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Health Care Reform:
What Plan Sponsors Need to Know
Since March 23, 2010, when President Obama signed into law the Patient Protection and Affordable Care 
Act (“PPACA”), employers have been struggling to determine how PPACA impacts their group health plans 
and the employees who participate in them.  Many changes required by PPACA are effective for the �rst 
plan year that begins on or after September 23, 2010.  For employers with calendar year plans, this means 
compliance will be required beginning January 1, 2011.  This LEGALcurrents discusses key PPACA 
provisions and regulatory guidance that will affect the upcoming plan year.

Grandfathered Plans under PPACA
When President Obama was touting the positives of health care reform, he often promised Americans that 
“if you like your coverage, you can keep it.”  The President’s promise is re�ected in the “grandfathered plan” 
concept in PPACA.  A grandfathered plan is a plan that was in existence on the date of PPACA’s enactment 
(March 23, 2010).  Grandfathered plans are inde�nitely exempt from many, but not all, of PPACA’s reform 
provisions.  For example, grandfathered plans do not have to provide �rst-dollar coverage for preventive 
care, establish certain external and internal review procedures, or satisfy speci�ed cost-sharing require-
ments.  They do, however, have to comply with PPACA’s prohibition on lifetime and annual dollar limits, 
extension of coverage for dependent children up to age 26, and certain other requirements.

Maintaining Grandfathered Status
Since PPACA’s enactment, plan sponsors have been grappling with whether, and to what extent, they can 
make changes to their plans without causing a loss of grandfathered status.  On June 14, 2010, the 
Departments of the Treasury, Health and Human Services and Labor jointly issued an Interim Final Rule (the 
“Regulation”) that identi�es the plan design changes that, if made, will cause a plan to lose its grandfa-
thered status.

The Regulation clari�es that PPACA’s grandfather rules will apply separately to each bene�t package offered 
under a plan.  This means that a single group health plan may have a mix of grandfathered and 
non-grandfathered coverage options.  For example, the HMO offered under a plan may lose grandfathered 
status while the PPO option retains grandfathered status.  The terms of a bene�ts package that were in 
effect on March 23, 2010 serve as the baseline for the application of the grandfathered plan rules.  Any of 
the following changes to those terms of a bene�ts package will result in a loss of grandfathered status:

■ Elimination of all or substantially all bene�ts to diagnose or treat a particular condition;

■ Any increase in a percentage cost-sharing requirement (e.g., any increase in coinsurance);

■ Increases in �xed cost-sharing requirements other than copayments (e.g., deductibles, out-of-pocket 
limits) that exceed medical in�ation, plus 15 percentage points;

■ Increases in copayments that exceed the greater of: (1) medical in�ation, plus 15 percentage points, or 
(2) $5 multiplied by medical in�ation, plus $5;

■ A decrease in the employer contribution rate towards the cost of any tier of coverage by more than 5 
percentage points for any class of similarly-situated individuals; and

■ The addition of or decreases in annual and lifetime bene�t limits.
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Plan design changes not speci�cally described above will not cause a bene�t package to lose grandfa-
thered status.  The agencies’ Regulation states that an insured plan would lose grandfathered status if it 
changed insurance carriers.  However, in guidance issued on November 17, 2010, the agencies reversed 
course.  A plan will not lose grandfathered status by switching insurance carriers, as long as switching to 
the new carrier does not result in a design change that would cause a loss of grandfathered status under 
the rules described above. This revised provision is effective for insurer changes effective on or after 
November 15, 2010.

Employers who made plan changes prior to March 23, 2010, or after March 23, 2010 but before June 14, 
2010, might be able to take advantage of transitional rules under the Regulation.  If a plan sponsor made 
changes prior to March 23, 2010 that were effective after that date and such changes were made pursu-
ant to a legally binding contract, a written plan amendment, or a �ling with a state insurance department, 
the changes will not cause the plan to lose grandfathered status as a result of the changes.  In addition, the 
new plan terms will serve as the baseline for applying the grandfather rules.  If a plan sponsor made a plan 
design change after March 23, 2010 but prior to June 14, 2010 that would result in a loss of grandfa-
thered status, the plan will be able to retain grandfathered status if it revokes the change prior to the �rst 
day of the plan year beginning on or after September 23, 2010.

Disclosure and Documentation Requirements
In addition to prohibiting certain plan design changes, the Regulation also provides that for a plan to retain 
grandfathered status, a plan sponsor (self-insured) or insurer (fully-insured) is required to include a 
statement in the plan materials it provides to participants that the sponsor or insurer believes the plan is 
grandfathered.  A sample statement is available at http://www.dol.gov/ebsa/healthreform/index.html.  In 
subsequent informal guidance, the agencies clari�ed that the disclosure statement is required whenever a 
summary of bene�ts (e.g., a summary plan description) is provided to participants and bene�ciaries.  Plan 
sponsors must also keep records of plan and policy terms in effect on March 23, 2010 and make them 
available upon request by agencies or participants.

Collectively-Bargained Plans
The Regulation clari�es that fully-insured plans maintained pursuant to one or more collective bargaining 
agreements (“CBAs”) rati�ed prior to March 23, 2010 will retain grandfathered status until at least the date 
on which the last of the CBAs expire.  Such a fully-insured plan will lose grandfathered status at the 
expiration of the last CBA if any of the changes made to the plan while the CBAs were in effect would 
cause a loss of grandfathered status under the rules described above. 

Retiree-Only Plans and Excepted Bene�ts      
Finally, the preamble to the Regulation provides an important clari�cation with respect to retiree-only plans 
and “excepted bene�t” plans (e.g., stand-alone dental and vision plans and most health FSAs).  Retiree-
only and excepted bene�t plans will not have to comply with PPACA’s plan design requirements.
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Extension of Coverage to Adult Children up to Age 26
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• Applies to grandfathered and non-grandfathered plans;

• Does not apply to retiree-only plans and excepted benefit plans; and  

• Effective Date: first day of the plan year to begin on or after September 23, 2010 (January 1, 2011 for 
plans that operate on a calendar year basis).

PPACA requires health plans that make dependent coverage available to children to extend coverage to 
“dependent children” until they turn age 26.  Plans may not condition coverage of such children on items 
such as tax dependency, marital status, student status, financial dependency, residency, or (with one 
temporary exception) eligibility for other coverage.  Grandfathered plans may, until 2014, exclude adult 
children who are eligible for an employer-sponsored plan other than the plan of a parent.  In addition, the 
terms of the coverage for children under age 26 cannot vary based on age.  This means that an employer 
may not charge adult children more for coverage (but it can charge applicable increases if covering the 
adult dependent pushes the employee into a more expensive category of coverage, such as moving from 
two-person coverage to family coverage).  Plans also may not exclude adult children from benefit packages 
that are made available to other children.

Unfortunately, neither the statute nor the regulations specify the categories of “dependent children” for 
whom coverage must be extended.  However, in a recently released set of Frequently Asked Questions, the 
Department of Labor (“DOL”) provided a “safe harbor.”  A plan will satisfy the PPACA requirement if it 
covers the following children to age 26:

■ the employees’ biological children;

■ the employees’ adopted children (including those lawfully placed with the employee for adoption);

■ the employees’ stepchildren; and

■ the employees’ foster children (including those for whom the employee has legal guardianship).

According to informal, non-binding remarks from agency personnel at a recent employee benefits seminar, 
the agencies are considering whether to issue guidance specifically requiring plans to cover stepchildren 
and foster children to age 26.  Unless and until the agencies issue such guidance, employers will risk 
violating PPACA by not taking advantage of the safe harbor.  Employers who do not take advantage of the 
safe harbor should, at the very least, cover employee’s biological children and adopted children to age 26.

Tax Treatment
Employer-paid coverage for an employee’s biological child, adopted child, stepchild, or foster child is 
excludable from income for any tax year ending prior to the year in which the adult dependent attains age 
27.  This means that if instead of removing an adult child from coverage on his 26th birthday, the plan 
removes the child at the end of the year in which the child turns 26, the employer contributions towards the 
cost of coverage will continue to be tax-free to the employee.

Employers may also permit employees to contribute towards the cost of coverage of their adult dependents 
on a pre-tax basis through a cafeteria plan.  Although most health FSAs are exempt from the extension of 
adult coverage rule, employers may voluntarily permit employees to be reimbursed from their FSAs for 
eligible purchases made on behalf of these adult children.  To effectuate these changes, an employer may 
need to amend its FSA plan.  Many FSA plans state that an employee can use an FSA to pay for expenses 
of his or her “tax dependents.”  Because an adult child may not be an employee’s tax dependent, the plan 
would have to be amended.  The amendment should be made by the first day of the plan year to begin on 
or after September 23, 2010 (January 1, 2011 in the case of a calendar year plan).



Prohibition on Annual and Lifetime Dollar Limits on “Essential 
Health Bene�ts”
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• Applies to grandfathered and non-grandfathered plans;

• Does not apply to retiree-only plans and excepted benefit plans; and  

• Effective Date: first day of the plan year to begin on or after September 23, 2010 (January 1, 2011 for 
plans that operate on a calendar year basis).

Mandatory 30 Day Special Enrollment Opportunity
Plans must provide a special enrollment opportunity lasting at least 30 days for employees’ dependent 
children who will be under age 26 on January 1, 2011 (assuming a calendar year plan), and who have lost 
coverage or were denied coverage because under the terms of the plan, the availability of dependent 
coverage ended before the attainment of age 26.  In other words, employers need to provide the special 
enrollment opportunity to only those children who were not eligible prior to PPACA but who now become 
eligible as a result of this PPACA adult child coverage requirement.  Employers must also provide a notice 
to employees of the special enrollment opportunity.  A sample notice is available at 
http://www.dol.gov/ebsa/healthreform/index.html.

Employers may satisfy their special enrollment obligation through their normal annual enrollment, as long 
as those entitled to the special enrollment opportunity have at least 30 days to enroll.  The special enroll-
ment period, including the notice, must be provided no later than January 1, 2011 (again, assuming a 
calendar year plan) with coverage effective no later than January 1, 2011.

Interaction with State Law
Many states have enacted laws that require insurers to offer coverage to adult children up to a certain age.  
These laws are applicable to fully-insured arrangements (arrangements in which an employer purchases 
coverage from an insurer and where the insurer pays claims), and not applicable to self-insured arrange-
ments.  Employers who purchase group health insurance must still comply with applicable state law to the 
extent it requires coverage of adult children beyond the age of 26.

New York, for example, requires insurers to offer coverage to certain adult children up to age 30.  Generally, 
insurers must make coverage available to unmarried children of covered employees who meet certain 
criteria, including that the child reside in the state of New York or in the coverage area of the policy, and 
that the child not be eligible for other employer-sponsored coverage.  Unlike PPACA, New York law permits 
employers to impose a premium surcharge for adult children up to the cost of individual coverage.  Employ-
ers in New York state who purchase group health insurance coverage must comply with PPACA’s more 
stringent requirements (e.g., no premium surcharge, no conditioning coverage on residency, marital status, 
student status, etc.) with respect to adult children under age 26.  Once a child turns age 26, however, New 
York law will apply, and the child must be afforded the opportunity to remain covered as long as the child 
meets New York’s requirements for extended coverage.  The employer, however, can remove the child from 
the employee’s family coverage and charge the adult child the full cost of individual coverage at that point.   

PPACA generally prohibits a group health plan from establishing or maintaining annual or lifetime dollar 
limits on “essential health benefits.”  The prohibition on lifetime dollar limits is immediate and absolute.  
Lifetime dollar limits on essential health benefits must be eliminated as of the first day of the first plan year 
beginning on or after September 23, 2010.  Plans may continue to impose “restricted” annual dollar limits 
on essential health benefits until January 1, 2014.
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Essential Health Bene�ts
PPACA de�nes “essential health bene�ts” to include the following services: (1) ambulatory patient services, 
(2) emergency services, (3) hospitalization, (4) maternity and newborn care, (5) mental health and 
substance use disorder services, (6) prescription drugs, (7) rehabilitative and habilitative services and 
devices, (8) laboratory services, (9) preventive and wellness services and chronic disease management, 
and (10) pediatric services, including oral and vision care.  The Department of Health and Human Services 
(“HHS”) is responsible for more speci�cally de�ning “essential health bene�ts,” but until further guidance is 
issued, the agencies will take into account good faith efforts to comply with a reasonable interpretation of 
PPACA’s de�nition. Plans must apply the de�nition of “essential health bene�ts” on a consistent basis for 
purposes of applying the lifetime and annual dollar limit rules.

Restricted Annual Limits
In an effort to minimize the impact that the removal of annual dollar limits will have on a plan’s costs, 
PPACA provides that, prior to January 1, 2014, a plan may impose “restricted” annual dollar limits on 
essential health bene�ts.  Speci�cally, a group health plan may include annual dollar limits on essential 
health bene�ts that are no less than:

■ $750,000 for plan years beginning on or after September 23, 2010, but before September 23, 2011;

■ $1.25 million for plan years beginning on or after September 23, 2011, but before September 23, 
2012; and

■ $2 million for plan years beginning on or after September 23, 2012, but before January 1, 2014.

As of January 1, 2014, plans will be prohibited from imposing any annual dollar limit on essential health 
bene�ts.

Applicability of Prohibition to Account-Based Plans
PPACA’s prohibition on annual and lifetime dollar limits is not applicable to health �exible spending 
accounts (health FSAs), medical savings accounts (MSAs), or health savings accounts (HSAs).  The 
prohibition is, however, applicable to health reimbursement arrangements (HRAs), which is problematic 
because  by their very nature, HRAs impose annual limits on the dollar value of bene�ts.  All HRAs are 
designed to reimburse only up to a speci�c dollar amount on an annual basis.

On June 22, 2010, the agencies issued Interim Final Regulations that provide some relief for HRAs.  The 
preamble to the Regulations provides that HRAs that are “integrated” with other coverage as part of a 
group health plan are not subject to PPACA’s annual limit restrictions if the other coverage alone complies 
with PPACA’s lifetime and annual limit requirements.  The preamble also indicates that retiree-only HRAs 
are not subject to PPACA’s annual limit restrictions based on the exception from PPACA’s requirements for 
retiree-only plans discussed in the grandfathered section of this LEGALcurrents.

The question for an employer that offers an HRA and an underlying health plan is whether the HRA is 
“integrated” with the underlying coverage, so that the HRA is exempt from PPACA’s limit requirements.  
The preamble to the Regulations does not de�ne what it means for an HRA to be integrated with other 
health coverage.  Certain HRA arrangements are clearly integrated.  Those arrangements speci�cally tie 
together the employer’s underlying health insurance plan (which typically has a high deductible) with the 
HRA.  In those truly integrated arrangements, as an employee incurs expenses during the year, the HRA is 
charged �rst until the HRA funds are depleted.  Then there is a “gap” period where the employee has to 
pay claims at 100% until the deductible is satis�ed.  Once the deductible is satis�ed, the underlying health 
plan begins to pay claims.  It is not clear whether the agencies believe that only such a tightly connected 
HRA health plan arrangement is to be considered integrated, or whether they would agree that as long as 
the employer has both an HRA and an underlying health plan, that would be suf�cient for the HRA to be 
considered integrated.
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Until further guidance is issued, employers with HRAs that are not clearly “integrated” with other coverage 
or employers with stand-alone HRAs that are not retiree-only HRAs may want to consider other ways to 
except their HRA from PPACA’s annual limit restrictions.  An employer may be able to take the position that 
its HRA is exempt from the limit requirements because the HRA quali�es as a health FSA.  In order for an 
HRA to qualify as a health FSA, the maximum reimbursement amount reasonably available under the HRA 
must be less than 500% of the value of the HRA coverage.  Careful analysis will be required to determine if 
an HRA satis�es this requirement, particularly if the HRA has an unused account balance carryover feature.

An employer also has the option of applying for a waiver of PPACA’s annual limit requirements for its HRA 
under a program established by HHS if compliance with the restricted annual limit requirements would 
result in a signi�cant decrease in access to bene�ts or a signi�cant increase in premiums for the plan.  
(Note that the waiver program is also available to plans other than HRAs, such as “mini-med” plans.)  An 
employer may apply for a waiver for its HRA arrangement if the HRA was offered prior to September 23, 
2010.  Applications for waivers for plan years beginning between September 23, 2010 and September 23, 
2011 are due not less than 30 days before the beginning of the plan year.  More information about the 
waiver application, including speci�c content requirements, is available at 
http://www.hhs.gov/ociio/regulations/patient/ociio_2010-1_20100903_508.pdf and at 
http://www.hhs.gov/ociio/regulations/annual_limits_waiver_guidance.pdf.  If an HRA’s application for a 
waiver is approved, the employer  is required to notify participants that the HRA does not meet PPACA’s 
restricted annual limit requirements because the HRA has received a waiver.  The notice must include the 
dollar amount of the HRA’s annual limit, a description of the bene�ts to which it applies, and a statement 
that the waiver was granted only for one year.   HHS will establish model notice language which will be 
posted at http://www.hhs.gov/ociio/regulations/index.html.

Mandatory 30 Day Special Enrollment Opportunity
Plans must provide a special enrollment opportunity for individuals whose coverage or bene�ts ended 
because they reached a lifetime limit and who otherwise are eligible for such coverage or bene�ts on the 
�rst day of the plan year beginning on or after September 23, 2010 (January 1, 2011 for calendar year 
plans).  Employers must provide written notice to such individuals that the lifetime limit no longer applies 
and that they are eligible to re-enroll for coverage during a special enrollment period.  This special enroll-
ment period must begin no later than January 1, 2011 (assuming a calendar year plan) and run for at least 
30 days.  A sample notice is available at http://www.dol.gov/ebsa/healthreform/index.html.  This notice 
may be included with other enrollment materials as long as it is prominently displayed, and it may be 
distributed to an employee on behalf of his or her affected dependents.

Prohibition on Rescissions  

• Applies to grandfathered and non-grandfathered plans;

• Does not apply to retiree-only plans and excepted benefit plans; and  

• Effective Date: first day of the plan year to begin on or after September 23, 2010 (January 1, 2011 
for plans that operate on a calendar year basis).

PPACA prohibits group health plans and health insurance issuers from rescinding an individual’s coverage 
unless the individual, or the employee that enrolls the individual, performs an act or omission that constitutes 
fraud or an intentional misrepresentation of material fact, as prohibited by the terms of the plan.  The 
regulations de�ne a “rescission” as any cancellation of coverage that has retroactive effect, except that a 
retroactive cancellation for failure to timely pay the full applicable premium is not a rescission.  If a plan or 
issuer does rescind coverage, it must provide 30 days advance written notice to the individual.  Note that 
plans and issuers may continue to prospectively cancel coverage without providing 30 days’ advance notice 
and without the prerequisite that the individual committed fraud or made an intentional misrepresentation of 
material fact.
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The primary objective behind the no rescission rule is to prevent insurance companies from retroactively 
canceling coverage based on a participant’s inadvertent omissions in medical history questionnaires �lled 
out prior to enrolling in the plan.  Less obvious applications of the rule—and ones that may impact plan 
administration—are: (1) when an employee enrolls an ineligible individual in the plan, and (2) when a 
previously eligible individual ceases to be eligible but remains covered for a period of time after losing 
eligibility.

Ineligible Individual Enrolls in the Plan
Typically, if an employer �nds out that an ineligible individual enrolled in the plan, the individual’s coverage 
will be cancelled retroactively to the date the individual enrolled.  Under the new rule, however, an employer 
may no longer retroactively cancel coverage unless the individual, or the employee who enrolled the 
individual, committed fraud or made an intentional representation of material fact that is prohibited by the 
terms of the plan, unless the employee fails to pay the required contribution for the cost of the ineligible 
person.  Employers can take steps ahead of time to put themselves in the best position possible in the 
event an ineligible individual enrolls in their plan.

First, employers should review their summary plan descriptions (SPD) to make sure the SPD explicitly 
provides that coverage may be cancelled retroactively in the event an individual commits fraud or makes an 
intentional misrepresentation of material fact.  Second, employers should consider requiring employees to 
attest at the time of enrollment that they understand the plan’s eligibility rules, that the individuals they are 
seeking to enroll meet the plan’s eligibility criteria, and that they recognize that enrolling an ineligible 
individual constitutes fraud and/or an intentional misrepresentation of material fact that is prohibited by the 
plan.  By taking these steps, employers may be in a better position to defend a rescission of coverage if 
they later discover that an employee enrolled an ineligible individual.

Eligible Individual Loses Eligibility
Employers should also be careful not to run afoul of the no rescission rule when eligible individuals enrolled 
in the plan later lose eligibility.  Under the broad de�nition of a rescission, common administrative practices 
may be called into question as potentially prohibited rescissions.  For example, when an employee and his 
covered spouse get divorced, most group health plans provide that coverage for the ex-spouse is cancelled 
as of the date of divorce.  Typically, the employer is not noti�ed of the divorce until weeks or even months 
after the divorce, putting the employer in the position of desiring to retroactively terminate the former 
spouse’s coverage back to the date of the divorce.  Similarly, where an employee terminates employment, 
most plans provide that coverage for an employee and his dependents ends upon termination from 
employment.  For practical purposes, most employers process the cancellation of coverage several days 
after the termination of the employee, with coverage cancelled retroactive to the termination date.  Absent 
fraud or intentional misrepresentation, the retroactive cancellations of coverage in the examples above 
seem to fall under the de�nition of a “rescission” prohibited by PPACA.  The DOL, however, addressed-
and to some extent ameliorated—these concerns in a recently released set of Frequently Asked Questions.  
The DOL opined that retroactive cancellations in these scenarios will not constitute rescissions if the 
applicable premiums are not timely paid after the date of the cancellation of coverage.  In the divorce 
example, the ex-spouse would be entitled to continue coverage through COBRA.  The full COBRA premium 
could be as high as 102% of the single coverage rate.  So, if the ex-spouse stayed covered for a period of 
time after the divorce (because the employer wasn’t noti�ed) and did not timely pay the full COBRA 
premium, the plan could retroactively cancel the ex-spouse’s coverage to the date of the divorce.  Likewise, 
an employer may terminate coverage of an employee retroactive to the date of the employee’s termination 
of employment as long as the employee did not pay premiums for coverage beyond the termination date.
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Note that the DOL’s guidance only provides relief for a plan in the situation where an individual fails to 
timely pay the required premium.  An employer would not be able to rely on the DOL’s position if, for 
example, an ex-spouse remained covered for a period of time beyond the divorce and if the employee’s 
share of the premium for double-coverage exceeded what the plan would have charged had the ex-spouse 
elected COBRA and the employee reverted to single coverage.  In those types of situations, the plan would 
not be able to retroactively cancel coverage, absent fraud or an intentional misrepresentation of material 
fact.  Employers should consider requiring employees to attest at the time of enrollment that they will 
promptly notify the employer of any changes in circumstances that will affect coverage, and that failure to 
do so constitutes fraud and/or an intentional misrepresentation of material fact that is prohibited by the 
plan.  This way, the plan will be in a better position to rescind coverage if an employee continues to cover a 
dependent who has lost eligibility.

Internal and External Review

Non-grandfathered plans must comply with revamped internal and external appeals processes.  Employer-
sponsors of insured group health plans may rely on the insurer to comply with the new PPACA rules.  
Employers who self-insure bene�ts should begin working with their third party administrators to ensure 
compliance.

Internal Review
Prior to PPACA, plans sponsored by employers subject to ERISA had to comply with the existing ERISA 
claim regulation, which sets forth the framework for responding to participant’s bene�ts claims and 
appeals.  The regulations add six new requirements in addition to the existing ERISA claim regulation and 
make the rules directly applicable to insurance carriers.

■ Revised de�nition of “adverse bene�t determination”—The ERISA claim regulation generally 
de�nes an “adverse bene�t determination” as a denial of a bene�t due under the plan, including denials 
for bene�ts based on a determination that an individual was ineligible for coverage.  Pure administrative 
claims, such as eligibility claims unrelated to the payment of a particular bene�t, were outside the scope 
of the existing ERISA claim regulation.  The new PPACA claim regulation amends the de�nition of 
“adverse bene�t determination” to include a rescission of coverage (which, as discussed above, is only 
permitted in the event of fraud or an intentional misrepresentation of material fact), regardless of 
whether there is an adverse affect on a bene�t.  This means that some pure administrative claims that 
relate solely to eligibility to participate in the plan will now be subject to the internal claims process.

■ Expedited noti�cation of bene�t determinations involving urgent care—Under the existing ERISA 
claim regulation, a plan had to respond to an urgent care claim as soon as possible but no later than 72 
hours after receipt.  The new PPACA claim regulation shortens this time frame to 24 hours.  This change 
is effective July 1, 2011 (or, the �rst day of the plan year to begin after September 23, 2010, if later 
than July 1, 2011).

• Applies only to non-grandfathered plans;

• Does not apply to retiree-only plans and excepted benefit plans; and

• Effective Date: first day of the plan year to begin on or after September 23, 2010 (January 1, 2011 for 
plans that operate on a calendar year basis), although some aspects have a delayed effective date.
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■ New “Full and Fair” Review Rules—Under the existing ERISA claim regulation, claimants are entitled 
to a “full and fair review” of their appeals of adverse bene�t determinations.  As part of the full and fair 
review, for example, plans had to provide opportunities for claimants to submit written comments and 
other information relating to their claim.  Plans also had to provide claimants, upon request, with 
documents relied upon or generated in the course of the plan’s consideration of the claim.  The PPACA 
claim regulations add two further requirements in connection with the review of a claimant’s appeal of 
an adverse bene�t determination.  First, the plan or issuer must provide the claimant, free of charge, 
with any new evidence that the plan or issuer considers, relies upon, or generates in the course of 
reviewing the appeal.  Such information must be provided as soon as possible and suf�ciently in 
advance of the date upon which the plan must render a �nal internal adverse bene�t determination, so 
that the claimant has a reasonable opportunity to respond.  Second, before a plan or issuer can issue a 
�nal internal adverse bene�t determination based on new or additional rationale, the claimant must be 
provided with the rationale free of charge.  The plan or issuer must provide the claimant with the new 
rationale suf�ciently in advance of the date on which the plan or issuer must render the �nal internal 
adverse bene�t determination, so that the claimant has a reasonable opportunity to respond.

■ Avoiding con�icts of interest—Plans or issuers may not make decisions involving hiring, compensa-
tion, termination, promotion, or other similar matters with respect to any individual based on the 
likelihood that the individual will support the denial of bene�ts.

■ New Notice Requirements—The Regulations add several new items that must be included in internal 
claim and appeal denial notices, including a description of available internal appeals and external review 
processes.  A sample notice is available at http://www.dol.gov/ebsa/healthreform/.  The regulations also 
require the notices to be delivered in a “culturally and linguistically appropriate manner.”  If a plan covers 
fewer than 100 participants at the beginning of the plan year and at least 25% of all participants are 
literate only in the same non-English language, then the notices must be provided, upon request, in the 
non-English language.  If the plan covers 100 or more participants and if the lesser of 500 participants 
or 10% of participants are literate only in the same non-English language, then the plan must, upon 
request, provide the notices in the non-English language.  These changes to the notice requirements are 
effective July 1, 2011 (or the �rst day of the plan year to begin after September 23, 2010, if later than 
July 1, 2011).

■ Strict Adherence—Prior to PPACA, if a plan substantially complied with the internal claims process, the 
claimant would generally still have to go through the internal appeals process before proceeding to 
court.  Likewise, if a plan substantially complied with the appeals process, a court would generally afford 
the plan the more favorable “arbitrary and capricious” standard of review if the claimant initiated a 
lawsuit.  Effective July 1, 2011 (or the �rst day of the plan year to begin after September 23, 2010, if 
later than July 1, 2011), if a plan or issuer fails to strictly adhere to the ERISA claim regulation and the 
new requirements detailed above, the claimant will be deemed to have exhausted the internal appeals 
process.  This means that the claimant can go straight to external review or to court, even if the plan or 
issuer did not render a claim determination or a �nal adverse bene�t determination.  Because claimants 
can now to go to court without a plan or issuer �rst rendering a claim determination or a �nal internal 
adverse bene�t determination, a court would likely review the claim under the de novo standard of 
review, which affords no deference to the claims administrator’s determination.

Employers who sponsor self-insured plans that will not retain grandfathered status should work with their 
claims administrators to ensure that they are ready to handle these new obligations.  All employers should 
amend their SPDs and plan documents to incorporate these new rules when their plans lose grandfathered 
status.
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External Review
PPACA provides that all non-grandfathered group health plans must comply with an external review 
process.  After a claimant exhausts the internal claims and appeals process, the claimant may then request 
an external review of adverse bene�t determinations, unless the adverse bene�t determination was based 
on the individual’s ineligibility to participate in the plan.

Most states already require issuers to comply with an external review procedure.  Until PPACA, self-insured 
arrangements were not subject to external review.

State External Review
Plans that are subject to state external review may continue to comply with the state process, as long as 
the state process provides certain consumer protections.  For plan years that begin prior to July 1, 2011, 
however, plans may comply with the state process regardless of whether it provides for those protections.  
This means that, at least for the time being, the external review process for most insured plans will not 
change.

Federal External Review
Plans not subject to a state external review process, which includes self-insured plans subject to ERISA, 
must comply with a new federal external review process.  The agencies have yet to issue �nal standards for 
the external review process, but the DOL has issued Technical Release 2010-01.  The Technical Release 
provides an “enforcement safe harbor.”  The agencies will not take any enforcement action against a plan 
that complies with the safe harbor.

The safe harbor provides plans with two options for compliance.  First, a plan may voluntarily comply with 
the state external review process.  This option is only available if a state opens its external review process 
to self-insured plans.  It is not clear how a state could do this.

Second, a plan may follow the procedures set forth in the Technical Release.  The Technical Release 
requires plans to permit claimants to �le a request for external review within four months of receiving a 
notice of an adverse bene�t determination.  Within �ve business days of receiving such an external review 
request from a claimant, the plan must complete a preliminary review of the claim.  The purpose of the 
preliminary review is to determine whether the claimant is entitled to an external review.  If the claimant’s 
claim was denied because the claimant was ineligible for the plan, if the claimant did not exhaust the 
internal review process, or if the claim involves a rescission, the claim is not eligible for external review.  
Once the plan determines whether the claim is eligible for external review, the plan must provide notice to 
the claimant as to whether or not the claim meets the requirements for external review.  If the claim does 
meet the requirements, the plan must assign the claim to an independent review organization (IRO) that is 
accredited by the Utilization Review Accreditation Commission (URAC) or a similar nationally recognized 
accrediting organization.  Plans (or their third party administrators) must have contracts with at least three 
IROs.  The Technical Release sets forth the provisions that must be in a contract with an IRO.

Employers that sponsor a plan not subject to a state external review process should work with their third 
party administrators to comply with the safe harbor.  Speci�cally, employers should ensure that either the 
plan itself or the third party administrator has contracts in place with at least three IROs.  In addition, 
employers should con�rm with the third party administrator that it is prepared to respond to claimants’ 
requests for external review.   
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Prior to health care reform, self-insured plans—but not insured plans—were subject to the nondiscrimina-
tion requirements of section 105(h) of the Internal Revenue Code.  A new provision in PPACA, however, 
provides that rules “similar to” section 105(h) of the Code will apply to non-grandfathered insured plans.  
The agencies have yet to specify what “similar” rules will apply to insured arrangements, but the Depart-
ment of the Treasury and the Internal Revenue Service have requested comments on that issue.  Until the 
agencies provide guidance, non-grandfathered, insured arrangements should attempt to comply with the 
section 105(h) requirements as if they were self-insured arrangements.

Overview of 105(h) Nondiscrimination Tests
The 105(h) nondiscrimination tests function to prohibit health plans from discriminating in favor of highly 
compensated individuals (HCI).  In general, an HCI is one of the following: (1) the �ve highest paid of�cers in 
the company; (2) shareholders who own more than 10% of the company’s stock; and (3) the top 25% 
highest-paid employees.

Plans must satisfy two non-discrimination tests: the “eligibility test” and the “bene�ts test.”  The mechanics 
of these tests are complex, but plans will generally pass both tests if all employees are eligible for the same 
bene�ts on the same terms with the same employer contribution.  If, however, a plan offers HCIs more 
generous bene�ts, or if only HCIs are eligible for the plan, the plan will likely fail the 105(h) tests.  A plan 
also runs the risk of failing the bene�ts test if the employer favors HCIs by contributing more towards their 
cost of coverage.  This is true even if the coverage itself is the same for HCIs as for other employees.

Implications for Certain Insured Arrangements
The extension of 105(h)-like rules to insured arrangements will likely bring an end to many previously 
permissible plan designs.  The most obvious example is an insured medical plan that offers richer bene�ts 
for a company’s highly-paid executives.  These so-called “executive-only” plans were permissible prior to 
PPACA (but posed other potential problems if executives were permitted to pay their share of the premium 
with pre-tax dollars through a section 125 (“cafeteria”) plan).  Employers will no longer be able to establish 
such executive-only plans, and those that do sponsor such plans must ensure that they retain grandfa-
thered plan status.

Another less obvious plan design that will be impacted by the new provision is one in which all employees 
are eligible for the same plan and on the same terms, but where the employer varies its contributions 
amongst employees.  Prior to PPACA, such plan designs would have been permissible as long as the 
cafeteria plan nondiscrimination rules were satis�ed.  Now, such plans may run afoul of the 105(h) bene�ts 
test if HCIs receive higher employer contributions.  Employers that currently vary their contributions 
amongst employees should therefore be cognizant of the 105(h) nondiscrimination rules.  Such employers 
could avoid having to comply with 105(h)-like rules by maintaining grandfathered plan status.  The IRS is 
expected to issue regulations detailing how the 105(h)-like rules will apply to insured plans and we hope 
that the regulations provide clear and practical guidance.

Extension of Nondiscrimination Rules to Insured Arrangements

• Applies only to non-grandfathered, insured plans;

• Does not apply to retiree-only plans and excepted benefit plans; and  

• Effective Date: first day of the plan year to begin on or after September 23, 2010 (January 1, 2011 for 
plans that operate on a calendar year basis).
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Penalties for Non-compliance
If a self-insured plan violates section 105(h), HCIs will have to include as taxable income a certain portion 
of the dollar value of the bene�ts paid to them by the plan.  Employers do not face a penalty.  When an 
insured plan violates the new PPACA provision, however, the employer will face an onerous excise tax: 
$100 per day per non-highly compensated individual against whom the plan discriminates, for as long as 
the plan is not in compliance.

PPACA requires non-grandfathered plans to provide coverage for and impose no cost-sharing requirements 
for the following items:

■ evidence-based items or services that have a rating of A or B in the current recommendations of the 
United States Preventive Services Task Force (“USPSTF”);

■ immunizations recommended by the Advisory Committee on Immunization Practices of the Centers for 
Disease Control and Prevention;

■ evidence-informed preventive care and screenings for infants, children, and adolescents provided for in 
the guidelines supported by the Health Resources and Services Administration (“HRSA”); and

■ preventive care and screenings as provided for in comprehensive guidelines supported by the HRSA.

A complete list of services that must be covered with no cost-sharing is available at www.healthcare.gov.  
Employers that sponsor non-grandfathered plans should work with their insurers or third party administra-
tors to ensure that their plan covers these preventive services with no cost-sharing.

Reasonable Medical Management
Plans and issuers do not have to cover an unlimited amount of preventive services with no cost-sharing 
(i.e., a plan would not have to cover an unlimited amount of mammograms without charging the partici-
pant).  Rather, the regulations clarify that plans may use reasonable medical management techniques to 
determine the frequency, method, treatment, or setting for coverage of a listed preventive service.  In the 
case of insured plans, the issuer will likely set the limits.  Employers who sponsor self-insured plans should 
work with their third-party administrators to establish reasonable limits.

Coverage of Out-of-Network Preventive Services
The regulations make clear that plans that have a network of providers are not required to provide coverage 
for listed preventive services delivered by an out-of-network provider.  In addition, such plans may provide 
cost-sharing requirements on out-of-network coverage of preventive services.

Of�ce Visits
Finally, the regulations address the cost-sharing requirements where a preventive service is provided in 
conjunction with a doctor’s of�ce visit.  If the of�ce visit component and the preventive service component 
are billed separately, the plan may impose cost-sharing on the of�ce visit component but not on the 
preventive service component.  If the of�ce visit and preventive service are not billed separately, then the 
plan may impose cost-sharing on the of�ce visit only if the “primary purpose” of the of�ce visit was not to 
receive the preventive service.  

Coverage of Preventive Services with No Cost-Sharing

• Applies only to non-grandfathered plans;

• Does not apply to retiree-only plans and excepted benefit plans; and  

• Effective Date: first day of the plan year to begin on or after September 23, 2010 (January 1, 2011 for 
plans that operate on a calendar year basis).
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Choice of Health Care Provider
Many group health plans include a list of network providers from which participants are required to select a 
primary care provider.  Prior to PPACA, some plans limited a participant’s choice of primary care providers 
to general practitioners, family care practitioners, or internalists.  PPACA protects a patient’s right to 
designate a health care provider of his or her choice.  Speci�cally, PPACA provides that: (1) a participant 
must be permitted to designate as his or her primary care provider any participating primary care provider 
who is accepting new patients, and (2) a participant must be permitted to designate as the primary care 
provider for a child covered under the plan any participating primary care provider who specializes in 
pediatric care and is accepting new patients.

PPACA also provides that plans that require the designation of an in-network primary care provider and that 
cover obstetrical and gynecological care (“OB/GYN care”) may not require a female participant to obtain a 
referral or authorization before seeking such care from an in-network OB/GYN health care professional.  In 
other words, a female participant may receive OB/GYN care from any participating OB/GYN specialist.  
Although PPACA allows for unrestricted access to OB/GYN specialists, a plan still may require an 
in-network OB/GYN specialist to follow the plan’s rules and procedures regarding referrals, prior authoriza-
tion for treatment, and the provision of services pursuant to a treatment plan approved by the plan. 

If a plan requires participants to designate a primary care provider, the plan must provide notice to partici-
pants of the right to: (1) select any participating primary care provider who is accepting new patients; (2) 
select as the primary care provider for a child covered under the plan any physician who is a participating 
provider, specializes in pediatric care, and is accepting new patients; and (3) obtain OB/GYN care without a 
referral or prior authorization.  This notice must be provided no later than the �rst day of the �rst plan year 
beginning on or after September 23, 2010 (January 1, 2011, assuming a calendar year plan) and when-
ever a summary plan description or other similar description of bene�ts under the plan is provided to a 
participant.  Model notice language is available at 
http://www.dol.gov/ebsa/patientprotectionmodelnotice.doc.  If notice is provided and a participant fails to 
designate a primary care provider, the plan may designate a primary care provider for the participant until 
the participant makes his or her own designation.

Access to Emergency Services
PPACA requires group health plans that provide coverage for emergency services to make such services 
more accessible to participants.  Speci�cally, PPACA and the Interim Final Regulations issued by the 
agencies on June 22, 2010 require a group health plan to cover emergency services as follows:

■ without prior authorization and regardless of whether the service was provided in-network or out-of-
network;

■ without regard to whether the service is furnished by a participating provider;

■ without imposing any administrative requirement or limitation on coverage that is more restrictive for 
out-of-network services than in-network services; and

■ in compliance with the cost-sharing requirements described below.

Patient Protections

• Applies only to non-grandfathered plans;

• Does not apply to retiree-only plans and excepted benefit plans; and  

• Effective Date: first day of the plan year to begin on or after September 23, 2010 (January 1, 2011 for 
plans that operate on a calendar year basis).
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Cost-Sharing Requirements
The Regulations provide speci�c cost-sharing requirements with respect to out-of-network emergency 
services.  First, a plan may only impose a deductible or out-of-pocket maximum for out-of-network 
emergency services if the deductible or out-of-pocket maximum applies to all out-of-network bene�ts 
generally, not just emergency services.  Also, the copayment or coinsurance amounts that a plan imposes 
for out-of-network emergency services cannot exceed the copayment or coinsurance amounts imposed for 
in-network emergency services.  This creates a problem for out-of-network providers who likely charge a 
higher rate for emergency services than in-network providers who have negotiated service rates with the 
plan.  If participants are only charged the in-network copayment or coinsurance amount, and the plan pays 
bene�ts at the out-of-network rate, then a coverage gap is created.  The Regulations provide that an 
out-of-network provider can balance bill a participant for the amount that is not paid either by the partici-
pant (in the form of a copayment or coinsurance) or by the plan.  A participant may only be balance billed if 
a plan pays bene�ts in a reasonable amount.  A reasonable amount equals the greatest of:

■ the amount negotiated with in-network providers for the emergency service provided;

■ the amount for the emergency service calculated using the same method the plan generally uses to 
determine payments for out-of-network services (such as usual, customary, and reasonable charges) 
but substituting the in-network cost-sharing provisions for the out-of-network cost-sharing provisions; or

■ the amount that would be paid under Medicare for the emergency service.

This rule is complicated to apply.  Employers who sponsor non-grandfathered health plans should discuss 
the application of this cost-sharing requirement to their plans with their insurance carriers or third-party 
administrators to ensure compliance.  

Prior to PPACA, employers could design �exible spending arrangements (FSA) and health reimbursement 
arrangements (HRA) to reimburse participants for their purchases of over-the-counter drugs or medicines.  
Likewise, health savings account (HSA) holders could use HSA funds to purchase over-the-counter drugs 
and medicines without triggering income inclusion or an excise tax.  PPACA, however, narrows the scope of 
reimbursable expenses: participants may be reimbursed for an over-the-counter drug or medicine only if 
the drug or medicine is prescribed or is insulin.  This change applies to purchases made after December 
31, 2010, regardless of the plan year or period of coverage.  Note also that the change only affects 
over-the-counter medicines and drugs; participants may still be reimbursed for the purchase of eligible 
over-the-counter items that are not medicines or drugs, such as bandages or crutches.

Communicate Changes to Employees
Employers offering a health care FSA should include information regarding this change in their annual 
enrollment materials so that employees can keep this rule in mind when electing how much they want to 
contribute to their FSA for periods of coverage that continue into 2011.  In addition, if an Employer’s plan 
year or period of coverage is the calendar year and the employer’s FSA has the “grace period rule” (which 
allows participants to continue to spend down their end of the year account balance during the 2½ month 
period after the plan year ends), the employer should consider notifying plan participants that because the 
grace period extends into 2011, they will not be able to spend down their account balance on over-the-
counter drugs or medicines purchased after December 31, 2010.

Changes to FSA, HSA, and HRA Reimbursement Rules

• Affects reimbursements from all FSAs, HSAs, and HRAs; and

• Effective Date: applies to purchases made on or after December 31, 2010, regardless of the plan year or 
period of coverage.



hselaw.com This publication is provided as a service to clients and friends of Harter Secrest & Emery LLP. It is intended for general information purposes only and 
should not be considered as legal advice. The contents are neither an exhaustive discussion nor do they purport to cover all developments in the area. 
The reader should consult with legal counsel to determine how applicable laws relate to speci�c situations.    © 2010 Harter Secrest & Emery LLP

ROCHESTER________________________
1600 Bausch & Lomb Place
Rochester, NY 14604-2711
585.232.6500

BUFFALO__________________________
Twelve Fountain Plaza, Suite 400
Buffalo, NY 14202-2293
716.853.1616

ALBANY__________________________
111 Washington Ave., Suite 303
Albany, NY 12210-2209
518.434.4377

NAPLES__________________________
5811 Pelican Bay Blvd., Suite 600
Naples, Florida 34108-2711
239.598.4444

15

Special Issues with FSA and HRA Debit Cards
Some employers that sponsor FSAs or HRAs have arranged for participants to use FSA or HRA debit cards 
to purchase eligible medical items.  Since the inception of FSA and HRA debit cards, pharmacies and 
retailers have set up inventory information approval systems (IIAS), which identify items as eligible 
expenses at the point of sale.  An IIAS is designed to prevent an FSA or HRA debit card from being used to 
purchase an item that is not eligible for reimbursement.  Thus, items that are purchased with a FSA or HRA 
debit card are automatically substantiated at the point of sale, and so the participant does not have to 
manually submit a reimbursement claim to the FSA or HRA administrator.  In its guidance implementing the 
new PPACA rule, the IRS stated that an IIAS is not capable of recognizing and substantiating that 
prescribed over-the-counter drugs were, in fact, prescribed.  Accordingly, the IRS will prohibit the use of 
FSA and HRA debit cards for the purchase of all over-the counter medicines or drugs, even if they are 
prescribed.  In an effort to give pharmacies and retailers time to update their IIASs to remove over-the-
counter medicines or drugs from the list of eligible expenses, the IRS will not challenge the use of debit 
cards for the purchase of over-the-counter medicines or drugs until January 16, 2011.  Debit cards may 
still be used to purchase prescribed medicines and drugs that are not over-the-counter, as well as eligible 
over-the-counter items that are not medicines or drugs.

Amendments to Cafeteria Plans
The new PPACA rule may also require employers to amend their cafeteria plan document.  Many cafeteria 
plans provide that participants may be reimbursed from their health care FSAs or HRAs for any medical 
expenses for “medical care” as de�ned in Section 213(d) of the Internal Revenue Code.  Because over-
the-counter drugs and medicines may constitute “medical care” as de�ned in the Code, plan sponsors 
should amend their cafeteria plans to eliminate over-the-counter drugs and medicines that are not 
prescribed or that are not insulin from the plan’s description of eligible expenses.  Although generally 
cafeteria plans amendments may have only prospective effect, the IRS will permit plan sponsors to amend 
their cafeteria plans by June 30, 2011, effective for expenses incurred after December 31, 2010.

For Assistance
As always, please feel free to contact a member of the Employee Bene�ts & Executive Compensation group 
at 585-232-6500 for more information about the items discussed in this newsletter, or for assistance in 
other matters.  ■
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