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In this fifth issue of the
McGraw Wentworth Benefit
Advisor for 2002,�we explain
what consumer-driven health
plans are and the benefits
they offer to employers and
their employees.  We also dis-
cuss recent IRS guidance
affecting these plans and
some legal and employee re-
lations issues that employers
should consider in regards to
such plans.

We welcome your comments
and suggestions regarding
this issue of our technical
bulletin. For more informa-
tion on this  Benefit Advisor,
please contact your Account
Manager or visit the McGraw
Wentworth web site at
www.mcgrawwentworth.com.

In the past few years, many employers
have experienced annual double digit
increases in the cost of providing health
benefits to their employees.  This ar-
ticle discusses one approach to counter
these cost pressures that is garnering
significant interest from employers –
the consumer-
driven health
plan.  This form
of health plan
offers employers
the benefit of
cushioning fur-
ther cost in-
creases.  It also
provides novel
and significant
additional ben-
efits to both employers and their em-
ployees.  The Internal Revenue Service’s
recent guidance on employer-funded
health reimbursement arrangements –
the key feature of which is the year-to-
year carry over of unused employee
medical expense account dollars – pro-
vides further impetus in favor of the
consumer-driven health plan approach.

What is a consumer-driven
health plan?

The premise underpinning any con-
sumer-driven health plan is to make
employees more intelligent consumers
of healthcare.  The plan design encour-
ages employees to look at the price and
quality of the healthcare services they
consume.  This is done by attaching an

employer-funded employee health-
care spending account to a conven-
tional health plan such as an HMO,
PPO, or a fee-for-service plan.  The
employer chooses the account fund-
ing level and period, for example,
$500, $1,000, or $2,000 per year.

The employee is
permitted to use
the account funds
for any medical
costs as they see
fit with few, if any,
restrictions on the
types of medical
expenses that are
covered.  Once the
account funds are
exhausted, the

employee is responsible for paying
any additional medical costs – a de-
ductible of sorts – up to a set
amount, for example, $1,000, or
$2,000.  When the deductible is ex-
hausted, the health plan’s coverage
begins.  A consumer-driven health
plan may be structured on either a
self-funded or a fully-insured basis.

What are the benefits of
consumer-driven health
plans?

The key benefit offered by a con-
sumer-driven health plan is the abil-
ity of the employee to carry over from
year to year any unused portion of
the employer-funded healthcare
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spending account.  This provision
is in marked contrast to the “use it
or lose it” requirement of flexible
spending arrangements under caf-
eteria plans.  Also, employees may
exercise discretion as to how the
funds contributed to their plan
accounts are spent and employees
will see how those funds are spent.
This contradicts a basic tenet of
many managed care or other more
traditional health plans – low co-
pays for routine healthcare matters
which has resulted in a lack of a
true sense as to the actual cost of
healthcare services.  Interestingly,
while a consumer-driven health
plan may result in some additional
cost to employees after their ac-
count funds have been exhausted,
employees may conclude that the
increased choice as to the use of
those funds outweighs any overall
additional cost.

For the employer, the consumer-
driven health plan offers the pros-
pect of reduction (or at least miti-
gation of future increases) in over-
all plan costs.  Both employers and
employees know the amount and
limit of their responsibility for costs
under the plan.  By giving employ-
ees the power to make spending
decisions as to their plan account,
they may have an incentive to mini-
mize unnecessary healthcare ex-
penses which, in turn, may keep
overall health plan costs down.
Employers also have greater flex-
ibility in funding options.

Recent IRS guidance on
health reimbursement
arrangements makes it
easier to implement con-
sumer-driven health plans.

Recent IRS guidance clarifies the
requirements for and permits broad
flexibility as to features of em-
ployer-funded healthcare spending
accounts.  Under this guidance, an

account will constitute a “Health
Reimbursement Arrangement”
(“HRA”) if it meets these require-
ments:

� The HRA is funded solely by the
employer.  It may not be funded
by any employee salary
reduction or via funding from a
cafeteria plan.

� The HRA reimburses the
employee only for medical
expenses
incurred by
the
employee
(and any
spouse or
depen-
dents) on
or after the
establish-
ment of the
arrange-
ment.

� Any unused portion of the HRA
is carried forward to the
succeeding year.

� The employee has no right to
receive cash or other benefits
from the HRA other than
reimbursement for medical
expenses.  (This means an
employee cannot receive the
cash balance of the HRA upon
retirement or termination of
employment.)

When the HRA meets these require-
ments, the amounts contributed will
not be taxable to the employee and
the carry over benefit will be avail-
able.  Further, unlike a flexible
spending arrangement under a caf-
eteria plan, the HRA may specify
and cover a period of less than one
year.  Also, the HRA may be offered
in addition to a cafeteria plan, so
long as any salary reduction under
the cafeteria plan is not a direct or
indirect funding of the HRA.  If the
employer modifies its plan docu-
mentation before a cafeteria plan

year begins, amounts held in a flex-
ible spending arrangement may be
exhausted prior to any amounts in
the HRA.  (Otherwise, the HRA funds
must be exhausted first.)

The IRS guidance also indicates that
amounts remaining in an employee’s
HRA may continue to be used fol-
lowing retirement or termination of
employment for that employee (or
any spouse or dependents).  The HRA

is subject to CO-
BRA continuation
coverage rules.
That means, if the
employee elects
and pays for CO-
BRA coverage, the
HRA balance may
increase in a man-
ner similar to that
used for active
employees.  If CO-

BRA coverage is not elected, the HRA
may be used, but further amounts
may not be contributed to it.

Other considerations that
apply to consumer-driven
health plans.

A consumer-driven health plan is an
employer-sponsored employee wel-
fare benefit plan.  As such, the em-
ployer sponsor of the plan must
comply with ERISA’s plan adminis-
tration requirements.  Also, a con-
sumer-driven health plan must com-
ply with HIPAA’s nondiscrimination
rules and other requirements, such
as certificates of creditable cover-
age.

Concerns and risks about
consumer-driven health
plans.

If a consumer-driven health plan is
offered as one of several options,
this plan may attract only the
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healthiest employees.  Employees
with high medical expenses, such
as those with families, or with
chronic medical conditions, may
not benefit under such a plan.
Those employees may instead
remain with an employer’s more
traditional plan and, as a result,
drive up the costs of that plan.  In
response to this concern, a con-
sumer-driven health plan can be
designed to pay for routine preven-
tive care or for chronic condition
treatment (for example, diabetes or
asthma treatment and drugs)
under a traditional copayment ar-
rangement.  Also, an employer may
design its health plan offerings to
provide for sub-
sidized, risk-
adjusted cover-
age for employ-
ees with greater
medical needs.

A consumer-
driven health
plan may also
pose a risk of
higher overall
costs to an employer if employees
forego or skimp on preventive care
or other basic medical treatment
in order to conserve their account
balance and avoid paying any re-
quired deductible in the event the
balance is exhausted.  When that
behavior occurs, underlying medi-
cal conditions may be worsened,
resulting in more required treat-
ment and greater employer medi-
cal cost.  Some plans address this
concern by covering all preventive
treatment, the monitoring of
chronic conditions, and paying for
such items as immunizations.  An-
other approach is to lower the
deductible amount that must be
satisfied before full plan coverage
attaches.

A consumer-driven health plan
also places significant new respon-
sibilities on employees regarding

healthcare choices and spending
decisions.  As a result, an employer
may need to educate employees
about these responsibilities and
provide resources to allow them
to meet those responsibilities.  For
example, an employer may need
to implement web-based plan

administration
and allow em-
ployees access
to provider cost
and quality in-
formation.  An
employer with
col lect ively-
bargained em-
ployees may
face resistance

where the plan places these types
of responsibilities on employees,
as well as the additional cost risk
of a deductible.

Finally, it remains largely untested
whether employees can manage
the tasks of provider selection,
negotiation, and the attendant ad-
ministrative burdens such as claims
filing, appeals, and the like.

Prospectively, it remains to be seen
whether, and to what extent, con-
sumer-driven health plans will
deliver on their hoped-for ability
to control employer healthcare
costs.  New drugs, surgical ad-
vances, and new or improved di-
agnostic and treatment devices ac-
count for a significant part of the
continued rise in medical costs.
Consumer-driven health plans only
address the periphery of this tech-
nological advancement by influ-

encing employee choice and cost-
awareness.  Such plans do not abate
the pace, and attendant added cost,
of medical care innovation.

A note on Archer MSAs.

For small employers, generally, those
with 50 or fewer employees, Archer
Medical Savings Accounts (“Archer
MSAs”) may offer some of the ben-
efits of consumer-driven health
plans, such as lower cost, and the
ability for employees to carry over
account balances from year-to-year.

With an Archer MSA, an employer
purchases a high deductible health
plan (“HDHP”) for its employees.
Employees (and their spouses) are
not permitted to have any other
health plan coverage – except for
disability, accident, dental, vision,
worker’s compensation, and similar
benefits.  Either the employer, or the
employee (but not both) are permit-
ted to make annual contributions
to an account, the MSA, the funds
in which can be used to pay for
healthcare expenses.  Unused
amounts in an employee’s MSA may
be carried over from year-to-year.
Employer contributions to MSAs are
a deductible employee benefit pro-
gram expense.  Employee contribu-
tions are similarly deductible.  MSA
distributions for healthcare expenses
are not taxable.  MSA distributions
for non-healthcare expenses are per-
mitted, but are taxable and addi-
tional penalties will apply – unless
the  account holder is age 65 or dis-
abled.

NOTABLE THOUGHTS

THE SECRET OF SUCCESS IN LIFE IS FOR A MAN TO BE

READY FOR HIS OPPORTUNITY WHEN IT COMES.

BENJAMIN DISRAELI
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This technical bulletin has been written by attorneys at Honigman Miller
Schwartz and Cohn LLP in conjunction with consultants and account
managers at McGraw Wentworth.  This McGraw Wentworth Advisor is
written solely to provide useful information, and is not intended to be, nor
does it constitute, legal advice.  Before implementing any welfare or
pension benefit program, employers are urged to consult with their ben-
efits advisor and/or legal counsel for advice that is appropriate to their
specific circumstances.

The annual amount that may be
contributed to an Archer MSA is 75%
(in some cases, 65%) of the deduct-
ible for the HDHP.  In 2002, an HDHP
policy must have a deductible    be-
tween $1,650 and $2,500 (for indi-
viduals) or between $3,300 and
$4,950 (for families).  As such, an
individual with a $2,000 annual
deductible HDHP could contribute
$1,500 to his or her Archer MSA (or,
alternatively, the employer could
contribute such amount).

The attractiveness of an Archer MSA
may now be reduced in light of the
increasing popularity and availabil-
ity of consumer-driven health plans,
and the recent IRS guidance on HRAs.

Conclusion

Consumer-driven health plans may
be part of the answer to controlling
rising employer health plan costs.
Such plans may be designed in many
ways, with varying levels of contri-
bution to healthcare spending
accounts by the employer, varying
deductible levels for employees, and
coverage for certain preventive care
or chronic medical conditions.  For
the growing number of employers
that have implemented consumer-
driven health plans, and with the
added benefit of the recent IRS guid-
ance on HRAs, a happy balance (one
hopes) has been struck and both the
employers and their employees have
realized positive results.  Given the
probability that healthcare costs will
continue increasing, many  employ-
ers may soon find reason to at least
consider the options available un-
der this type of health plan. MW

Article written by:
Gregory R. Schermerhorn, Esq.
Honigman Miller Schwartz and
Cohn LLP

EMAN ELTIT ENOHP LIAME
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