
An employer account reimburses medi-
cal expenses and carries forward un-

used amounts from year to year. This con-
cept has been a topic for discussion since
health insurance costs rocketed skyward in
the last few years. Some corporations have
boldly pioneered this type of plan design
and have already established “roll-for-
ward” accounts. In a seemingly quick re-
sponse, the IRS has sanctioned and estab-
lished rules for health reimbursement ar-
rangements (HRAs).

What Is an HRA?
Sometimes called defined contribution

plans or health savings accounts, HRAs al-
low an employer-funded account to repay
the unreimbursed medical expenses of
employees along with an option to roll un-
used funds forward. Unlike a Section 125
health flexible spending account (FSA),
where the IRS requires the annual election
to be available on the first day of the plan
year, only a portion of the HRA limit is
added to each account once per month or
pay period. This means no surprises and
no big hits to the employer’s checkbook.
The employer will only be liable for a por-
tion of each employee’s HRA annual limit.

An HRA account may reimburse any or
all of the same expenses as a health FSA.
Expenses defined in IRC Section 213(d) as
“medically necessary” include co-pays,
deductibles, office visits, vision care ex-
penses, prescriptions, and most dental ex-
penses. Expenses related to cosmetic ser-

IRS Lets HRAs
Out Of The Bag

M O N T H L Y  C O M M E N T A R Y

JANET
LeTOURNEAU

QPA, CFCI, is the chief compli-
ance officer at MHM Business
Services, Inc., in Kansas City,
MO. She draws upon more than
14 years of experience with flex-
ible benefits plans and tax laws
to perform consulting services
and monitor quality control.

LeTourneau is a frequent
speaker to employer groups and
conferences and is a board
member of the Cafeteria Plan
Advisors Council (CPAC). She
is the lead instructor for the
Section 125 administrators
training workshop.

A Qualified Plan Adminis-
trator (QPA), LeTourneau was
one of the first people in the
country to earn the CFCI des-
ignation sponsored by the
Employer’s Council on Flexible
Compensation. She is a certified
trainer in the Certified in Flex-
ible Compensation Instructor
(CFCI) program.

LeTourneau can be reached
at MHM Business Services,
Inc., 420 Nichols Road, Kan-
sas City, MO 64112. Telephone:
816-968-1083. E-mail: janl@
mhmbiz.com.

vices such as teeth bleaching or facelifts
would not be eligible for reimbursement.

Employees may request reimbursement
for medical expenses at the time services
are rendered, accumulate them for reim-
bursement in the future, or save the funds
in the HRA for retiree health benefits. Ser-
vices for eligible expenses must be pro-
vided while employees are covered by the
HRA, but the plan document may specify
that requests for reimbursement need not
occur until months or even years later. Be-
cause funds may be allowed to accumulate
from year to year, employees decide when
and how to best spend their medical ben-
efit dollars.

What’s Really New Here?
IRC Section 105 has been around for a

long time. Employers established these
“stand alone” plans to provide tax-free re-
imbursement of employees’ qualified medi-
cal expenses. This is also the IRS code sec-
tion that governs the favorable tax treat-
ment of self-insured plans and health FSAs.

What’s new is formal guidance from the
IRS that allows the carryover of unused
amounts to later years and that an HRA
can reimburse employees for the purchase
of health insurance. In addition, the guid-
ance provides that HRAs may allow former
employees (including retirees) continued
access to unused dollars.

This means an HRA is just like a health
FSA without the “use-it-or-lose-it” rule. Al-
though fully employer funded, HRAs enable
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employees to have more choice and greater
control over their healthcare coverage.

How Does It Work?
An employer establishes an HRA by

adopting a formal plan and distributing a
summary plan description (SPD) to all eli-
gible employees. The SPD describes, among
other things, the amount of money avail-
able in each employee’s personal health
account for the coverage period. As eligible
expenses are submitted, the employee’s
personal account is reduced and paid to
them on a non-taxable basis.

At the end of the HRA coverage period,
a new period begins with additional em-
ployer funding available. Plus, at the
employer’s option, the plan can be de-
signed so that dollars not spent by employ-
ees can be rolled over to fund future em-
ployee expenses.

What’s in store for those employees who
accumulate their benefit cash from year to
year? Depending on the plan document
and their employer objectives, employees
could accumulate all their medical ex-
penses and receive a large, one-time reim-
bursement. They could cushion themselves
against a catastrophic disease or accident
or even fund health benefits after their re-
tirement. The plan can even allow employ-
ees to use their account balance to purchase
long term care insurance.

Here’s an example of how two em-
ployees benefited from their employer’s
HRA plan.

Jill’s employer began an HRA program
to complement a new high-deductible
health plan. The health plan for single cov-
erage has a deductible of $1,500 and the
HRA provides $500 per year for everyone
selecting this coverage. The health plan for
family coverage has a deductible of $2,400
and the HRA provides $800 per year.

Jill decides to continue to pay her out-of-
pocket medical expenses through her Sec-
tion 125 health FSA. The health FSA still
affords a substantial tax savings on her
unreimbursed medical expenses, and she
would like her HRA account to accumulate
enough cash to eventually cover the entire
deductible. She can accomplish her goal in
three years and retain this “cushion” for an
unexpected illness or accident, or for when
she launches that future family.

Bill works for the same company, but his
goals are different. He has a wife and two
small children and needs help with his cur-
rent medical expenses. Bill knows he will

spend approximately $100 per month just
for prescriptions and doctor visits for the
family. Bill decides to elect $1,000 to his
health FSA account and utilize the HRA for
unexpected expenses. Bill has effectively
eliminated his risk of loss in his FSA plan.
After all, his known expenses are at least
$1,200. What happens if his family experi-
ences unexpected medical expenses during
the year? No problem, the HRA is there to
pay for qualified medical expenses above
the $1,000 health FSA election.

Employers Take Advantage of HRAs
The rising cost of healthcare is a con-

cern for most employers. With the addition
of an HRA, employers can enhance their
benefit package while still achieving their
overall corporate goals of controlling ben-
efit costs.

Let’s look at four great plan designs em-
ploying an HRA approach.

1. Bridge Plan. The bridge HRA plan
pays only for deductible items covered
by insurance and provides a “bridge” be-
tween out-of-pocket expenses and insur-
ance coverage.

The employer knows that by implement-
ing a “higher” deductible health plan the
premiums will decrease and he will save
money. However, employee satisfaction
may erode, causing turnover and higher
recruiting and training costs. The imple-
mentation of an HRA will turn the tide in
this employer’s favor.

To quote one insurance agent, “I would
rather have commission on the lower pre-
miums than no commission because the
client either decided to drop the plan alto-
gether or go to another agent.”

By making one-third to one-half of the
deductible increase available to employees
each year through an HRA, employees
have more control over medical expenses
and less risk of paying deductibles.

2. Comprehensive Plan. The comprehen-
sive HRA plan pays all medical expenses not
covered by insurance. These expenses in-
clude, but are not limited to, dental and
vision fees, chiropractic services, co-pays,
deductibles, and insurance premiums.

This plan could be coupled with a higher-
deductible or limited-coverage insurance
arrangement or as an additional employee
benefit.

3. Limited Plan. A limited HRA covers
only a group of expenses such as dental or
vision. It can also be restricted to a single
medical expense, like prescriptions.
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What better vehicle does an employer
have these days to explore the advantages
of self-insuring? Start out with an HRA lim-
ited to dental expenses. No premiums for
the employees or employer, and the em-
ployee just acquired a great new benefit.

4. Insurance Only Plan. The insurance
only plan HRA allows employees to pay for
employer-provided insurance coverage or
individually owned policies for health, dis-
ability, or long term care insurance. This
plan objective may be to design an HRA
program that can accumulate each year and
covers retiree benefits. Employees may uti-
lize their HRA for current premium ex-
penses or build up their account to pay
healthcare premiums, long term care insur-
ance premiums, and medical expenses dur-
ing retirement.

For example, an employer could design
a plan that allows unused contributions to
roll forward each year. Then at retirement,
the employee could be given a choice to use
the balance to purchase long term care in-
surance or forfeit the account balance.

Benefit costs are capped for current em-
ployees and the employer won’t have to
provide additional funds for employees at
retirement time.

Tax Planning for Small Employers
For many family owned or closely held

businesses, the majority of the employees
are owners. Even if all employees must be
covered by HRAs, that may be a small price
to pay so that the corporation can get more
benefits to the owners.

Retiree coverage is one plan design op-
tion. The company could write an HRA
plan to cover those reaching retirement age,
but not those who terminate prior to retire-
ment. In today’s mode of frequent job
changes, employee-owners would most
likely stay until retirement, while few other
employees would.

Retiree benefits could even be used
for long term care insurance purchased af-
ter retirement. The HRA account would
build during employment, and then the ac-
cumulated balance could be used to pur-
chase long term care insurance at or close
to retirement.

HRAs Enhance FSAs
One plan design usually doesn’t fit

everyone’s need. That’s why Section 125
cafeteria plans have become such a popu-
lar benefits tool. Now, with the addition
of an HRA, employers have more choice
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in how much to spend on benefits and
how the benefits are delivered to their
employees.

Employees have been asking for more
choices and employers need a break on ben-
efit expenses. With an HRA, employees get

more choices and a greater say in how their
benefit dollars are spent. They have become
the employer’s partners. An HRA is a great
way to meet employees’ needs and boost
the employer’s benefit package.

One simple plan, and the paybacks are
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lofty for employers and employees. The
employer is managing healthcare costs and
employees are given more choices.

Check out the following chart compar-
ing FSAs, HRAs, and MSAs for the best
solution to provide for your clients. o

Benefit Comparison

Flexible Spending Health Reimbursement Medical Savings
Accounts Arrangements Account

Small Employers Yes Yes 50 or fewer employees

Large Employers Yes Yes No

C-Corp Owners Yes Yes Yes

Self Employed No No Yes

Plan Document Yes Yes No

SPD Yes Yes Yes

Special Health Insurance No No YesPolicy Required

Employer Contributions Optional Required Optional

Employee Contributions Optional No Optional

Employer Tax Savings Business expense—plus Business expense Business expense
7.65% of employee contribution deduction for payments deduction for contributions

Employee Tax Savings Claim reimbursements Claim reimbursements Contributions deductible
are tax -free are tax -free on 1040 tax form

Account Pre-funded Yes No NoBy Employer

Roll Unused Dollars No Yes YesTo Next Year

Reimburse IRC Section 213(d)
Yes Yes YesMedical Expenses Not Covered

By Any Other Plan

Claims Substantiation Yes Yes Yes, upon audit

Debit Card Yes Yes Yes

Insurance Premiums No Yes Yes*Paid from Account

Long Term Care Premiums No Yes YesPaid from Account

Banking Employer assets Employer assets IRA type account

Convert Account to No No Yes*Taxable Income

Annual IRS-DOL Form 5500 Yes** Yes** No(No tax due)

COBRA Applies Yes* Yes No

HIPAA Certification Generally, No* Yes NoRules Apply

HIPAA Privacy and Yes Yes NoSecurity Rules Apply

Account Retained by Employee No No, but terminated employees YesUpon Termination of Employment? may be covered by plan

*Special rules apply   **Generally, if over 100 participants; welfare benefit rules apply


