers can become subject to the Cadillac tax if employer-sponsored health coverage costs exceed $10,200 per individual employee or $27,500 for family coverage.  The steep penalties involved have many employers (even those who, like Nina, Martin and Tom, would like to provide comprehensive coverage) looking for ways to lower the cost of the health care options they currently offer employees.  For many, the solution commonly involves switching over to plans with lower premiums and correspondingly higher deductibles (plans known as HDHPs).

Importantly, the annual threshold limits that can trigger the Cadillac tax are indexed annually for inflation based on the consumer price index plus 1 percent.  This will generally produce inflation-indexed thresholds that grow at a relatively slow rate when compared to the increasing costs of health insurance and medical expenses generally.

This means that the Cadillac tax could soon impact a wide segment of those employers who sponsor health coverage—which, of course, means that Nina, Martin and Tom are correct in assuming they will need to reevaluate the benefits they provide and, in many cases, offer less generous coverage to employees.

Importantly, initial IRS guidance indicates that it is not only the basic cost of health insurance premiums that count in determining whether the employer-sponsored health coverage exceeds the threshold limits.  While, in many cases, the insurance company issuing the policy itself may be liable for the tax (in the case of fully-insured coverage), the employer will become liable in the case of employer or salary reduction contributions to a health savings account (HSA) or health flexible spending account (FSA) that it administers.

Pre-tax contributions to HSAs are included in determining whether an employee’s health coverage is subject to the Cadillac tax, but an employee’s after-tax contributions are not included in the calculation.  As a result, many employers will learn that the popular combination of high deductible health plans (HDHPs) and pre-tax HSA dollars may no longer be the most cost effective way to provide comprehensive coverage.

The cost of health FSAs, Archer MSAs, HRAs, retiree coverage and multi-employer plan coverage are also expected to be included when calculating whether the threshold that triggers the Cadillac tax has been crossed.
Like many employers, Nina, Martin and Tom have some decisions to make in determining the best course of action for providing health coverage to employees.  Though the rules have yet to be finalized, as preliminary guidance indicates, it’s possible that they will have no choice but to increase the costs of health coverage that the employees themselves must pay.
Thumbs up/Thumbs down

What are your thoughts on:

1. Whether it is advisable to hold fixed annuities within an IRA?
a. Bloink: The strategy has its pros and cons.  Redundancy is an issue here—both the annuity and the IRA are tax-deferred vehicles, so it can make little sense to buy the annuity with IRA assets for a younger client who is still saving, since IRA contributions are limited.  For the client who wants to buy an annuity, it can more sense to maximize IRA contributions and gain additional tax-deferred savings through an annuity. Thumbs down
b. Byrnes: For a middle-class person, buying an annuity with IRA assets can simplify the whole required minimum distribution process and provide a level amount of income each year to eliminate guesswork.  Many of these taxpayers just don’t know how much they should withdraw each year, and that’s a big worry—the annuity can help simplify the process by setting the RMD rate at or near where it belongs while mitigating the risk that the taxpayer will withdraw too much. Thumbs up
2. The impact of the new DOL fiduciary standards upon incentive programs within insurance carriers for producers that sell annuity products?
a. Bloink: The new DOL fiduciary standards would require disclosure of compensation practices generally, though incentive programs are not necessarily evil.  We want to ensure that we have smart, competent producers selling annuity products and incentive programs that reward these producers for good work further this goal.  I don’t see the new standards bringing out the demise of incentive programs, but I do see firms taking a good hard look at the way these programs are structured once the details need to be disclosed publicly. Thumbs up
b. Byrnes: I often wonder how many average taxpayers want to be bothered with the details of how their advisors’ compensation is structured.  I think individuals like the idea of these disclosure requirements because, as Professor Bloink points out, they basically force firms to eliminate shady practices.  I don’t think incentive programs are going away either—bonuses are a strong motivator for maintaining a productive practice.  Thumbs down
3. The impact of the new reverse mortgage rules?
a. Bloink: Many seniors can get into trouble by taking out a reverse mortgage—they fail to realize that falling behind on property taxes can cause them to lose the home, or that insurance premiums and other homeowners fees can add up quickly.  The new financial assessments required of seniors looking to reverse mortgages can give a more realistic picture of whether the individual will be able to keep up with these fees.  More stringent requirements may need to be developed in the future, but these are a good start.  Thumbs up
b. Byrnes: There are reasons for entering a reverse mortgage—the strategy can actually prove beneficial to some retirees if used correctly.  The newly effective rules aim to ensure that taxpayers have thought the strategy through before jumping in, and while the new financial standards will disqualify many, this more conservative approach is a necessary consumer protection measure. Thumbs up
