January 27, 2006

Using Health Savings Account (HSA) Money to
Pay for LTC Insurance Premiums

As you are aware, last January, eligible individuals under the age of 65 were able to begin
contributing to Health Savings Accounts (HSAs) under the Medicare Prescription Drug Improvement
and Modernization Act of 2003. An HSA is a tax-exempt trust or custodial account (like an IRA)
established for the purpose of paying qualified medical expenses, including qualified long term care
insurance premiums and long term care expenses.
The good news for those that qualify, is that they can take an above the line tax deduction And that
HSA earnings are not taxed, and withdrawals are tax free whenever they are made, as long as they
are used for qualified medical expenses.
This is also good news for you because HSAs allow those who qualify to receive a deduction for
their LTC insurance premiums. Don’t miss this opportunity to discuss these new LTCI with your
existing clients and prospects.
For clarification on the tax-free distribution of HSA money for LTC insurance premiums review,
“Answering Your Questions about Health Savings Accounts” provided by the Council for Affordable
Health Insurance located on page 3 of this communication.
Questions and Answers on Health Savings Accounts (HSAs)
Who qualifies?
If your client qualifies for an HSA, it means that s/he has met the four criteria. An “eligible individual”
means, with respect to any month, any individual who: (1) is covered under a high-deductible health
plan (HDHP) on the first day of that month; (2) is not also covered by any other health plan that is not
an HDHP (with exceptions for plans providing certain limited types of coverage) (3) is not eligible for
Medicare benefits (has not yet reached age 65) and (4) may not be claimed as a dependent on
another person’s tax return.
What is a High Deductible Health Plan (HDHP)?
Generally, an HDHP is a health plan that satisfies certain requirements with respect to deductibles
and out-of-pocket expenses. For self-only coverage, an HDHP has an annual deductible of at least
$1,000 deductible and out-of-pocket expenses not exceeding $5,000. For family coverage, an HDHP
has annual deductible of at least $2,000 and annual out-of-pocket expenses not exceeding $10,000.
How much can an individual/family contribute to an HSA in 2006?
The contribution limit is computed each month and is equal to 1/12 of 100% of the annual HDHP
deductible not to exceed $2,700 for an eligible individual with self-only coverage or $5450for family
coverage. Individuals ages 55-65 may make “catch-up” contributions of up to $700 in 2006, phased
up to $1,000 annually in 2009 and thereafter. If you are married, both spouses can make catch-up
contributions as long as both spouses are at least 55. Contributions may be made by individuals,
family members and employers. Employer contributions are made on a pre-tax basis and are not
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taxable to the employee. Contributions must be made either directly in cash or through Sec.125
Cafeteria Plans.
How can an HSA be established?
The law permits insurance companies and banks to be HSA trustees or custodians. Currently, John
Hancock does not offer HSAs. Other entities already approved to provide Individual Retirement
Accounts (IRAs) or Medical Spending Accounts (MSAs) are also automatically approved to offer
HSAs.
What does this mean for long term care insurance?
Withdrawals from an HSA can be used to pay for unreimbursed qualified long- term care (LTC)
services under Internal Revenue Code (Code) Section 7702B and eligible long term care insurance
(LTCI) premiums. “Eligible” LTCI premium means the age-based amounts paid for qualified longterm care insurance contracts per Code Section 213(d)(10) (A). The 2006 amounts are as follows:
Age at End of Tax Year
40 and Younger
41-50
51-60
61-70
71 and older

Eligible Premium
$280
$530
$1060
$2830
$3530

As an above the line deduction, the overall cost of premiums is reduced. Although contributions to
HSAs can not be made after age 65, withdrawals on accumulated funds have no age restriction.
Individuals under age 65 could fund an HSA each year up to age 65 and then continue to pay the
eligible LTCI premiums tax-free in later years.
Where can I get more information?
For additional information visit the official IRS web site, which includes an overview and Q&A section
on HSAs (http://www.ustreas.gov/press/releases/js1061.htm) or contact your John Hancock Long
Term Care Sales Representative.
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Health Savings Accounts Q & A
Not as of yet. Congress extended the Archer MSA program through December 31, 2005. Rollovers
Does this account replace the Archer Medical Savings Account from Archer MSAs to HSAs are permitted. Those who are eligible individuals prior to December 31,
Federal Demonstration Project (MSAs)?
2005, may continue with their Archer MSA if they so choose or may opt to roll over their Archer
MSA balance into an HSA.
Is there an enrollment cap or restriction on who can have a
Health Savings Account?

There is no enrollment cap on HSAs; they are available to anyone covered by a qualified highdeductible health plan.

Is there medical expense transition relief?

Prior IRS guidance provided that HSAs may only reimburse medical expenses incurred after the
HSA is established. IRS guidance released March 30, 2004, provides that for 2004, an HSA established by an eligible individual on or before April 15, 2005, may reimburse expenses incurred on or
after the later of January 1, 2004, or the first day of the first month that the individual became an
eligible individual. Additional IRS guidance released on June 18, 2004, provides transition relief for
individuals in states where HDHPs are not available because state laws bar or limit a deductible for
certain benefits. For months before January 1, 2006, a health plan which would otherwise qualify as
an HDHP except that it complies with state law requirements that certain benefits be provided without a deductible or below the minimum annual deductible, will be treated as an HDHP for HSAs.

Who is eligible?

To receive a tax deduction for contributions to the account, an individual must be covered under a
qualified high-deductible health plan. The person must also be below Medicare eligibility age (65),
and not covered under any other health plan which duplicates any benefits in the qualified highdeductible plan. (Exception: individuals may maintain coverage for accidents, disability, dental
care, vision care and long-term care or “permitted insurance.”)

Who owns the account?

Individual/employee.

Who funds the account?

Taxpayer and/or employer. If the employer contributes to the employee’s account, the contribution
must be the same for all employees, and the employer receives a tax deduction as a normal business
expense.

What is the tax treatment for contributions?

For tax purposes, contributions to the HSA can be made by either the employer or the individual or
both. If contributions are made by the individual, it is an “above the line” tax deduction. If contributions are made by the employer, it is not taxable income to the employee (excluded from income),
and the employer receives a tax deduction. Contributions to the HSA may be made by others on
behalf of the individual, but the individual receives the tax deduction.

Is it a personal account?

Yes.

How is the account funded?

Money is deposited directly into the account. Contributions must be made directly in cash or through §125 Cafeteria
Plans. All contributions are aggregated. If an employer contributes to the HSA, it must be “comparable” for all employees participating in the HSA – if not, there is an excise tax equal to 35% of the amount contributed to the HSA.

What type of corresponding health coverage is
needed?

Qualifying high-deductible health plans must have a minimum deductible of $1,050 for individuals and $2,100 for family
coverage. Total costs to the insured cannot exceed $5,250 for an individual and $10,500 for a family, including both the
deductible and copayments. Since the law does not specifically detail a maximum deductible, the out-of-pocket spending
cap in effect becomes the maximum deductible. Thus, a plan that pays 100% of all costs above the deductible could have
a deductible as high as $5,250 for an individual or $10,500 for a family. All amounts are indexed for inflation. Highdeductible health plans are allowed to offer first-dollar coverage for preventive care and still qualify. Penalties for going
out of the PPO network do not count toward the total costs to the insured.

What constitutes preventive care?

Generally, a high-deductible health plan cannot provide benefits before the deductible is satisfied, but there is an exception for preventive care benefits. The IRS guidance issued March 30, 2004, provides a safe-harbor list of benefits that
can be provided by a high-deductible health plan, generally clarifying that traditional preventive care benefits – such as
annual physicals, immunizations and screening services – are preventive care for purposes of HSAs, as well as routine
prenatal and well-child care, tobacco cessation programs and obesity weight-loss programs. The March 30 guidance
clarifies that preventive care generally does not include treatment of existing conditions.

Are some types of health coverage prohibited?

Specialty insurance including accidents, disability, dental care, vision care and long-term care plans cannot be considered
qualifying high-deductible health plans. These can, however, serve as secondary insurance. IRS guidance released May
11, 2004, states that eligible individuals may continue to contribute to an HSA while also covered by the following types
of employer-provided plans that reimburse medical expenses: limited purpose FSAs/HRAs that restrict reimbursements
to certain permitted benefits such as vision, dental or preventive care; suspended HRAs where the employee has elected
to forgo health reimbursements for the covered period; post -deductible FSAs/HRAs that only provide reimbursements
after the minimum annual deductible has been satisfied; and retirement HRAs that only provide reimbursements after an
employee retires.

Are prescription drug benefit plans or riders
allowed along with the high deductible health
plan?

Prior IRS guidance noted that an eligible individual must be covered by a high -deductible health plan. IRS guidance
issued March 30, 2004, clarifies that individuals covered by a health plan that provides prescription drug benefits before
the minimum annual deductible of a high-deductible health plan has been satisfied may not make contributions to an
HSA. However, there is transition relief to those individuals covered by both a high-deductible health plan and by a
separate health plan or rider that provides prescription drug benefits before the deductible of the high-deductible health
plan is satisfied. Such individuals continue to be eligible to contribute to HSAs until 2006.

Does interest accrue?

Interest can be accrued tax free in qualified HSAs.

Is the account portable?

Rollover is allowed. Individuals own their HSA and take it when leaving employment, but the rollover must be completed within 60 days.

What is the tax treatment of distributions?

Account distributions are tax free for qualified medical expenses as defined by §213(d) of the IRC. Tax-free distributions to pay premiums for long-term care insurance, COBRA continuation, and health insurance while unemployed are
allowed. Qualified expenses also include prescription drugs, qualified long-term care services, Medicare expenses (but
not Medigap), and retiree health expenses for individuals age 65 and older. Tax-free distributions may be made for
medical expenses for persons covered by a high -deductible health plan, but they may also make tax-free distributions for
their spouse or any dependent even if such individuals are not covered by the high-deductible health plan.

Can funds be used for nonmedical expenses?

Non-medical distributions are included in gross income and therefore taxed, as well as subject to a 10% penalty. The
only exception allowed is non-medical distributions for those individuals age 65 and over or who are disabled or deceased. Those distributions are included as taxable income but are not subject to the 10% penalty.

Are there time or participation limits?

No.

What is the contribution amount?

Annual contributions to the account follow the Archer MSA law and are indexed for inflation back to 1997. Contributions are tax deductible up to the lesser of (1) the qualified annual deductible amount, or (2) $2,250 for individual coverage and $4,500 for family coverage. For 2006, the maximum allowable contribution to a Health Savings Account is
$2,700 for individual coverage and $5,450 for family coverage, provided the insured has a deductible at least that high.

Is there a tax on excess contributions?

Yes.

Catch-up contributions for individuals who are 55 or older is increased by statute from $500 in 2004 to $700 for 2006.
Is there a “catch -up” contribution provision for
Both the HSA contribution and catch-up contribution apply pro rata based on the number of the months of the year a
older workers?
taxpayer is an eligible individual

Are HSAs employee welfare benefit plans?

The Department of Labor issued guidance on April 7, 2004, stating that HSAs (the savings account) generally will not
constitute “employee welfare benefit plans” for purposes of the provisions of Title I of ERISA. However, unless the
high-deductible health plan sponsored by the employer is exempt from Title I of ERISA (government or church plans),
employer-sponsored high-deductible health plans will be considered employee welfare benefit plans within the meaning
of ERISA section 3(1) subject to Title I.

Are there other income eligibility
requirements?

No.

Who or what entity may be a trustee of HSAs?

A bank, an insurance company, or another person who can demonstrate to the satisfaction of the secretary of HHS that
the manner of such person is consistent with trustee requirements.

Are there any additional trustee
responsibilities?

The secretary of HHS may require trustees of HSAs to make reports to the secretary and the account beneficiary.
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