Heffernan Employee Benefits

2010 LEGISLATIVE UPDATE

DATE: June 18, 2010
TO: Our Valued Client Partners & Friends
FROM: HIB Account Team

RE: LEGISLATIVE UPDATE 2010-12
Health Care Reform: The Shrinking World of Grandfathered Health Plans

We are pleased to bring you diegislative Update 2010-12: Health Care Reform —HRe Shrinking World of
Grandfathered Health Plans. This update offers a detailed analysis of grathdf@d plans. Your HIB Account
Team is continuing to monitor the legislation agéttains your group health plan and will adviseoadingly.

There is a separate attachment with three exhjbibwiding additional information, including: (A) ¢hactual
legislation on grandfathered plans, (B) a modeiceotor employers sponsoring a grandfathered paprovide to
employees, and (C) a definition of medical inflatio

As always, please feel free to contact your HIB d\owt Team for assistance.

Health Care Reform
The Shrinking World of Grandfathered Health Plans

On June 14, 2010 the Department of Treasury (IR8)Department of Labor (DOL), and the Departmériealth
and Human Services (HHS) jointly issued InterimaFiRules(Rule) for group health plans and health insurance
coverage relating to the status of grandfatheradspuinder the Health Reform Law. This Rule wadigtuéd in the
Federal Register on June 17, 2010. The purpott@oMemorandum is to outline each of the key eletmef this
Rule, which may result in an employer-sponsoredigieealth plan’s loss of its grandfathered stahdeuthe Rule.

BACKGROUND

Section 1251 of the Reform BilEkhibit A) exempts individual and group health plans fromnepbut not all of the
requirements established under Health Care Refdrhis exemption is not a blanket exemption. Thenaation

lasts until the plan undergoes a “change”. Fromititeption of the law until today, benefits praiesals have
speculated as to the meaning of “change”. Nowkmaw, and it's not pretty.

ABOUT THE EXEMPTION

1. The Grandfather Status Exemption Defined The exemption applies to all group health plasts at least
one participant (insured or self-funded) and indii&l health policies in effect on March 23, 201@tédof
enactment). The exemption is not affected by:

= Policy/Plan renewals (having no benefit changesrendhange of carrier);
= Enroliment of new or existing employees of the esypt;
= Addition or removal of eligible spouse or dependeahd,

= Collective Bargaining Agreements in effect on Mag& 2010.
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2. The Exemption’s Limited Scope Although the ostensible purpose of the exempi®orio assure plan
participants and plan sponsors that their grougtth@dans can remain in place, at least for a whilengress
deemed it necessary to introduce key reforms aggkcto all plans, whether grandfathered or nolhe Key
reforms applicable to all employer-sponsored heatins phase in as follows:

Provision Effective

Elimination of Pre-existing condition limitationsorf children under| Plan Years Beginning After:

age 19 (Public Health Service Act (PHSA), Sectigd4) 9/23/10

Elimination of maximum lifetime benefit limit (PHS/Aection 2711) Plan Years Beginning Aftey:
9/23/10

Elimination of annual benefit limits (except formlits set by HHS in| Plan Years Beginning After:

regulations (PHSA, Section 2711) 9/23/10

Dependent covered to age 26 (PHSA, Section 2714) lan YRears Beginning After:
9/23/10

Rescission of coverage (PHSA, Section 2712) Pleary Beginning After:
9/23/10

IRS W-2 reporting on value of coverage (Patientt&uiion and Affordable| Tax Year: 1/1/11
Care Act (PPACA), Section 9002)

Health FSA annual contribution limit to $2,500 (RPA Section 9005) Tax Year: 1/1/13

Medicare tax increase (From 1.45% to 2.35% on wames $200,000)| Tax Year: 1/1/13
(PPACA, Section 9015)

Waiting periods limited to 90 days; Essential Heddenefits; cost sharing| Plan Years Beginning After:
etc. (PHSA, Section 2708 et al.) 1/1/14

3. Losing Grandfathered Status Plans which lose grandfathered status basedheméwly issued Rule, will
become subject to a number of additional HealthoRefrequirements, including two rather important

provisions:
Provision Effective
Non-discrimination Testing (PHSA, Section 2716) rPYears Beginning After:
9/23/10
Preventive Care (PPACA, Section 1001(5)) Plan YBaginning After:
9/23/10

4. When Does the Loss of Status OccurFor these changes, the effective date for comgdiavill be on the first
day of the plan year beginning on or after SepteriBe2010. For calendar year plans whose chamgedt in
the loss of grandfathered status, the non-discdtitn rules and preventive care benefits mandalietakie
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effect on January 1, 2011. Plans whose plan yeginb August 1, 2010 will have until August 1, 20driil
they become subiject to the non-discrimination rybesventive care, and the like.

THE INTERIM RULES

1. The Definition of Grandfathered Health Plan Coverag Explained The Interim Final Rules contain some
critical enhancements on the application of thesRul

a) The Rule applies separately to each benefit packegie available under a group health plan. Thisldvo
mean, in a multiple choice environment, HMO coverapay still be grandfathered, but design or
contribution changes to the PPO could disqualify RO as a grandfathered plan. The PPO, thendwoul
be subject to the non-discrimination rules andHMO would not.

b) To preserve its status as a grandfathered plarpl#mematerials provided to plan participants nugsitain
a statement that the plan or the coverage belidvssa grandfathered health plan within the megrof
Section 1251 of the Law. The Rule contains moaegjlage for this statement. Please ref&xtubit B .

c) Furthermore, to preserve the grandfathered stdtas?lan Sponsor must retain complete documentafion
the plan or policy terms in effect on March 23, @0The Plan Sponsor must make these records bhaila
to participants, as well as to plan regulators amast be kept for as long as the plan asserts it is
grandfathered!

d) The Rule also will allow a Plan Sponsor to extensletage to another employment class not previously
eligible and, in the event of an acquisition, te #mployees of the acquired entity, as long aptimeipal
purpose for the merger is nimir the purpose of allowing a group to avail its##la grandfathered plan.

e) If the Plan Sponsor transfers employees from adfatinered plan into another grandfathered plan,thed
benefit differences or contribution requiremenistfee tests discussed in Section 2 (Fatal Desiganges)
of this Memorandum, then the original plan willéoigs grandfathered status. For example, if tiam jeft
behind had a $20.00 office visit co-pay and the ptam has a $40.00 office visit co-pay, then the p&an
loses it grandfathered status, absent a bona figdogment-based reasda transfer the employees into
the new plan. The Rule states that “changingehmg of cost or coverage” will not constitute a ddide
employment-based reason (54.9815-1251T(b)(2)())(®imilarly, reducing the benefits of a plan opti
to equate to the plan option from which employeestensferred will result in the loss of grandéatd
status.

f) The grandfathered status exemption will apply tanpl established pursuant to Collective Bargaining
Agreements (CBA) in effect on March 23, 2010. CBAast permit its plans to comply with all other
health reforms at the same time and manner aghet bealth plans, generally. All collectively bamed
health plans will be grandfathered for the remajnierm of the CBA with regard to non-discrimination
testing rules and preventive care enhancementghelrevent there are multiple bargaining units e o
plan, then the plan will be grandfathered until #mel of the plan year (or in some instances, tax)ye
which the last Bargaining Agreement expires.
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2. Fatal Plan Design Changes In planning for plan years beginning on or af8sptember 23, 2010, Plan
Sponsors must take note of certain plan designgdsathat generally will terminate the grandfathestadus
exemption.

a) Elimination of all or substantially all benefits tiiagnose or treat a particular condition. Fomepke, if a
plan were to cease coverage for a particular méwalth condition, or only eliminate counseling toat
condition, the change will result in the loss of #fxemption.

b) Increase in the “percentage” cost-sharing requirem&he Rule here is referring to a 20% co-inscean
requirement for inpatient surgery changing to a 2ZsMnsurance requirement.

c) Increase in a fixed amount cost sharing (other tt@pays). The Rule is referring to an increasa in
deductible or out-of-pocket limit, generally, sutij¢o a permissible increase (medical inflationdaaen
the medical component of the Consumer Price Index p5%). In the example found in the Rule, a co-
insurance increase from 20% to 25% causes thetplise its grandfathered status.

d) Increase in the fixed amount of any co-pay (e.@.®3 per office visit) if it exceeds the greatemuddical
inflation plus $5.00. The Rule’s example wouldmiran increase in office visit co-pays from $3040,
based on the medical inflation definition descrifrethe Rule. Please refer Exhibit C for the definition
of medical inflation.

e) Decrease in the employer contribution toward th&t ob the plan by more than 5% below its contrituiti
rate on March 23, 2010. The plan will lose itsrgtiathered status even though the 5% change itetind
one class/tier (e.g. employee only, employee plus, @tc.) only. This rule also applies to COBRA
premiums.

f) Decrease in the employer contribution in excess%fwhere the contribution is based on a formuld s
$3.50 per hour worked, or commission benchmarks.

g) Any addition of an annual overall limit by dollaalue for the plan itself, where the plan has nouahn
limit.
h) A decrease in the dollar value of an annual oveidah limit, whether there is a lifetime limit oota
i) A decrease in the dollar value of an annual ovdirait that is lower than the lifetime limit, if an
3. Transitional Rules. The Interim Final Rules provide transitionalesiifor plans with a change in plan terms for
changes made prior to March 23, 2010 which too&atfubsequent to March 23, 2010.

a) Changes effective after March 23, 2010 pursuard tegally binding contract entered into on or befor
March 23, 2010.

Comment Since there is not further explicit descriptiardano examples given in the Rule, it is our view
that May 1, 2010 plan renewals, for example, negedi with plan issuers or possibly plan design ghan
agreed upon with bargaining units where such nafiotis were complete prior to March 23, 2010 may be
implemented after March 23, 2010 without causirgltiss of grandfathered status.
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b) Changes to a group health policy filed with a siatirance department by its issuer for state aggro
where such filing occurred prior to or on March 2810 where such changes take effect after Mar¢h 23
2010 may do so without causing the loss of a plgresdfathered status.

Comment Issuers licensed to do business in a state mesilf master policies and policy changes (e.g.
for a particular class of business such as smallrfor state approval prior to the issuance efribw
policy in that state. It would appear that, althlounot explicitly stated in the Rule, if the issueplaces an
existing policy at renewal with plan changes andemghthe existing plan is no longer offered, that th
policyholder will not lose grandfathered statusitmplementing the newly approved policy. Issuersyma
also file group health policies for large groupatthre unique to a particular policyholder and enpént
them without first obtaining the state’s approvadl.would appear that if the issuer filed in eaklfarch
2010, for example, and the policy took effect onyMa 2010 or later, even these types of policiesldide
exempt under the grandfathered status provisions.

c) Changes effective after March 23, 2010 pursuanriien amendments adopted by a plan on or before
March 23, 2010 may also go into effect without ¢agishe loss of grandfathered status.

d) Changes adopted and made after March 23, 2010 @odtp June 17, 2010 (the date the Interim Final
Rules will be made available for public inspectiomphere such changes do not violate the rules for
changes discussed in Section 2 of this Memorandtatal Design Changes), will not cause the loss of
grandfathered status as long as they are:

i Effective before June 17, 2010, or,

ii. After June 17, 2010 as a result of a legally bigdiontract, an issuer’s policy change state filing
prior to June 17, 2010, or pursuant to a writteragment adopted prior to June 14, 2010.

They must, however, be revoked or modified to bedmpliance by the first day of the next plan yesir,
the plan will lose its grandfather status.

IN BRIEF

For Plan Sponsors who consider their group heddthspas exempt from certain Health Care Refornmsrutaust do
three things to preserve that status:

a) Must provide notice to plan participants and thelégible to participate (using the model noticepded in the
Rule or something similar) in all benefit materiptevided to them;

b) Must keep all records describing the plan in effactMarch 23, 2010 for as long as the Plan Spodssires
the plan to retain grandfathered status;, and

c) Make no plan or contribution changes which willlaie the limitations described in the Rule.

For a copy of the Interim Final Rules visit:

http://www.dol.gov/federalregister/PdfDisplay.aspozld=23967
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To access archived Legislative Updates please laga www.heffins.comand clicking on the link for HIB
Client Community. If you need information on your Username and Password please contact your HIB
Account Team.

Unsubscribing —You are receiving this email as a client partnefriend of Heffernan Insurance Brokers. If you
would like to unsubscribe please rely to this erbgilvriting “unsubscribe” in the subject line.

Copyright © 2010 Alfred B. Fowler, Attorney at Law.

All Rights Reserved. Reprint with permission only.
This legislative update is published as an infoiiorasource for our clients and colleagues.
It is general in its nature and is no substitutelémal advice or opinion in any particular case.
mike @abferisa.com

IRS Circular 230 disclosure: To ensure compliand wequirements imposed by the IRS, we informthiatiany
tax advice contained in this communication, unkegwressly stated otherwise, was not intended dtemrio be
used, and cannot be used, for the purpose of Gidavg tax-related penalties under the Internal Bewe Code or|

(i) promoting, marketing or recommending to anatharty any tax-related matter(s) addressed herein.

Los Angeleg Palo Alto= Petaluma Orange= San Francisce Walnut Creele Portland, Oregom Florida® Chesterfield, Missouri
Phone Number 800.234.6787 Fax 415.348.041% www.heffgroup.com= California License No 0564249



