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The Health Care Act

A Broad Overview
By Susan E Sterne, CPA

As we all know, a comprehensive piece of health care
legislation became law this spring and is now going into
effect. The Patient Protection & Affordable Care Act and the
Health Care and Education Reconciliation Act (jointly, the
“Act”), contain an array of provisions affecting individuals,
employers, and insurance and other medical industry
providers so dizzying that you may find yourself in need

of medical attention should you attempt to read it. You’ve
probably already run across a great deal of information
about it in the news and elsewhere. If you’re like most of
our clients, some of that information is helpful and accurate,
and some of it less so! It’s our goal to point out, in the

most general way, the areas most likely to affect you, and

to provide a simple resource you can turn to if you hear
something about the Act, and you don’t know whether it’s
true.

The changes legislated by the Act fall in four general areas:

* Health insurance coverage mandates: new requirements
that individuals must have comprehensive health
insurance coverage, and that large employers must
provide affordable coverage to employees.

* Tax credits, insurance exchanges, and other provisions
intended to make it possible for small employers and
lower-income individuals to provide or obtain health
insurance.

* Revenue raisers to pay for the federal assistance to small
employers and lower-income individuals: various new
taxes, tax increases, deduction limitations, surcharges
and reporting requirements. Many of the taxes relate to
health care, but not all of them do.

* Health insurance reforms: new rules governing the
benefits plans must contain, how the plans or coverage
under the plan can be priced, and how broadly plans
must be offered. We are not addressing these changes
in detail, but they are summarized in our Provisions &
Effective Dates table on the next page.

The provisions of the Act phase in over many years — some
have already gone into effect, others won’t until 2014. For
an overview of the timeline, and very brief descriptions of
many of the provisions, you can use the Table of Provision
& Effective Dates on the next page.

Small employer tax credit available for
tax years starting in 2010

Effective for tax years beginning in 2010, small employers
(defined below) who pay for 50% or more of the cost of
their employee’s health coverage will be eligible for a credit
for up to 35% of the employer’s cost. The maximum credit
is available to a business with no more than 10 full-time
equivalent (FTE) employees, whose average annual wages
do not exceed $25,000. The credit phases out and is no
longer available to an employer with more than 25 FTE
employees, or an employer whose employees’ average annual
wages exceed $50,000. For tax-exempt employers, the credit
percentage maximum is 25% rather than 35%.

In determining the number of FTE employees and average
annual wages, sole proprietors, the owners of an LLC or
partnership, more-than-2%-owners of an S corporation, and
5% owners of other businesses are not taken into account,
which will make this credit more available to closely-held
businesses with fewer employees.

This credit is in effect for tax years 2010, 2011, 2012 and
2013; after that, it will be available only to employers who
provide coverage through a state insurance exchange, and
only for the first two years for which they do so. The credit
rate increases to 50% from 35% for those two years (from
25% to 35% for tax-exempt employers). It would be possible
for a small employer to receive the 35% credit for 4 years
(2010 through 2013) and the 50% credit for 2 more years
(2014 and 2015) provided the employer provides insurance
through an exchange beginning in 2014.



Additional 0.9% Medicare tax imposed on wages
over $200,000 / $250,000 starting in 2013

The employee portion of the Medicare hospital insurance
payroll tax rate rises by 0.9% (from 1.45% to 2.35%) on
wages over $200,000 (single or head-of-household filers),
wages over $250,000 (joint filers), or wages over $125,000
(married-filing-separately filers). The employer portion of
this tax remains 1.45% for all wages. Employers are required
to withhold the additional 0.9% on all wages over $200,000,
regardless of filing status or the employee’s spouse’s wage
level. Therefore, the amounts withheld by employers may be
inadequate to cover a couple’s additional obligation, or it may
be in excess of their obligation for this tax increase.

Self-employed individuals will also be subject to this
0.9% self-employment tax increase on earnings from self-
employment that exceeds the threshold for their filing status.

3.8% Medicare tax imposed on net investment
income if income exceeds $200,000/ $250,000
starting in 2013

Medicare tax of 3.8% is imposed on the net investment
income of individuals if modified AGI exceeds $200,000
(single & head-of-household), $250,000 (joint) or $125,000
(married-filing-separately). The tax is imposed only to the
extent that income exceeds these thresholds. An individual
will therefore pay this tax on 100% of investment income
only if modified AGI exceeds the threshold by the amount
of unearned income. In other words, the tax is assessed on
the lesser of net investment income, or the amount by which
income exceeds the threshold for the individual’s filing status.

Net investment income includes taxable (but not tax-exempt)
interest, dividends, royalties, rents (with exceptions), trade or
business income from a passive activity, and net gains from
sale of property (with exceptions), reduced by expenses that
are allocable to this income (e.g;, investment interest expense
such as margin interest, or the expenses of rental activity).

Happily for owners of closely-held businesses, the

business income that flows-through to the owner of an S
corporation, partnership or LLC would not be subject to
this tax, provided the taxpayer materially participates in the
flow-through entity’s business, as the tax is explicitly not
imposed on business income, gains from the disposition of
business property, or rents if they are earned by an activity
with respect to which the taxpayer is non-passive. For rental
activities, only the net rental income of rental real estate
professionals is exempt from the tax — the net rental income
of all others is considered passive regardless of their degree
of participation in the activity.

PARTIAL SUMMARY OF PROVISIONS & EFFECTIVE DATES

March 30,2010 | Economic substance doctrine codified, theoretically reducing court-by-
court variation in how this doctrine is applied, and providing for penalties if
transactions lack economic substance.

July 2010
(90 days)

National high-risk insurance pool established to provide health insurance plans
for those who cannot obtain insurance in general insurance markets.

Indoor tanning services subject to 10% excise tax.

September 2010
(6 months)

Health insurance reforms: children cannot be denied coverage due to pre-
existing conditions; children under age 27 can stay on their parent’s health
insurance plan; annual plan benefit limits are subject to restrictions; insurance
plans cannot impose a lifetime benefits maximum; insurance plans cannot
require a co-pay or apply deductibles to preventive care orimmunizations;
insurance coverage cannot be rescinded if you become sick.

Seniors eligible for $250 rebate to cover the Medicare Part D (prescription drug)
“donut hole.”

2010 Tax credit available for small employers who pay for 50% or more of their
employee’s health coverage.

2011 Penalty tax on withdrawals from HSA or Archer MSA not used for medical
expenses increases to 20% from 10%.

HSA, FSA and Archer MSA funds cannot be used for over-the-counter
medications except insulin, unless prescribed by a physician.

2011 W-2s must disclose value of health benefits provided to the employee by
the employer (not taxed — just disclosed).

Pharmaceutical industry pays a flat fee assessed across the sector.

2012 1099 reporting requirements modified — businesses must now issue 10995 to
incorporated vendors as well as unincorporated vendors.

2013 Annual contribution to an FSA limited to $2,500.

Itemized deductions for medical expenses only allowable to the extent they
exceed 10% (rather than 7.5%) of adjusted gross income.

Additional 0.9% Medicare tax imposed on wages over $200,000 / $250,000 .
3.8% Medicare tax imposed on net investment income if income exceeds
$200,000 / $250,000 (lesser of net investment income, or income over

threshold is subject to additional tax).

2.3% medical device tax imposed. Does not apply to sales of eyeglasses,
contact lenses or hearing aids.

2014 Health insurance reforms: no annual coverage limits; plans must offer a
minimum benefits package (catastrophic coverage only is allowable but only
forinsureds under age 30); no denial of coverage for pre-existing conditions,
medical history, genetics; premium cost can vary for tobacco use, but not for
much else and definitely not for gender or medical history; no waiting periods
greater than 90 days.

Individual coverage mandate in effect.
Employer coverage mandate in effect for employers with >50 employees.
Insurance exchanges in effect.

Health coverage credits and other assistance available to individuals earning
400% of federal poverty line or less.

Health insurance providers subject to industry-wide flat fee.

2018 Excise tax of 40% imposed on the excess benefit of high-cost employer-
sponsored health coverage (tax on"“Cadillac”insurance plans).
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There is also good news for retirees: the tax is not imposed
on distributions from qualified retirement plans (401(k),
403(b), 457, IRA, Roth IRA, SEP-IRA, etc.)

This tax is imposed on estates and trusts on the lesser of
undistributed net investment income or the excess of AGI
over the dollar amount at which the highest estate and trust
income tax bracket begins.

Health care mandates and related provisions
in effectin 2014

Starting in 2014, individuals may be subject to a penalty
called a “shared responsibility payment” if they do not have
health insurance coverage; and, large employers (defined
below) may have to pay a “shared responsibility payment”
if they do not provide affordable health insurance coverage
for their employees. In conjunction with these mandates

to have or provide coverage, two forms of federal health
coverage assistance are available to individuals earning 400%
of the federal poverty line or less, and states are required

to establish health insurance exchanges through which
individuals and small employers can acquire coverage. These
four elements — health insurance exchanges, federal credits,
individual mandate and employer mandate — work together,
and, in some cases, rely upon each other in determine who
must do what in order to avoid the penalties.

Individual mandate

With the exceptions noted below, U.S. residents and their
dependents must have “minimum essential” health insurance
coverage or pay a penalty beginning in 2014. “Minimum
essential” coverage refers to the set of benefits that all
plans will be required to provide in order to be offered
through the insurance exchanges. Adults under age 30 can
have a catastrophic-only coverage, but all others must have
more robust insurance that covers at least the following:
office visits, emergency services, hospitalization, maternity
and newborn care, mental health and substance abuse,
prescription drugs, physical therapy, laboratory services,
preventive care, and pediatric care, including pediatric
dentistry and vision care.

The Act provides exemptions from the mandate to have
insurance for those who are members of certain religious
sects, as well as several exceptions relating to affordability.
Those with income below the tax return filing threshold are
not subject to penalties for not having coverage; neither are
those whose net cost of insurance coverage exceeds 8% of
household income.

The penalty for not having coverage phases in from 2014
to 2016 and is indexed to inflation thereafter. For 2014,
the penalty is the greater of §95, or 1.0% of the taxpayer’s

gross income over the tax return filing threshhold for

the taxpayer’s filing status. In 2016, when fully phased in,
the penalty is the greater of $695, or 2.5% of income,

but limited to the cost of minimum allowable insurance
coverage through an exchange. The penalty should therefore
never exceed the cost of actually acquiring minimum
coverage, although it could certainly reach this level if

gross income is high enough. Additional penalties apply

for uninsured dependents (generally, 50% of the penalty
assessed on uninsured adults).

The penalty is determined on a monthly basis, but will not
be imposed for a single coverage gap of less than three
montbhs.

Exchanges: Tax credits for individuals earning 400% of
federal poverty line or less

Even though these provisions don’t apply to employers

or individuals earning more than 400% of FPL, you’ll

want to keep them in mind if you are an employer -- the
employer mandate is enforced based on whether any of your
employees are receiving this tax credit!

Individuals could meet their obligation to have health
insurance coverage by purchasing insurance through a
health-insurance exchange, and, if they meet certain criteria,
some of their premium cost will be covered by a federal
credit. Insurance exchanges are not insurance providers;
rather, they review insurance plans, and, if the plans meet
the specified criteria for coverage and cost, they include
them in their listing of available plans. Individuals and small
businesses seeking insurance can shop for it through the
exchanges.

Individuals will be eligible for a federal credit if (a)
household income is not above 400% of federal poverty
line (see table for amounts representing 100% and 400%

of federal poverty
2009 Federal Poverty Line

line (FPL) for various

household sizes in 2009); [ # 100% 400%
and (b) employer does 1 §10,830 43,320
not provide coverage, ) $14,570 §58,280
or coverage provided 3 $18310 §73,240
by employer costs the i $22,050 88200
employee more than 8%

of household income 5 925,790 9103,160
AND the employer 6 529,530 $118,120
does not provide the 7 $33,270 $133,080
employee with a voucher | g $37.010 $148,040

for coverage through an
exchange equal to the employer’s cost of coverage if that
employee had enrolled in the employer’s plan.

The amount of credit is initially determined based on the
previous year’s household income; the credit decreases as
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household income increases, phasing out entirely over 400%
of the FPL. The credit is paid directly to the insurance
exchange to offset the cost of insurance throughout the
year, but will also be calculated and reported on individual
tax returns. Additional allowable credits will offset tax and
be refundable; excess credits allowed will be recouped as
additional tax liability, although that additional liability will be
capped at $400 for any taxpayer whose household income is
less than 400% of FPL (8250 for single filers).

Employer mandate

Starting in 2014, a penalty can be imposed on any employer
with at least 50 full-time employees (how 50 employees is
calculated will be explained shortly). There are two different
potential penalties: a penalty for not providing coverage

at all, and a penalty for providing coverage that isn’t
“affordable” and failing to subsidize an employee’ purchase
of alternative insurance through an exchange.

Any employee working 30 hours or more per week is
considered full-time; for employees working less than this,
their hours are aggregated for the month and divided by 120
to determine how many full-time employees they represent.

The first penalty — the penalty for not providing health
insurance — will be assessed only if at least one of the
employer’s employees enrolls in an insurance plan through
the insurance exchange and receives a federal credit to assist
in paying for the coverage. Keep in mind that individuals

are only eligible for the federal credit if they earn less than
400% of the federal poverty line (FPL), and their employer
doesn’t provide them coverage. Therefore, employers whose
employees all have household incomes in excess of 400% of
the federal poverty level will not be assessed any penalties for
failing to provide insurance coverage.

If this penalty is assessed, it is calculated as follows: $2,000
annually per employee over a 30-employee threshold.
Example: an employer who does not provide any health
insurance coverage and has 70 employees, one or more of
whom obtains coverage through an exchange and receives a
federal credit for health insurance premiums, will be assessed
a penalty of $80,000: 70 employees less the 30 employee
threshold = 40 times $2,000. The penalty is pro-rated
monthly, if coverage is provided for part of the year.

The second penalty is imposed if an employer offers
coverage, but it isn’t “affordable.” This penalty comes into
play if the employer’s plan requires any employee whose
household income is at or below 400% of the federal
poverty level to pay at least 8% of household income for
self-only coverage in the employer’s plan. The employer can
avoid the application of the penalty if it provides a “free
choice voucher” to such employees. If the employee declines
the employer coverage and enrolls in the state exchange

instead, the voucher obligates the employer to pay a portion
of the exchange insurance coverage equal to the amount the
employer would have paid, had the employee been enrolled
in the employer’s plan. The employer can therefore entirely
avoid this penalty by providing the free choice voucher,
which obligates the employer to no additional cost beyond
the employer’s share of the employee’s health insurance
coverage. The cost of the free choice voucher is deductible
by the employer as additional compensation, and is not taxed
to the employee.

The amount of this penalty is $3,000 annually per employee
who enrolls in insurance through an exchange and receives
a federal health insurance premium credit. This penalty,
unlike the penalty for simply failing to provide coverage, is
assessed per employee enrolled through an exchange who is
receiving a credit. This penalty is capped at the amount the
employer would have paid under the other penalty - $2,000
per employee over the 30 employee threshold.

The Health Care Act contains many other provisions, and
even the rules we have outlined here involve much more
than we’ve been able to include. Please let us know if you
have any questions about these changes.

For any questions or additional clarification, please contact
your tax advisor or one of the Perkins tax shareholders listed
below:

Chris Loughran
Tim Kalberg
David Uslan
Roy Abramowitz
Keith Meyers
Eric Hormel

(503)221-7565
(503)221-7511
(503)221-7597
(503)221-7500

)

)

)

cloughran@perkinsaccounting.com
tkalberg@perkinsaccounting.com
duslan@perkinsaccounting.com
roya@perkinsaccounting.com
(503)221-7579
(503)221-7585
(503)221-7580

kmeyers@perkinsaccounting.com
chormel@petkinsaccounting.com

Carol-Ann Simon csimon@perkinsaccounting.com

This bulletin is a summary and is not intended as tax or legal advice. You
should consult with your tax advisor to obtain specific advice with respect to
your fact pattern.

Based on the most recent “best practice” standards for tax advisors issued
by the Treasury Department, commonly referred to as Circular 230, we

wish to advise you that this bulletin has not been prepared to be used, and
cannot be used, to provide assurance that penalties which may be assessed
by the IRS or other taxing authority (including specifically section 6662
understatement penalties) will not be upheld.

J
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