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Health Savings Accounts - A Different Option for

Employers

ealth savings accounts have

received a lot of media atten-

tion, but, so far, employers have
been slow to embrace this new approach
for providing health care coverage for
employees. The basic concept involves a
high-deductible health plan (HDHP),
coupled with a tax-favored, portable indi-
vidual health savings account (HSA) that
allows individuals to save for future health
care expenses. The HSA may be funded
by the individual, the employer or both.
Withdrawals from the HSA for "qualified
medical expenses” are tax-free.
Contributions to and earnings on the
account that are not needed for qualified
medical expenses can accumulate tax-free
and be carried over from year to year.
Ideally, this tax-free growth opportunity
will be an incentive to individual account
owners to become more savvy and dis-
cerning health care consumers, thereby
saving themselves money and reducing
utilization and overall health care costs.

An HDHP coupled with HSAs could lead
to radical changes in the way employees
perceive and use their health care benefits.
But this approach may also require signifi-
cant changes to the way employers con-
ceptualize and manage their health care
benefits. Some of the things employers
should keep in mind when considering
this approach are outlined below.

Eligibility

An HSA may be established and con-
tributed to only by or for an individual
who:

- is covered by an "eligible high
deductible health plan," and

- with certain limited exceptions, has no
other health care coverage.

An "eligible" HDHP is a plan having an
annual deductible of $1,000 for
employee-only coverage and $2,000 for
family coverage (although plans can have
lower (or no) deductibles for preventative
care). Although the deductible amounts
are indexed, the IRS recently announced
that these deductible limits would not
change for 2005. Eligible HDHPs also
must have maximum out-of-pocket limits
for 2005 of $5,100 and $10,000 for
employee-only and family coverage,
respectively. Prescription drug programs
or other health insurance plans that
include lower deductibles for certain bene-
fits (including state-mandated benefits)
will not qualify as eligible HDHPs.

The requirement that an eligible HDHP
be the employee's only health care cover-
age may be the single largest impediment
to widespread HSA adoption. There are
exceptions for dental, vision and long-
term care coverage, accident and disability
insurance, and insurance covering a specif-
ic disease or condition. Recent guidance
from the Treasury Department explains
that certain employee assistance, disease
management and wellness programs also
will be excluded in determining whether
individuals are eligible to establish HSAs.
Individuals enrolled in Medicare may not
establish or contribute to HSAs, thereby
limiting their utility as a means of control-
ling retiree medical expenses in the short
term.
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The IRS has recognized that the insur-
ance marketplace needs more time to
develop eligible HDHPs, and so has pro-
vided some transitional relief. Until
January 1, 20006, separate prescription
drug coverage will not disqualify an indi-
vidual with an HDHP from establishing
or contributing to an HSA, as long as the
other HDHP requirements are met. In
addition, high-deductible health plans
might not be available in some states
because state insurance laws require that
health care policies provide certain bene-
fits without regard to deductibles or
below the HDHP/HSA minimum annual
deductible.

Notably, Connecticut was such a state, as
state law limited the deductible on home
health care to $50. See Conn. Gen. Stat.
$38a-493. The legislature amended this
statute in the last session to include an
exception for high-deductible health plans
used to establish HSAs. P.A. 04-174.

The IRS transitional relief includes an
exception for health plans which other-
wise would qualify as eligible HDHPs
except for the fact that they comply with
state law requirements regarding deduct-
ibles for certain benefits. Such plans will
be treated as eligible HDHPs until
January 1, 20006.

Establishing an HSA

HSAs may be set up by an individual or
an employer, but they can only be estab-
lished through a qualified HSA trustee or
custodian. The IRS has clarified that in
addition to banks and insurance compa-
nies, any other person or institution
already approved by the IRS to be a
trustee or custodian of Individual
Retirement Accounts (IRAs) or Archer
Medical Savings Accounts (MSAs) may
be an HSA trustee or custodian. Because
these products may not immediately be
available locally, the IRS has created a
special rule allowing short-term relief. An

individual who is participating in an eligi-
ble HDHP and wishes to participate in
an HSA in 2004 has until April 15, 2005
to establish and contribute to an HSA.
Once the HSA is established and funded,
that individual may take tax-free distribu-
tions for all qualified medical expenses
incurred after the later of January 1,
2004, or the date the individual became
covered under an eligible HDHP.

Contributions to an HSA

The maximum annual contribution that
may be made to an HSA for 2005
(whether by an employer, employee or
both) is the lesser of the HDHP
deductible or $2,650 ($5,250 for family
coverage). These maximums are indexed.
Individuals between the ages of 55 and
64 may make additional "catch up" con-
tributions in the amount of $600 per year
for 2005, phasing up to $1,000 in 2009.
Contributions may not be made on
behalf of individuals who no longer quali-
fy as "eligible individuals" (for instance,
because they are entitled to Medicare or
are no longer covered by an HDHP).
Contributions made on an after-tax basis
by an individual are tax deductible, even
if the individual does not itemize deduc-
tions. Contributions by an employer are
not included in the employee's income
for purposes of federal income taxation,
FUTA or FICA. Employers may also
permit employees to make pre-tax contri-
butions to an HSA through a cafeteria
plan.

If an employer contributes to an employ-
ee's HSA, the new law requires that the
employer make comparable contributions
on behalf of all "comparable participating
employees" during the same time period,
or be subject to an excise tax. Contri-
butions will be considered "comparable”
if they are the same amount or the same
percentage of the HDHP deductible.
The IRS has clarified that "comparable
participating employees” means those

employees who are participating in the
same HDHP during the same time peri-
od, and that the comparability rule is
applied separately with respect to part-
time employees. The comparability
requirement does not apply to contribu-
tions through a cafeteria plan or to
amounts rolled over from an Archer MSA
or another HSA.

Distributions from an HSA

An individual may receive distributions
from an HSA at any time. Distributions
used to pay "qualified medical expenses”
of the individual, spouse or dependents
are excludible from gross income; with
limited exceptions, distributions for any
other purpose are includible in income
and subject to an additional 10% tax.
"Qualified medical expenses” generally
include all expenses that are reimbursable
through a flexible spending account
(including over-the-counter medications).
In general, HSA distributions may not be
used to pay health insurance premiums,
but there are exceptions. HSA distribu-
tions can be used for COBRA premiums,
long-term care insurance premiums and
health insurance premiums while the indi-
vidual is receiving unemployment bene-
fits. In addition, although individuals
who are enrolled in Medicare can not
make contributions to an HSA, they may
use accumulated HSA funds to pay
Medicare premiums or to pay their share
of employer-sponsored health coverage,

including retiree coverage.

ERISA Coverage

A HDHP offered by a non-governmental
employer will be an ERISA welfare bene-
fit plan subject to all of ERISA's require-
ments (5500 filing, providing an SPD,
etc.). The Department of Labor clarified,
however, that an HSA that is offered in
conjunction with an HDHP will not be
considered an ERISA plan, provided the

employer does not:

continued on last page
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Recent Supreme Court Rulings Affecting Employer-Sponsored Health Plans

Tort Claims Against HMOs Preempted
By ERISA

n June 21, 2004, in Aetna v.

Davila, the U.S. Supreme Court

unanimously held that ERISA
completely preempts state law tort claims
against HMO:s for injuries allegedly suf-
fered as the result of the HMO's failure to
authorize physician-recommended care.
The decision struck down a Texas law, the
Texas Health Care Liability Act, which
made insurers and managed care compa-
nies liable for damages caused by their
failure to exercise ordinary care in making
treatment decisions, and limited the
application of the Court's decision in
Pegram v. Herdrich, 430 U.S. 211 (2000),
in which the Supreme Court had found
that ERISA did not preempt claims
against HMOs making "mixed" treatment
and eligibility decisions. In the new case,
the court clarified that the " Pegram excep-
tion" to ERISA preemption only applies
where the underlying harm is caused by a
treating physician exercising medical judg-
ment. In the Pegram case the HMO doc-
tor had determined both the course of
treatment and whether the treatment
would be covered by the HMO, whereas
in the Davila case the HMO had only
decided whether a certain treatment
would be covered under the terms of the
plan.

Davila means that individuals enrolled in
ERISA plans will only be able to sue
HMO:s to recover the cost of the benefits
that were not provided or to enforce their
rights under the terms of the plan; they
will not be able to recover punitive dam-

ages or damages for pain and suffering.

In Connecticut, the Davila decision will
have little short-term impact: Connecticut
does not have any laws relating ro a patient's
right to sue a managed care company, and
previous Supreme Court opinions make clear
that statutes such as Connecticut’s external

review law (providing for an appeal to the
Insurance Commissioner from decisions of

insured plans) are not preempted by ERISA.

Although the Supreme Court decision
was unanimous and solidly grounded in
the statutory language of ERISA, Supreme
Court Justice Ginsberg, in her concurring
opinion, called on Congress to "revisit
what is an unjust and increasingly tangled
ERISA regime." Congtress responded
swiftly by proposing the Patients' Bill of
Rights Act of 2004 (Proposed H.R. 4628)
that would require, among other things,
the right to hold an HMO liable if an
HMO's negligent medical decision results
in injury or harm. Whether such legisla-
tion will be enacted, however, remains to
be seen.

Subrogation decisions

Health plan subrogation rights, i.e., rights
to recover money for benefits paid on
behalf of a participant who later receives a
third-party personal injury settlement,
have been uncertain since the Supreme
Court's 2002 decision, Grear-West Life &
Annuity Insurance v. Knudson. Recently,
however, the Supreme Court let stand two
lower court decisions, both of which
allowed plan sponsors to sue under

ERISA to recover these costs.

The Great-West case held that an ERISA
plan could not seek reimbursement from
a beneficiary after the settlement or award
from a lawsuit against a third-party had
been disbursed. Employers are limited to
seeking equitable relief (such as an injunc-
tion) against identifiable funds (such as
funds kept in an attorney's trust account).

In both of the newer decisions, the lower
court had found that the plan's actions
were permitted under ERISA. In Varco v.
Administrative Committee of Wal-Mart
Stores, Inc. Associates' Health and Welfare
Plan, the plan paid medical expenses on

behalf of Varco, who had been injured in
an automobile accident, and asked that a
"constructive trust” be imposed on any
funds received in settlement of the claims
arising from the accident, so as to protect
the plan's subrogation rights. When
Varco reached a settlement, the plan
obtained a preliminary injunction pro-
hibiting the disbursement of the settle-
ment funds until the plan had been
repaid. The Seventh Circuit concluded
that Varco was distinguishable from Grear-
West, because the funds had not been dis-
bursed and were not in the beneficiary's
possession, and so the plan's claim for
restitution was an equitable claim permit-
ted by ERISA. Similarly, in Bombardier
Aerospace Employee Welfare Benefits Plan v.
Ferrer, the Fifth Circuit concluded that a
plan's lawsuit seeking to impose a "con-
structive trust” on settlement funds that
were held in an attorney's trust fund was
equitable in nature. In both cases, by let-
ting the lower court decisions stand, the
Supreme Court has signaled that it agrees
that health plan subrogation rights still

can be enforced in certain circumstances.

The facts in Varcoand in Bombardier
highlight the importance of taking appro-
priate steps to protect your plan. In both
decisions, the plan documents specifically
said that the plan participant was required
to reimburse the plan for benefits paid if
the participant also received compensation
from a third party for the same claim,
and, further, that the participant was
responsible for all attorney's fees (thus
preempting the "common fund doctrine”
which otherwise would have required the
plan to share proportionately in the costs
of the attorney's fees incurred by the par-
ticipant to settle the claim).

Employers should review their plans and
summary plan descriptions to make sure
that the subrogation/reimbursement sec-
tion has been updated to reflect current
law. Plans may also provide that partici-

continued on last page
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Health Savings Accounts
continued from page 2

* require employees to establish an HSA;

* limit the ability of participants to roll
over funds to another HSA;

* impose conditions on the use of HSA

funds;

* make or influence investment decisions
with respect to HSA funds;

* represent that HSAs are an employee
welfare benefit plan established and
maintained by the employer; or

* receive any payment or compensation in
connection with the HSA.

HSAs are part of a growing movement
toward "consumer directed health care,”
which places more of the risk and reward
of health care utilization on employees in
an effort to encourage prudent buying
behavior. Smaller employers or compa-
nies that have not been able to afford
health benefits for their employees may
find them an attractive option, as may
larger employers who are willing to limit
their health benefit coverage to high-
deductible health plans. HSAs are contro-
versial - opponents argue that they will
attract only the healthiest and wealthiest
employees, creating adverse selection
problems for more traditional health plans
and ultimately making the cost of health
insurance more expensive for all. It is too
soon to tell whether HSAs will actually

EMPLOYMENT ADVISORY

reduce health care costs over the long
term, but interested employers should
watch the market develop and determine
whether the option is right for their busi-

ness.

COBRA Reminder

The Department of Labor issued final
COBRA regulations concerning the
notice obligations of plan sponsors earli-
er this year. The regulations apply to
plan years beginning on or after
November 26, 2004. This means that
calendar-year plans must be in compli-
ance starting January 1, 2005. The final
regulations are, for the most part, identi-
cal to the proposed rules issued in 2003.
If you have not already done so, employ-
ers should amend their plans and sum-
mary plan descriptions (SPDs) to
include a description of the new notice
procedures, and revise their COBRA
notices to incorporate the new require-
ments.

For additional information, see Wiggin
and Dana's client advisory on the topic
(Summer 2003), which is available on
our website, www.wiggin.com (go to
Publications, Advisories). Copies of
DOL's model COBRA notices are also
available on our website (go to
Publications, Client Alerts, Employee
Benefits).

December 2004

Recent Supreme Court Rulings
continued from page 3

pants are responsible for all attorney’s fees
and court costs in any third-party litiga
tion. Plan Administrators should monitor
any personal injury or other claims of par-
ticipants receiving benefits under their
plan, and be prepared ro take quick action
if a settlement or other award is made.

If you have question abour any of the
recent developments described in this
Advisory concerning health care benefits
or would like to discuss how these develop-
ments may affect your plans, please con-
tact Jennifer Willcox, Karen Clute or
Sherry Dominick, all of whom are in our
New Haven office (203) 498-4400.

For further information on federal and
state age discrimination laws as they per-
tain to downsizing programs, or any other
employment-related issue, please feel free
to call John Zandy, Peter Lefeber or Steve
Harris in New Haven (203) 498-4400,
Marcia Keegan in Hartford (860) 297-
3700, or Larry Peikes in Stamford (203)
363-7600.

The Wiggin and Dana Employment Advisory is a periodic newsletter designed to inform clients and other interested parties about recent developments
in the fields of employment law. Nothing in the Employment Advisory constitutes legal advice, which can only be obtained as the result of personal
consultation with an attorney. The information published here is believed accurate at the time of publication but is subject to change and does not pur-
port to be a complete statement of all relevant issues. If you (or a colleague) are interested in being added to the distribution list for the Wiggin and
Dana Employment Advisory, please contact Celia Paiva at 860.297.3742 or email her at cpaiva@wiggin.com.
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Important New Second Circuit ADEA Decision: Meacham v. Knolls Atomic

Power Laboratory

he United States Court of

Appeals for the Second Circuit

recently issued a significant deci-
sion in Meacham v. Knolls Atomic Power
Laboratory interpreting the application of
the federal Age Discrimination in
Employment Act ("ADEA") to employers'
downsizing programs. The decision
underscores the necessity that employers
carefully plan for and implement reduc-
tion-in-force programs in order to ensure
that they do not have a disparate impact
upon older workers.

Background

Knolls Atomic Power Laboratory
("KAPL") is a government-owned
research and development facility under
contract with the Department of Energy.
In 1996, KAPL was required to eliminate
143 of its approximately 2,063 exempt
employees for budgetary reasons. In order
to achieve the desired staffing level, KAPL
instituted a voluntary separation plan,
which included severance packages to
select employees, job transfers and retrain-
ing. In addition, KAPL implemented an
involuntary reduction-in-force ("IRIF")
program to further reduce its workforce.

In accordance with the IRIF plan, man-
agers were instructed to select employees
for participation in the IRIF by ranking
them based upon job performance, flexi-
bility, criticality of their skills, and length
of service. The lowest ranked employees
were identified as candidates for termina-
tion under the IRIF. After managers
identified employees for layoff, a KAPL
human resources representative performed
a disparate impact analysis by comparing
the average age of the workforce before
and after the IRIF, which did not yield a
significant difference. KAPL's legal coun-
sel then reviewed the IRIF process by ver-

ifying the managers' rankings for mathe-
matical accuracy and speaking with some,
but not all, of the managers about the
employees whom they had ranked the
lowest. Ultimately, thirty-one employees
were terminated under the IRIF, thirty of

whom were over forty years of age.

Most of the KAPL employees terminated
under the IRIF joined in filing an age dis-
crimination lawsuit in the United States
District Court for the Northern District
of New York. The employees alleged that
KAPL had discriminated against them
based on age because the IRIF had a dis-
parate impact on older workers. The jury
returned a verdict in favor of the employ-
ees and awarded them $4.2 million in
damages. In addition, the trial judge
awarded the employees nearly $1 million
in attorney fees and costs. KAPL
appealed.

The Court's Decision

The Second Circuit Court of Appeals
upheld the jury's verdict and acknowl-
edged that previous Second Circuit deci-
sions had held that employer’s may be
liable for policies which have a disparate
impact on older workers even though the
employer did not intend to discriminate.
The Court recognized that its position is
at odds with the majority of federal appel-
late courts, which have held that the dis-
parate impact theory of liability is not
available in age discrimination cases. The
Court further recognized that the United
States Supreme Court is likely to resolve
this issue during its next term.

The Court first set forth the elements of a
claim of disparate impact age discrimina-
tion. According to the Court, an employ-
ee must initially identify a specific policy
responsible for the so-called disparate

impact such as the selection criteria uti-
lized in an IRIF plan. Next, the employee
must present statistical evidence demon-
strating that the challenged policy resulted
in a substantial disparity in the selection
rates of younger and older employees.

The employer must then explain the busi-
ness necessity for the challenged policy.
The employee will prevail if he or she can
prove that the employer's explanation is a
pretext for discrimination, for example, by
showing that equally effective alternatives
to the challenged policy were available to
accomplish the employer’s objectives with-
out causing a disparate impact upon older

workers.

The Court then went on to address the
inadequacies of KAPL's IRIF plan which
had resulted in the disparate impact upon
older workers. The Court found that of
the four criteria utilized by KAPL to iden-
tify employees for layoff, flexibility and
criticality had the greatest influence on
the selection decisions, and that the fac-
tors relied upon by managers to rate
employees on these criteria were imprecise
at best. As a result, the individual man-
agers had a great degree of latitude to
make subjective assessments of employees'
flexibility and criticality. This problem
was compounded by the lack of adequate
safeguards to audit the subjectivity and
ensure that it did not result in a disparate
impact on older workers. According to
the Court, if an employer uses subjective
criteria as part of its IRIF, the criteria dis-
proportionately impacts older employees,
and the employer does nothing to audit or
validate the results, it may be liable for age
discrimination if equally effective alterna-
tives to the challenged features of the IRIF
are available. The Court concluded that
one alternative available to KAPL was to

make simple adjustments to the criticality
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continued

and flexibility criteria so as to make them
less vulnerable to managerial bias.

The Court upheld the jury's verdict which
found that KAPL willfully violated the
ADEA and awarded the employees liqui-
dated damages because the company failed
to properly test for age discrimination in
the IRIF. That is, KAPL compared the
average age of its 2000 plus exempt
employees before and after the IRIF (a
methodology proven by plaintiffs' expert
to be grossly inadequate in identifying sta-
tistically significant disparities in the ages
of employees selected for the IRIF).
Instead, the Court found that KAPL
should have compared the age composi-
tion of the pool from which the laid off
employees were selected with the age com-
position of the group ultimately selected

for layoff.

The analysis, the Court noted, could uti-
lize either of the methods the Second
Circuit has approved for identifying
adverse impact. These are the four-fifihs
rule which has been approved by the
United States Equal Employment
Opportunity Commission or a standard
deviation analysis. Under the four-fifths
rule, an adverse impact is presumed to
exist where the retention rate of older
workers under an IRIF is less then four-
fifths, or 80 percent, of the retention rate
of younger workers. Similarly, a standard
deviation analysis considers the degree to
which an obtained result varies from an
expected result. An employer that reduces
its workforce in a manner that is less than
statistically perfect may nevertheless be
able to avoid an inference of discrimina-
tion based solely on the fact that the num-
ber of people chosen for layoff who are 40
or older is not in perfect statistical parity
with the number of people under 40 by
utilizing one of these two methods of
analysis.

The Court also held that KAPL willfully
violated the ADEA because it knew that

its IRIF had affected a disproportionate
number of older employees but imple-
mented the IRIF nonetheless. Further-
more, the managers who selected employ-
ees for termination under the IRIF did not
receive any training on avoiding age dis-
crimination in the IRIF and KAPL's legal
counsel performed only a cursory review
of the results of the IRIF.

Implications for Employers

The implications of the decision are signif-
icant for employers contemplating an
involuntary reduction of its workforce.
Until the United States Supreme Court
finds otherwise, an employer's IRIF pro-
gram that has a disparate impact upon
older workers potentially violates federal
anti-discrimination law. Likewise,
Connecticut employers may face liability
under the State's Fair Employment
Practices Act, which has been interpreted
by at least one lower federal court as
encompassing claims of age discrimination
based upon the disparate impact on older
workers of an employer's neutral employ-
ment practices and policies. See Rogers v.
First Union National Bank, 259 F.Supp.2d
200 (D. Conn. 2003). In light of the
Second Circuit decision, it is essential that
employers carefully plan for and monitor
IRIF plans. Fortunately, the Meacham
decision provides a roadmap that may help
employers avoid the problems that led to
the result in that case. For example:

¢ Initially, employers should develop job-
related, objective criteria for evaluating
employees. To the extent subjective cri-
teria are used to evaluate employees,
those criteria should be carefully defined
and tailored to limit the degree to which
individual managers' subjective assess-
ments influence the selection process.
As the Meacham decision makes clear, if
an employer bases its selection decisions
primarily upon subjective criteria which
are vulnerable to managerial bias, and
that subjectivity results in a dispropor-
tionate number of older workers selected
for layoff, the employer must be pre-

pared to show that there were no other
alternatives to the challenged features of
its IRIF plan or face the possibility of
being found liable for age discrimina-
tion.

* Once employees are identified for termi-
nation under the IRIF, a disparate
impact analysis should be performed to
identify statistically significant differ-
ences in the selection rates of older
workers or any other protected class of
individuals. In conducting this analysis,
the employer must be certain it has cho-
sen the right groups to compare (e.g.,
those broadly considered for layoff ver-
sus those actually laid off, rather than
including in the analysis employees who
were never considered for layoff). This
analysis may include use of either the
four-fifths rule or a standard deviation
analysis.

* Where a disparate impact exists, employ-
ers should perform a systematic review
of the IRIF process, including (i) an
examination of the selection criteria, to
ensure that they did not result in the
discriminatory distribution of layoffs,
and (ii) discussions with all of the man-
agers who made the selection decisions,
to ensure that the decisions were based
upon legitimate, non-discriminatory
factors. Where a particular selection cri-
terion is found to have caused the lop-
sided result, especially if subjective in
nature, employers should attempt to
identify other criteria that would
accomplish their objectives without
causing a disparate impact upon older
workers or other protected groups.

* It is essential that all managers involved
in the IRIF receive training on avoiding
discrimination in the selection of
employees for termination and that
human resources personnel and legal
counsel provide oversight throughout
the process.
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