
 

  

 
By Eric Johnson 

This document addresses the strategy of employers contributing to the cost of individual health insurance 

coverage for their employees with pre-tax dollars and reaches the conclusion that this practice is out-of-

compliance with ERISA in light of the guidance we’ve received from the Department of Labor, IRS, and 

Department of Health and Human Services. The term “defined contribution” as used in this document is not 

referring to the “defined contribution” strategy for group health plans or retiree medical plans. This strategy is 

permissible and is growing in popularity because it eases the burden on employers while increasing employee 

choice and satisfaction.  
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Some people are slow learners. Or perhaps just wishful thinkers. Either way, a lot of agents – 

and I mean a LOT – have asked me again and again over the past year-and-a-half what the feds 

meant when they told us that employers cannot pay for (or reimburse employees for) individual 

health insurance policies with tax-free dollars. 

(Here’s a hint: they meant that employers cannot pay for or reimburse employees for individual 

health insurance policies with tax-free dollars.) 

Long-Running Debate 

Here in Texas, where I live, the Department of Insurance told us in a Commissioner’s Bulletin 

way back in 2006 that this practice was not allowed, but the reason they gave was different from 

what we’re being told now by the IRS and the DOL. In Texas, the bulletin actually said that 

“Texas law does not prohibit an employer from funding employees’ health benefit plan coverage 

premiums through an HRA, cafeteria plan, or other alternative employee welfare benefit plan” 

but that doing so would, in effect, turn that reimbursement arrangement into group health plan, 

which of course was problematic since group health insurance policies, especially small group 

health plans, were required to cover a number of mandated benefits not offered in the 

individual market and because group health coverage must be offered to employees and their 

dependents with “no discrimination based on health status related factors,” which was not 

available in the individual market in Texas since insurance companies could decline coverage or 

increase the rates based on pre-existing medical conditions. Other states took similar positions. 

Health Reform Changes Everything 

With health reform, though, those two things have changed: individual health plans are now 

guaranteed issue with no pre-existing condition exclusions, limitations, or surcharges, and the 

covered benefits (the essential health benefits) are the same for individual plans as they are for 

group health plans.  

With the two concerns raised in the TDI Bulletin going away, I, along with agents across the state 

and indeed across the country, began to wonder whether the Department of Insurance might 

reconsider its position and whether this practice might suddenly be allowed. It sure made sense, 

especially since the design of the SHOP exchange – when it’s fully functional – will basically allow 

for a defined contribution from small employers that employees can then use to select from 

plans offered by different insurance companies, called employee choice – so what’s the 

difference?  

http://www.tdi.texas.gov/bulletins/2006/cc9.html


Defined Contribution: RIP 

© 2014 Eric Johnson, BenefitsLearningNetwork.org Page 2 
 

 

January 2013 HRA FAQs 

Fast forward to January 24th, 2013. The big three government agencies – the Departments of 

Labor (DOL), Treasury, and Health and Human Services (HHS) – issued a joint FAQ document 

that, among other things, addressed the issue of using Health Reimbursement Arrangements 

(HRAs) to pay for coverage in the individual market. The gist of the government’s argument was 

this: 

Points Made in January 24, 2013 HRA Guidance. 

1) “Section 2711 of the PHS Act, as added by the Affordable Care Act, generally prohibits plans 
and issuers from imposing lifetime or annual limits on the dollar value of essential health 
benefits.” 

2) HRAs are considered to be group health plans.  

3) Because HRAs are group health plans, they cannot place a dollar limit on any essential 
benefits for which they permit reimbursement. (Most HRAs allow for reimbursement of at 
least some essential benefits, and many allow for reimbursement of any 213(d) medical 
expenses.) 

4) HRAs, of course, are limited to whatever amount the employer contributes to the account 
(employee contributions are not permitted). 

5) Because HRAs place a dollar limit on the amount they reimburse, and because these funds 
can usually be used to reimburse essential benefits, HRAs are out of compliance with 
Section 2711 of the PHS Act. 

6) An HRA can be integrated with a group health plan that does not place a limit on essential 
benefits, though, which in effect brings it into compliance. In order for this to work, any 
employee participating in the HRA must actually be enrolled in the group coverage – it’s not 
enough for the employer simply to offer a group plan. 

7) HRAs cannot be integrated with coverage in the individual market, so an HRA used to 
purchase an individual health plan would be out of compliance with Section 2711 of the 
PHS Act – a violation of ERISA – even if the individual plan itself is compliant. 

 

And that started the debate all over again. What in the world could the government possibly 

have meant when they said “you can’t do it”? Nobody could seem to figure it out.  

http://www.dol.gov/ebsa/faqs/faq-aca11.html
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September 2013 Guidance 

So, in an attempt to clear things up, the big three got together again in September (they 

promised us in January that they would) and issued another piece of guidance – this time a little 

more formal – explaining that not only does a stand-alone HRA violate the PHS Section 2711 

prohibition against annual or lifetime dollar limits on essential health benefits, it also violates 

the Section 2713 requirement that group health plans provide unlimited, up-front preventive 

care with no cost-sharing.  

And not only that – it also says that other types of arrangements frequently used to pay for or 

reimburse employees for individual plans with tax-free dollars aren’t allowed either. This was 

meant to clear up the immense confusion about “Premium Reimbursement Arrangements,” a 

term that seems to have popped up sometime after the ACA was signed, which basically use 

Section 125 of the tax code to provide tax-free employer and employee funds for eligible 

insurance premiums, including individual health plans. Initially, there was good reason to believe 

this sort of arrangement would be permitted. Here’s why: 

 First, individual health insurance premiums are eligible under section 213(d) of the tax 

code – while some of the other government departments might have frowned on the 

practice, the IRS at least seemed to give this arrangement the green light in the past. 

 Second, the ACA specifically addresses this issue. Section 1515 of the Affordable Care Act 

adds sub-section f(3) to Section 125 of the tax code and basically says you can’t use pre-

tax cafeteria plan funds to purchase an individual policy through an individual exchange. 

It says nothing at all about the outside market. Why not? If the government was really 

going to crack down on this practice, this would have been the time to do it, but since 

they didn’t, that was seen by many as an endorsement. 

However, the guidance we received on Friday the 13th of September makes it pretty clear that 

this is, in fact, not allowed. At least you would think it was clear, but not everyone read it the 

same way. It’s actually the government’s fault, though, because they could have simply said 

“paying for individual health insurance through a 125 plan” or “through a Premium 

Reimbursement Arrangement (PRA)” isn’t allowed, but that’s not what they did. Instead, they 

introduced a new term, or should I say an old term: Employer Payment Plan. 

An Employer Payment Plan (EPP) is something that most agents had never heard of, but the 

term actually dates back to a Revenue Ruling in 1961 that said employers could pay directly for 

non-group health insurance premiums for their employees or reimburse employees for 

premiums they pay for individual policies and these employer funds would be excludable from 

http://www.irs.gov/pub/irs-drop/rr-65-146.pdf
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the employees’ income under section 106 of the Internal Revenue Code of 1954 (which created 

the employer exclusion). 

Naturally, since they had never heard of an Employer Payment Plan, many agents read that 

paragraph in the guidance and said “that’s not the same thing” – but it was. What the 

Departments tell us in the September 13th guidance is that they’re using the term Employer 

Payment Plan to describe an arrangement where an employer pays or reimburses employees for 

individual plans with tax-free dollars (as opposed to an arrangement where the employer simply 

forward’s post-tax funds at the employee’s request to the insurance company, which is still 

permitted). So, whether relying on Revenue Ruling 61-146 (EPPs) or Section 125 of the tax code 

(PRAs), this practice collectively is referred to as an Employer Payment Plan in the guidance, and 

it’s just as non-compliant as using stand-alone HRAs to pay for individual policies. 

Points Made in September 13, 2013 Guidance. 

1) Eligible employer-sponsored health plans are subject to the PHS Section 2711 prohibition 
against annual or lifetime dollar limits on essential benefits and the PHS Section 2713 
preventive care requirement. 

2) Health Reimbursement Arrangements (HRAs) and Employer Payment Plans (EPPs), which 
are loosely defined as an arrangement through which an employer pays or reimburses 
employees with tax-free dollars for individual health insurance premiums, are eligible 
employer-sponsored plans and therefore subject to PHS Act Sections 2711 and 2713 market 
reforms. 

3) These payment/reimbursement arrangements fail to satisfy the market reforms because 
they are limited to the amount of the employer contribution and do not cover up-front 
preventive care in all circumstances. 

4) While HRAs can be integrated with other group coverage that satisfies the market reforms if 
the employees participating in the HRA are also enrolled in the underlying group health 
plan, HRAs and Employer Payment Plans cannot be integrated with individual market 
coverage, so when these arrangements are used to purchase coverage in the individual 
market, they will fail to comply with the market reforms. 

5) Even if HRAs or EPPs could be integrated with individual market coverage that satisfies the 
market reforms (which they can’t), participating in one of these plans would actually block 
employees from getting a premium tax credit or cost sharing subsidy in the individual 
market. Employees and their family members who are eligible for affordable employer-
sponsored coverage that provides minimum value OR who actually enroll in an employer-
sponsored plan (whether or not it’s affordable and whether or not it provides minimum 
value) are ineligible for a government subsidy. So participating in an HRA or EPP would 
disqualify an employee from an individual premium tax credit. 
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Nail in the coffin, right? With the long-awaited guidance in hand, it would seem that every 

agent, attorney, third-party-administrator, and software-as-a-solution provider in the nation 

would conclude that the government had finally, officially, killed defined contribution for 

individual health insurance policies, wouldn’t it? Of course not. Not everyone has great reading 

comprehension skills, and a lot of people were holding out hope that there was some sort of 

loophole that would allow their clients to help their employees.  

Why would anyone want to do this? 

There actually is a reason why employers would want to help their employees buy individual 

coverage rather than offering them coverage through a group health plan: because access to 

qualified, affordable group health coverage blocks not only employees but their family members 

as well from receiving a premium tax credit in the individual market – and that’s true even if the 

employer pays nothing toward the cost of individual coverage. This means that the employer-

sponsored health coverage meant to attract and retain employees could actually be hurting 

lower-paid workers and their family members. Hence, the wishful thinking. 

Not Completely Their Fault 

But it wasn’t just hope that clouded the the understanding of thousands of agents nationwide. It 

was the insistence – again and again – from certain third-party administrators and software 

providers that the September guidance was actually “good news” and that the Departments had 

finally all agreed that employers could, in fact, reimburse employees for health insurance 

policies purchased in the individual market. 

None of this was true, of course, but it has kept this issue alive. It shouldn’t have. For me, 

personally, this is my “I told you so” moment. Over the past several months, I’ve said over and 

over that this issue is dead – that the guidance was clear: employers cannot reimburse 

employees for individual coverage. Simply changing the term from Health Reimbursement 

Arrangement to Health Reimbursement Plan doesn’t change the rules. Neither does offering an 

“audit guarantee” for clients who use your Section 125 administrative services. I’ve done 

countless webinars on this topic, written blog posts about it, and counseled agents when they 

had questions. Sometimes, my answer would make its way back to one of these vendors, who 

would then call or email me with an offer to help me understand why I was wrong. And I spent 

one grueling hour on the phone with an attorney for another vendor who said that the 

document doesn’t say something that it actually says almost word for word. I was never able to 

convince any of these vendors that they were, in fact, misleading people. 
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The nail in the coffin (for real this time) 

So what’s different now? Why, IMHO, is this issue, once and for all, finally 100% dead? Because 

the IRS issued a two-question FAQ document on May 16th. Really it was more like one question 

since the second question was “Where can I get more information?” Here’s the first question, 

along with the answer we’ve all been waiting for: 

Q1.  What are the consequences to the employer if the employer does not establish a 
health insurance plan for its own employees, but reimburses those employees for 
premiums they pay for health insurance (either through a qualified health plan in the 
Marketplace or outside the Marketplace)? 

Under IRS Notice 2013-54, such arrangements are described as employer payment 
plans. An employer payment plan, as the term is used in this notice, generally does not 
include an arrangement under which an employee may have an after-tax amount 
applied toward health coverage or take that amount in cash compensation.  
 

As explained in Notice 2013-54, these employer payment plans are considered to be 
group health plans subject to the market reforms, including the prohibition on annual 
limits for essential health benefits and the requirement to provide certain preventive 
care without cost sharing.   
 

Notice 2013-54 clarifies that such arrangements cannot be integrated with individual 
policies to satisfy the market reforms.  Consequently, such an arrangement fails to 
satisfy the market reforms and may be subject to a $100/day excise tax per applicable 
employee (which is $36,500 per year, per employee) under section 4980D of the 
Internal Revenue Code. 
 

$36,500 per year! Per employee! If that’s not enough to scare the agents who were holding out 

hope that the few vendors who were reading the previous guidance differently than pretty much 

everyone else in the country were actually right – that there really was a loophole that would 

permit employers to pay for individual policies for their employees – then I don’t know what 

will.  

As an agent, you have a responsibility to properly advise your clients. My hope is that this 

guidance will help you do that. No, it’s not the answer we were hoping for, but it is an answer. 

So it’s time to move on to the next idea. There are others… 

For more information on defined contribution and the guidance we received in September, be 

sure to check out www.BenefitsLearningNetwork.org. Members have access to a section-by-

section video tutorial that explains the guidance one piece at a time along with lots of other 

information designed to make the health reform law easier for agents and employers to 

understand.  

http://www.irs.gov/uac/Newsroom/Employer-Health-Care-Arrangements
http://www.benefitslearningnetwork.org/
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