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Corrections were made to this workbook through January of 2011. No subsequent modifications were made.

WORKER, HOMEOWNERSHIP, AND BUSINESS ASSISTANCE ACT OF 2009

On November 6, 2009, President Obama signed into law the Worker, Homeownership, and Business Assistance Act
of 2009 (WHBAA). The main provisions of the WHBAA, other than those covered in other chapters of this
workbook, are analyzed below.

NOL CARRYBACK PERIOD EXTENDED

0ld Law. Under the provisions of the American Recovery and Reinvestment Act of 2009 (ARRA), an eligible small
business (ESB) could elect a3-, 4-, or 5-year carryback period for an NOL arising from atax year beginning or ending
in 2008, instead of the standard 2-year carryback. An ESB for purposes of theincreased carryback periodis onewhose
3-year average gross receipts ending with the tax year in which the loss arose do not exceed $15 million. When
applying the average gross-receipts test, the receipts of al entities under common control must be included in the
calculation. An ESB can be a sole proprietorship, a partnership, or a corporation.

5-Year NOL Carryback Available to All Businesses

New Law. The WHBAA allows businesses of any size (with the exception noted below) up to a 5-year carryback
period for NOLs arising in tax years ending after December 31, 2007, and beginning before January 1, 2010. This
election is generally available for only one taxable year. However, those ESBs that made a timely election under
ARRA to carry back 2008 NOLsfor three, four, or five years may aso make the election for 2009; thus, these businesses
may carry back both 2008 and 2009 NOLsfor up to five years.

Limitation. Under the WHBAA, businesses are limited in the NOL amount that can be carried back to the fifth
preceding taxable year. This amount cannot exceed 50% of the taxable income for the fifth carryback year. However,
the NOL remaining after applying the 50% limitation in the fifth carryback year is fully available to offset taxable
income in years subsequent to the fifth carryback year.

Example 1. Nebulous Concrete Co. has taxable income of $10 million for every year from 2004 through
2008. In 2009, there is amanagement change at Nebulous, which resultsin alack of focus on the company’s
primary business purpose. Consequently, Nebulous incurs a $45 million NOL for the year. The company
elects to carry back the 2009 NOL for the maximum 5-year period. The amount of the NOL that can be
carried back to 2004 is $5 million (half of the taxable income for 2004). Nebulous can use the remaining $40
million NOL carryback to fully offset the taxable income for 2005, 2006, 2007, and 2008.

The 50% limitation for the fifth preceding taxable year does not apply to ESBsthat elected to carry back 2008 NOLs
under the ARRA, even if such election is made after the date of enactment of the WHBAA. However, the limitation
does apply to 2009 NOL s carried back by ESBs.
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TARP Recipients Not Eligible. Taxpayers that received benefits under the Emergency Economic Stabilization Act of
2008 (TARP recipients) are not eligible for an extension of the NOL carryback period.

AMT Limitation Suspended

Under previous rules, a taxpayer's NOL deduction could not reduce the taxpayer’s aternative minimum taxable
income (AMTI) by more than 90% of the AMT1.* The WHBAA suspends this 90% limitation on NOL deductions for
which an extended carryback period is elected.

Election

In order to apply the extended carryback provision, an election must be made by the 2009 tax return’s due date
(including extensions). Thiselection isirrevocable.

Rev. Proc. 2009-52 provides guidance on the proper manner of electing the 3-, 4-, or 5-year NOL carryback period.
Under this revenue procedure, there are two methods for electing the carryback:

Method 1. For the year in which the NOL arises, a statement is attached to the timely-filed return, including
extensions. If the taxpayer has aready filed an income tax return for the year in which the NOL arises, the business
may make the election by attaching a statement to an amended return for the taxable year of the applicable NOL. The
statement must stipulate that the taxpayer electsto apply IRC 8172(b)(1)(H) or 8810(b)(4) under Rev. Proc. 2009-52,
and that the taxpayer is not a TARP recipient nor an affiliate of a TARP recipient. The statement must also specify the
length of the NOL carryback period el ected by the taxpayer (three, four, or five years).

The taxpayer’s origina or amended income tax return for the taxable year of the NOL must be filed with the election
statement on or before the due date (including extensions) for the 2009 tax return.

If the taxpayer completes a claim for a tentative carryback adjustment (Form 1045, Application for Tentative Refund, or
Form 1139, Corporation Application for Tentative Refund), a copy of the election statement must be attached. The due
datefor filing aclaim on Form 1045 or 1139 for ataxpayer making the 8172(b)(1)(H) election is extended to the due date,
including extensions, for filing the 2009 tax return.

Method 2. If the return was filed without an election to apply the new law and the return did not include an election
to forgo the carryback period, the IRS permits the taxpayer to make the election by filing one of the appropriate
forms applying the NOL carryback period chosen by the taxpayer. The election statement described above under
Method 1 must be attached to the form. This form must be filed within six months of the due date of the return,
excluding extensions.

For the following types of taxpayers, the appropriate forms are as follows:

» For corporations. Form 1139, Corporation Application for Tentative Refund, or Form 1120X, Amended
U.S. Corporation Income Tax Return, for the earliest tax year of the carryback period

* For individuals: Form 1045, Application for Tentative Refund, or Form 1040X, Amended U.S. Individual
Income Tax Return, for the earliest tax year of the carryback period

* For estates or trusts. Form 1045, or an amended Form 1041, U.S. Income Tax Return for Estates and
Trusts, for the earliest tax year of the carryback period

» For tax-exempt organizations with unrelated business income: Form 1139, or an amended Form 990-T,
Exempt Organization Business Income Tax Return (and proxy tax under section 6033(€)), for the earliest tax
year of the carryback period

L |RC §56(d).
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Procedure if Previous Carryback Application Filed. A taxpayer that previoudy filed an amended return or application
for atentative carryback adjustment prior to enactment of the WHBAA may make the §172(b)(1)(H) €lection by
following the procedures previously described under either Method 1 or 2. The taxpayer’s election statement must
specify that the el ection amends a previous carryback application or claim. This procedure does not apply to ESBsthat
made a carryback election under ARRA.

Revocation of Election to Waive Carryback Period. A taxpayer that previously elected under IRC 8172(h)(3) or
8810(b)(3) to forgo the carryback period for an applicable NOL for ataxable year ending before November 6, 2009,
may revoke that election and make the election under 8172(b)(1)(H). This revocation also applies to a carryback of
any dternative tax NOL for the same taxable year. The taxpayer should attach an el ection statement to the appropriate
tax return (listed previoudly) that states that the taxpayer is revoking an NOL carryback waiver and electing to apply
8172(b)(1)(H) or §810(b)(4) under Rev. Proc. 2009-52 and that the taxpayer is neither a TARP recipient nor an
affiliate of a TARP recipient. The statement must also specify the length of the NOL carryback period the taxpayer
elects. The revocation must be made by the extended due date of the taxpayer’s 2009 tax return.

Note. The Joint Committee on Taxation (JCT) estimates that the expansion of the NOL carryback period will
cost the federal government $33.2 billionin fiscal year 2010, leveling off to $10.4 billion over 10 years.

MODIFICATION OF FAILURE-TO-FILE PENALTY

0ld Law. For returns required to be filed after December 31, 2008, the failure-to-file penalty for S corporations and
partnerships was $89 multiplied by the number of shareholders or partnersfor each month (or fraction of amonth) that
the failure continues, up to amaximum of 12 months.

New Law. Under the WHBAA, the failure-to-file penalty isincreased to $195 per month (or fraction thereof) for each
shareholder or partner, up to amaximum of 12 months. This provision appliesto S corporation and partnership returns
for taxable years beginning after December 31, 2009.

Note. The JCT estimatesthat theincreasein the failure-to-file penalty on S corporations and partnershipswill
raise $1.2 billion over 10 years.

FUTA SURTAX EXTENDED

The federal unemployment tax act (FUTA) surtax of 0.2% is extended through June 30, 2011. The total FUTA tax on
employers remains at 6.2% of taxable wages, with a credit of up to 5.4% of taxable wages for amounts paid into state
unemployment funds.

ELECTRONIC-FILING REQUIREMENT

0ld Law. For tax years ending on or after December 31, 2006, corporations and tax-exempt organizations with assets
of at least $10 million and that file 250 or more returns during a calendar year are required to electronicaly file their m
Forms 1120/1120S income tax returns and Form 990 information returns. Income tax, information, excise tax, and
employment tax returns are counted in determining whether the 250-return threshold is met. Additionally, private

foundations and charitabletrusts, regardless of asset size, are required to electronically file their Forms 990-PF returns

for tax years ending on or after December 31, 2006, if they file at least 250 returns in acalendar year.

New Law. The WHBAA includes a provision that requires electronic filing for the vast mgjority of tax return
preparers for tax returns filed after December 31, 2010. Only tax return preparers who prepare, or can reasonably
expect to prepare, fewer than 10 individual income tax returnsin a calendar year are exempted from the electronic-
filing requirement. The term “individual income tax returns’ in this context includes estate and trust returns.
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The e-file mandate will be phased in over two years. Preparers are required to start using IRS e-file according to the
following timetable:

o January 1, 2011 — for tax preparers who anticipate preparing 100 or more federal individual or trust tax
returns during the year

o January 1, 2012 — for tax preparers who anticipate preparing 11 or more federal individual or trust tax
returns during the year

CONTINUING EXTENSION ACT OF 2010

0ld Law. The ARRA established a subsidy of 65% of COBRA? health insurance premiums for workers who were
involuntarily terminated from employment. The subsidy was limited to no more than nine months per individua and was
provided to individual s subject to involuntary terminations on or after September 1, 2008, and before January 1, 2010. The
subsidy applied to terminated employees and their family members who were qualified beneficiaries.

The Department of Defense Appropriations Act of 2010 lengthened the maximum subsidy period from nineto 15
months and extended the eligibility period to include individuals subject to involuntary terminations from
September 1, 2008, through February 28, 2010.

The Temporary Extension Act of 2010 (H.R. 4691)* further extended the eligibility period to include workers
involuntarily terminated through March 31, 2010. It also redefined a qualified individual to include certain workers
who had their hours reduced and later lost their jobs.

New Law. The Continuing Extension Act of 2010° was enacted on April 15, 2010. It reinstated the previously-
expired COBRA subsidy. As a result, workers who were involuntarily terminated from employment between
September 1, 2008, and May 31, 2010, may be eligible for a 65% subsidy of their COBRA premiums for a period of
up to 15 months.®

In order to qualify for the subsidy, employers must provide COBRA continuation coverage for health insurance to
eligible individuals who pay 35% of the premiums. These employers were eligible to offset their payroll taxes for
purposes of reimbursement. The credit isclaimed on the employer’s payroll tax return using either Form 941, Employer’s
Quarterly Federal Tax Return; Form 944, Employer’s Annual Federal Tax Return; or Form 943, Employer’s Annual
Federal Tax Return for Agricultural Employees.

Note. For moreinformation about the COBRA subsidy under the ARRA, see Chapter 11, New Legidation, in
the 2009 University of Illinois Federal Tax Workbook. This can be found on the accompanying CD.

2 [www.irs.gov/taxpros/providers/article/0,,id=223832,00.html] Accessed on July 29, 2010.
% Consolidated Omnibus Budget Reconciliation Act.

4 PL. 111-144.

> PL.111-157.

& RS NewsRel. IR-2010-052 (Apr. 26, 2010).
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MILITARY SPOUSES RESIDENCY RELIEF ACT

On November 11, 2009, the president signed the Military Spouses Residency Relief Act.” The purpose of the act isto
prevent aperson from losing domicile or residence in a state as a consequence of accompanying aspouse to adifferent
state in compliance with military or naval orders. The act covers both voting rights and state income taxation.

Example 2. Harry and Martha currently live in Texas, a state with no state income tax. Harry is a member
of the armed forces and is transferred to Ohio, a state with an income tax. Martha chooses to follow Harry
to Ohio and lives there while Harry serves in the military. Martha's and Harry’s combined income level
requires them to file a federal income tax return. While they would normally be required to file an Ohio
state income tax return, the Military Spouses Residency Relief Act allows them to continue to claim
Texas residency.

The act adso allows them to continue to vote in state and local eections in Texas rather than in Ohio even
though they are absent from Texas.

Anather provision of the act prohibits income from services performed by a military spouse from being considered
income earned in a state when the spouse is in that state solely to be with a military servicemember serving under
military orders.

Note. In what was most likely an unintended omission, this provision applies only to spouses of military
personnel. Military personnel earning income outside the military in a state that is not considered their
residence are subject to that state’s income taxation.

Example 3. Martha, from Example 2, starts a new job after moving with Harry to Ohio. Martha's wages
from this job are not considered income earned in Ohio. She will not pay taxes to Texas either, since Texas
has no state income tax.

Note. The procedure to claim exemption from withholding under the provisions of thisact variesby state. For
example, in lllinois, nonresident military spouses should complete Form IL-W-5-NR, Employee’s Satement
of Nonresidence in Illinois, and give it to their 1llinois employers. Military spouses should also complete
Illinois Schedule MR, Military Spouse Relief, and Schedule NR, Nonresident and Part-Year Resident
Computation of Illinois Tax, and attach these forms to their Illinois tax returns. Following these procedures
will allow military spouses to claim exemption from tax on their wages and to get a refund of any taxes
withheld by Illinois employers.? On the other hand, if the tax laws of the military couple’s new state are more
advantageous than their former state of residence, they will want to comply with residency requirementsin
the new state.

This legidation is effective for any tax year that includes the date of enactment. For calendar-year taxpayers, this m
includesall 2009 income.

" PL.111-97.
& [www.revenue.state.il.us'taxforms/IncmCurrentYear/Individual/Schedule-M R.pdf] Accessed on July 29, 2010.
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HIRING INCENTIVES TO RESTORE EMPLOYMENT ACT

President Obama signed the Hiring Incentives to Restore Employment Act (HIRE) into law on March 18, 2010. It
containstwo new tax benefits available to employer swho hire certain previously-unemployed workers:

» Payroll Tax Exemption. Employers are given an exemption from their share of social security taxes and
railroad retirement taxes on wages paid to qualifying employees from March 19, 2010, through
December 31, 2010.

* New Hire Retention Credit. A general business tax credit of up to $1,000 is alowed for each qualified
employee retained for at least 52 consecutive weeks.

The HIRE Act aso contains severa other important provisions that include the following:
» Anextension of the IRC §179 enhanced expensing election
» A refundable credit allowed to issuers of certain qualified tax credit bonds

*  Various revenue offsets
TAX BENEFITS FOR HIRING UNEMPLOYED WORKERS

Qualified Employers

Businesses, agricultural employers, tax-exempt organizations, public colleges and universities, and tribal
governments qualify for the payroll tax exemption and the new hire retention credit (discussed below) for eligible
employees. Household employers and federal, state, and local government employers (other than public colleges and
universities) do not qualify for the payroll tax exemption or the new hire retention credit.’

Qualified Employees
For purposes of the payroll tax exemption and the new hire retention credit, qualified employees are individuals who
meet all thefollowing criteria
1. The employee began employment with a qualified employer after February 3, 2010, and before January 1, 2011.
2. The employee was not employed for more than 40 hours during the 60-day period ending on the date that
qualified employment begins.
3. The employee is not employed by the qualified employer to replace another employee unless the other
employee voluntarily separated from employment or was terminated for cause.
4. Theemployeeisnot afamily member or related in certain other ways to the employer (see IRC 851(i)(1)).*°

Under penalties of perjury, qualified employees must sign an affidavit that they were not employed for more than
40 hours during the continuous 60-day period ending on the date they started employment. Employers must retain
these affidavits in their files. The IRS created Form W-11, Hiring Incentives to Restore Employment (HIRE) Act
Employee Affidavit, to use for certification purposes.

% |RSNews Rel. IR-2010-43 (Apr. 7, 2010).
0. |RC §3111(d)(3).
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Form w-11

(April 2010)

Department of the Treasury
Internal Revenue Service

2010 Workbook

Hiring Incentives to Restore Employment (HIRE) Act
Employee Affidavit

» Do not send this form to the IRS. Keep this form for your records.

To be completed by new employee. Affidavit is not valid unless employee signs it.

| certify that | have been unemployed or have not worked for anyone for more than 40 hours during the 60-day period ending on the
date | began employment with this employer.

Your name

Social security number »

First date of employment /

/ Name of employer

Under penalties of perjury, | declare that | have examined this affidavit and, to the best of my knowledge and belief, it is true, correct,

and complete.

Employee's signature »

Date » / /

Instructions to the
Employer

Section references are to the Internal
Revenue Code.

Purpose of Form

Use Form W-11 to confirm that an
employee is a qualified employee under
the HIRE Act. You can use another
similar statement if it contains the
information above and the employee
signs it under penalties of perjury.

Only employees who meet all the
requirements of a qualified employee
may complete this affidavit or similar
statement. You cannot claim the HIRE
Act benefits, including the payroll tax
exemption or the new hire retention
credit, unless the employee completes
and signs this affidavit or similar
statement under penalties of perjury and
is otherwise a qualified employee.

A “qualified employee” is an employee
who:

® begins employment with you after
February 3, 2010, and before January 1,
2011;

o certifies by signed affidavit, or similar
statement under penalties of perjury, that
he or she has not been employed for
more than 40 hours during the 60-day
period ending on the date the employee
begins employment with you;

® is not employed by you to replace
another employee unless the other
employee separated from employment
voluntarily or for cause (including
downsizing); and

¢ is not related to you. An employee is
related to you if he or she is your child or
a descendent of your child,

your sibling or stepsibling, your parent or
an ancestor of your parent, your
stepparent, your niece or nephew, your
aunt or uncle, or your in-law. An
employee also is related to you if he or
she is related to anyone who owns more
than 50% of your outstanding stock or
capital and profits interest or is your
dependent or a dependent of anyone
who owns more than 50% of your
outstanding stock or capital and profits
interest.

If you are an estate or trust, see
section 51(j)(1) and section 152(d)(2) for
more details.

g Do not send this form to the IRS.
CAUTION

Keep it with your other payroll
and income tax records.

Payroll Tax Exemption

Cat. No. 10744F

Form W-11 (4-2010)

Employers who hire unemployed workers after February 3, 2010, and before January 1, 2011, may qualify for a6.2%
payroll tax incentive. This effectively exempts the employer from its share of socia security tax or railroad retirement
tier 1 tax on wages paid to qualified workers after March 18, 2010, and before January 1, 2011. The reduction has no
effect on the employee’s future social security or railroad retirement benefits.

Employers must continue to withhold the employees 6.2% share of socia security or railroad retirement taxes, as
well asincome taxes. Both the employer and the employee are still responsible for their respective shares of Medicare
and railroad retirement tier |1 tax.

Form 941, Employer’s Quarterly Federal Tax Return, can be used by most eligible employers to claim the payroll
tax exemption. Thisform was revised for use beginning with the second quarter of 2010. (See acopy of therevised
Form 941 after Example 4.)

The payroll tax exemption generally does not apply to wages paid to a qualified employee who is hired to replace an
existing worker. However, if an employeeislaid off dueto lack of work and later the employer hires a new employee
when the workload increases, the payroll tax exemption applies to wages paid to the new qualified employee. The
employer may aso rehire the laid-off employee after a60-day period and qualify for the payroll tax exemption aslong
as the employee meets all the qualification criteriaprevioudly listed.
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Special Rule for First Quarter of 2010

Although the payroll tax exemption applies to qualified wages paid after March 18, 2010, the exemption cannot be
claimed on the return for the first calendar quarter of 2010. However, the amount of social security tax imposed on
qualified wages during the first quarter of 2010 is treated as a payment against the tax imposed for the qualified
employer for the second quarter of 2010.

Example 4. Juliette isa qualified employee for purposes of the payroll tax exemption. Sheis hired by New
Logistics, Inc., on March 8, 2010. She is paid $1,500 in wages for the period from March 19 through
March 31, 2010. New Logistics must pay the social security tax of $93 ($1,500 x 6.2%) on her wages for
this period on its first quarter Form 941. It is alowed a deduction for this amount on its second quarter
Form 941.

Juliette is paid $9,000 in wages for the second quarter of 2010. New Logistics is alowed a deduction on
Form 941 for Juliette’s second quarter social security taxes of $558 ($9,000 x 6.2%).

New Logistics does not have any other qualified employees for purposes of the payroll tax exemption. The
company pays atotal of $125,000 in wages for the second quarter of 2010.

The first page of New Logistics' second quarter Form 941 follows. Note that the payroll tax exemption for
Juliette’s second quarter wages is deducted on line 6d, and the payroll tax exemption for her first quarter
wagesis deducted on line 12e.
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For Example 4
m 941 for 2010: Employer’'s QUARTERLY Federal Tax Return 951110
(Rev. April 2010) Department of the Treasury — Internal Revenue Service OME No. 1545-0029

(EIN) Izl El - |Z| Izl Izl Izl |Z| Izl El Report for this Quarter of 2010

Employer identification number (Check one.)

Name (not your trade name) l New Loglstlcs, Inc. |

D 1: January, February, March

| 2: April, May, June

Trade name (if any)

Address | 789 Lois Lane | [] 3: July, August, September
Number Street Suite of room number [] 4: October, November, December
| Metropolis || w || eoooo-0789 |
City State ZIP code

Read the separate instructions before you complete Form 941. Type or print within the boxes.

Part 1: Answer these questions for this quarter.

1 Number of employees who received wages, tips, or other compensation for the pay period

including: Mar. 12 (Quarter 1), June 12 (Quarter 2), Sept. 12 (Quarter 3), or Dec. 12 (Quarter 4) 1 | 12 ‘
2  Wages, tips, and other compensation . . . . . . . . . . . . . . . . . 2 | 125,000 . 00 l
3  Income tax withheld from wages, tips, and other compensation . . . . . . . . 3 | 20,000 . 00 |
4  If no wages, tips, and other compensation are subject to social security or Medicare tax [] check and go to line 6e.
Column 1 Column 2 *Report wages/tips for this quarter,
including those paid to qualified
5a Taxable social security wages* . | 125,000 . 00 l x.124 = [ 15,500 . 00 | new employees, on lines 5a-5c.

. P The social security tax exemption
5b Taxable social security tips*. . | " l x.124 = | . | on wages/tips will be figured on
5¢ Taxable Medicare wages & tips* | 125,000 . 00 | x .029 = | 3,625 . 00 | lines 6¢ a"f 6d and will reduce the

ax on line Be.
5d Add Column 2 line 5a, Column 2 line 5b, and Column 2line5¢ . . . . . . . . . 5c[| 19,125. 00 ]
6a Number of qualified employees first paid exempt wagesi/tips this quarter [ 0 | See instructions for definitions of
qualified employee and
6b Number of qualified employees paid exempt wages/tips this quarter | 1 | exempt wages/tips.
6c Exempt wages/tips paid to qualified employees this quarter | 9,000 . 00| x.062= &g 558 . OUD
6e Total taxes before adjustments (line 3 + line 5d-line6d =line6e). . . . . . . . . 6e| 38,567 . 00 ‘
7a Current quarter’s adjustment for fractionsofcents . . . . . . . . . . . . . Tal = |
7b Current quarter’s adjustmentforsickpay . . . . . . . . . . . . . . . . ?bl . |
7c Current quarter’s adjustments for tips and group-term life insurance . . . . . . . Tcl . |
8  Total taxes after adjustments. Combine lines 6e through7¢. . . . . . . . . . . 8 | 38,567 . 00 |
Advance earned income credit (EIC) payments made toemployees . . . . . . . 9 | . |
10  Total taxes after adjustment for advance EIC (ine 8- line9=line 10) . . . . . . . 10| 38,567 . 00 |
11  Total deposits, including prior quarter overpayments . . . . . . . . . . . . 11 | 38,567 . 00 |
12a COBRA premium assistance payments (see instructions) . . . . . . . . . . . 12a| . |
12b Number of individuals provided COBRA premium assistance . . | | Complete lines 12¢, 12d, and 12e
only for the 2nd guarter of 2010.
12c  Number of qualified employees paid exempt wages/tips March 19-31 | 1 |
12d Exempt wages/tips paid to qualified employees March 19-31 | 1,500. 00 | x 062 =

13  Add lines 11, 12a, and 12e 38,660 . 00
14  Balance due. If line 10 is more than line 13, enter the difference and see instructions . . . 14| . |
15  Overpayment. If line 13 is more than line 10, enter the difference | 93. 00 | Check one: [¥] appy tonextretun. [ Send a refund.
P You MUST complete both pages of Form 941 and SIGN it.
For Privacy Act and Paperwork Reduction Act Notice, see the back of the Payment Voucher. Cat. No. 170012 Form 941 (Rev. 4-2010)
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New Hire Retention Credit

A qualified employer (defined earlier) may claim a general business credit for each qualified employee (defined
earlier) who remains employed for 52 consecutive weeks. This is contingent upon the employee’s pay during the
second half of the 52-week period being at alevel that is at least 80% of the wages paid in the first half of the period.
The amount of the credit is the lesser of $1,000 or 6.2% of wages paid by the employer to the qualified employee
during the consecutive 52-week period. The credit may be carried forward but cannot be carried back. The retention
credit is claimed on the employer’s 2011 income tax return, using Form 5884-B, New Hire Retention Credit.

Example 5. Assume the same facts asin Example 4. Juliette works for New Logistics for 52 consecutive weeks.
Her wages for the first 26 weeks of employment are $18,750, and her wages for the second 26 weeks are
$19,500. New Logistics qudifies for a$1,000 new hire retention credit based on Juliette’'s employment.

New Logistics' tax preparer completes the following form to claim the credit on its 2011 tax return.

Form 5884'8 " - - OMB No. 1545-XXXX
Decermber 2010) New Hire Retention Credit
F%?E%ZT‘SSE’JJZ%ZE?&”“’ > Attach to your tax return. 223522‘;”#40_ 77B
Mame(s) shown on return Identifying number
New Logistics, Inc. 36-2222222
Use a separate column for each retained worker. A retained
worker generally is a qualified employee (see instructions)
whose first 52 consecutive weeks of employment ended in (a) (b) (c)
the current tax year. However, the worker's wages (as defined Retained Retained Retained
for income tax withholding purposes) for the second 26 Worker 1 Worker 2 Worker 3
consecutive weeks must equal at least 80% of the worker's
wages for the first 26 consecutive weeks. If you need more
columns, use additional Forms 5884-B and include the totals
on line 9.
1 Enter the first date of employment from the 03708
retained worker's Form W-11 or similar statement | 4 / /2010 / /2010 / / 2010
2 Enter the retained worker's wages for the first 26 18.750| 00
consecutive weeks of employment . . . . L 2 i
3 Multiply line2 by 80% (.80) . . . . <« . . . 3 15,000| 00
4  Enter the retained worker's wages. for the second
26 consecutive weeks of employment. If line 3 is
larger than this amount, the qualified employee is 19,500| 00
not a retained worker and should not be listed on
this form . . 4
5 Add lines 2 and 4 .. 5 38,250, 00
6  Multiply line 5 by 6.2% (. 062) 6 2,371| 50
7  Maximum credit allowable 7 1,000 | 0O 1,000| 00 1,000 | 00
8 Enter the smaller of line 6 or line 7 .. 8 1,000| 00
9 Add columns (a) through (c)on line8 . . . e e . . . . . .| o 1,000/ 00
10  New hire retention credit from partnerships and S corporatlons Lo 10
11 Current year credit. Add lines 9 and 10. Partnerships and S corporahons report th|s
amount on Schedule K; all others, report this amount on the applicable line of Form 1,000/ 00
3800 (e.g., line 1aa of the 2010 form 3800) . . . . . . . . . ... .. 0. .01

For Paperwork Reduction Act Notice, see instructions. Cat. No. 55035V Form 5884-B (12-2010)

Coordination with Work Opportunity Credit

An employer may not claim the payroll tax exemption or the new hire retention credit (under HIRE) and the work
opportunity credit for the same wages. If the employer chooses to utilize the benefits available for qualified
workers under HIRE, it must make an €l ection to not apply the work opportunity credit under IRC 83111(d) for that
taxable year.
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IRC 8179 EXPENSING ELECTION

The HIRE Act extends the $250,000 maximum amount that a taxpayer can deduct under 8179 for an additional year. The
enhanced expensing amount isavailablefor tax yearsbeginning in 2010, just asit wasfor tax years beginning in 2008
and 2009. The maximum amount is reduced on a dollar-for-dollar basis when the amount of qualifying property
placed in service during the year exceeds $800,000.

Note. For more information about the 8179 deduction, see Chapter 7, Depreciation, in the 2008 University of
Illinois Federal Tax Workbook. This can be found on the accompanying CD.

REFUNDABLE CREDIT FOR QUALIFIED TAX CREDIT BONDS

0ld Law. The Build America bond program was created under the ARRA. State and local governments can issue
Build America bonds after February 17, 2009, and before January 1, 2011. These bonds may provide both taxable
interest and a federal tax credit to the bondholder. In lieu of the bondholder’s federal tax credit, state and local
governments can elect to receive a payment credit for the qualified bonds. The IRS pays the issuer 35% of theinterest
payable under the terms of the bond on that date.

Note. For more information about Build America bonds, see Chapter 11, New Legislation, in the 2009
University of Illinois Federal Tax Workbook. This can be found on the accompanying CD.

New Law. A similar provisioninthe HIRE Act allowsissuersof certain qualified bondsissued after March 18, 2010,
to receive a direct payment from the federal government in an amount that varies from 70% to 100% of the issuer’'s
interest cost. Qualified tax credit bonds include the following:

*  New clean renewable energy bonds (as defined in IRC §54C)

* Qudlified energy conservation bonds (as defined in IRC 854D)
* Qudlified zone academy bonds (as defined in IRC 854E)

* Qudified school construction bonds (as defined in IRC §54F)

REVENUE OFFSETS
The HIRE Act contains anumber of revenue offset provisions. These include the following:

» The imposition of a 30% withholding tax on certain payments to foreign financial institutions unless the
foreign institution complies with reporting requirements

* Theimposition of a $10,000 penaty on any individual who fails to disclose applicable information about
foreign financial assetsif the aggregate value of such assets exceeds $50,000

» A 40% accuracy-related penalty for underpaying tax attributable to any undisclosed foreign financial asset m

* Anincrease of the statute of limitations to six years for any significant omission of income in connection
with foreign assets

» Required annual reporting for shareholders of passive foreign-investment companies
* A dday inthe application of worldwide allocation of interest from December 31, 2017, to December 31, 2020

» A change in the schedule for payment of estimated taxes for corporations with assets of at least $1 hillion
beginning in 2015

Note. The timeframe for payment of corporate estimated taxes was changed again by a provision in the
Patient Protection and Affordable Care Act. Thisis discussed in the next section of this chapter.
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PATIENT PROTECTION AND AFFORDABLE CARE ACT

The president signed H.R. 3590, the Patient Protection and Affordable Care Act (PPACA), into law on March 23, 2010. A
few days later, this act was amended by H.R. 4872, the Health Care and Education Reconciliation Act of 2010, which the
president signed into law on March 30, 2010.

Following is an overview of this massive and controversial piece of legislation, and a summary of the tax-related
provisionsit contains.

Note. On August 2, 2010, afederd district court in Virginia denied the federal government’s motion to dismissa
congtitutional challenge to the individual mandate provision of the PPACA. The court noted that no court had
ever determined whether the federal government’s taxing power appliesto individuals that choose to not engage
in commerce. If theindividual mandate provision isruled unconstitutional, it appears that the entire PPACA may
be struck down because Congress did not include a severability clausein the hedlth care legidation.™

OVERVIEW

The goal of the PPACA isto ensure that all Americans have access to quality, affordable health insurance. The
Congressional Budget Office determined that the legislation will provide coverage to an estimated 32 million
Americans and lower healthcare costs over the long term.

Asdefined inthe PPACA, aqualified health plan is one with the following characteristics:

1. Theplaniscertified to meet certain criteriaand isissued or recognized by each exchange (described below)
that offersit.

2. Theplan provides an essential health benefits package that:*
a. Providesessential health benefits defined by the Department of Health and Human Services (HHS),
b. Limits cost-sharing for coverage, and
c. Providesone of the following levels of coverage

*  Bronze benefits, actuarially equivalent to 60% of the full actuarial value of benefits provided under
the plan

o Silver benefits, actuarially equivalent to 70% of the full actuarial value of benefits provided under
the plan

» Gold benefits, actuarially eguivalent to 80% of the full actuarial value of benefits provided under
the plan

» Platinum benefits, actuarially equivalent to 90% of the full actuarial value of benefits provided
under the plan

3. Theplanisoffered by a health insurance issuer that meets all four of the following requirements:
a. Theissuerislicensed and in good standing to offer health insurance coverage.

b. Theissuer agreesto offer at least one qualified health plan in the “silver” level and at least one plan in
the“gold” level through the exchange (defined below).

¢. Theissuer agrees to charge the same premium rate for each qualified health plan regardless of whether
the plan is offered through an exchange or whether the plan is offered directly from the issuer or through
an agent.

d. Theissuer complieswith the applicable regulations and other requirements established by an exchange.

L Commonwealth of Virginia, et al. v. Sebelius, No. 3:10CV188-HEH (E.D. Va. Aug. 2, 2010).
2 PPACA Sec. 1302.
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HEALTH BENEFIT EXCHANGES

The term health benefit exchange (exchange) is not defined in the PPACA. However, a Senate summary of the
provisions refers to an exchange as a gover nment-sponsor ed venue that enables people to comparison shop for
standar dized health packages. It facilitates enrollment and administerstax credits so that people of all incomelevels
can obtain affordable coverage.™

The HHS Secretary, in consultation with the states, established a website through which a resident of any state may
identify affordable health insurance coverage options available in that state.* The website can be accessed at
www.healthcare.gov.

The HHS requires an exchange to provide al of the following:
* Aninitial open enrollment, to be determined by HHS, no later than July 1, 2012
»  Annua open-enrollment periods, as determined by HHS, for calendar years after the initia enrollment period

»  Specid-enroliment periods specified in IRC 89801 and other special-enrollment periods similar to those
under the Socia Security Act

»  Specia monthly-enrollment periods for American Indians
Each state must establish an exchange no later than January 1, 2014, that satisfies all the following requirements:
1. The exchange must facilitate the purchase of qualified health plans.

2. The exchange must establish a small business health-options program that assists qualified small
employersin the state with enrolling their employeesin qualified health plans offered in the small-group
market (small employers).

3. Theexchange must meet certain other requirements, including the following:
a. Theexchange must be agovernmental agency or nonprofit entity established by the state.
b. The exchange must make qualified health plans available to qualified individuals and employers.

¢. An exchange may make a qualified health plan available despite any other provision of law that may
require benefits other than essentia health benefits.

d. The exchange must implement certification procedures and other functional standards.
e. Theexchange must comply with funding limitations.
f. Theexchange must consult with relevant stakeholders.

g. The exchange must publish the costs on an Internet website.

B [www.dpc.senate.gov/heal threformbill/heal thbil|65.pdf] Accessed on June 28, 2010.
14 PPACA, Sec. 1103(a).
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NON-HEALTHCARE TAX PROVISIONS

Many PPACA provisions are effective for taxable years beginning several yearsin the future. The IRS will
likely issue regulations and procedures to help clarify areas of uncertainty.

The non-healthcare tax provisions are presented in chronological order according to effective date.

EXPANSION OF THE ADOPTION CREDIT

0ld Law. Under previouslaw, anonrefundabletax credit against income tax and alternative minimum tax (AMT) was
alowed for qualified adoption expenses paid or incurred by ataxpayer. The maximum credit allowed prior to passage
of the PPACA was $12,170 per eligible child for taxable years beginning in 2010. The credit is phased out ratably for
taxpayers with modified adjusted grossincome (MAGI) between $182,520 and $222,520 for taxable years beginning
in 2010.

Prior to the PPACA, sunset provisions of the Economic Growth and Tax Relief Reconciliation Act of 2001
(EGTRRA) provided that the adoption credit be reduced to a maximum of $6,000 for special-needs adoptions and no
tax credit for adoptions of children without special needs for taxable years after 2010. The credit phaseout range also
reverted to pre-EGTRRA levels between $75,000 and $115,000 MAGI. The adoption credit was allowed only to the
extent the individual’s regular income tax liability exceeded the individual’s tentative minimum tax, determined
without regard to the minimum foreign tax credit.

New Law. Under the PPACA, the maximum credit for 2010 isincreased to $13,170 per €ligible child (a $1,000
increase). In the case of an adoption of a child without special needs, the credit is equal to the amount of the qualified
adoption expenses paid or incurred by the taxpayer, up to the maximum of $13,170." In the case of an adoption of a
special-needs child, the maximum $13,170 credit may be claimed, regardless of actual expenses.’® Additionaly, the
adoption credit isfully refundable.

Note. Because the adoption credit is now refundable, it isno longer covered by IRC §23. The new legidation
redesignates the adoption credit as IRC §36C.

For 2010, the adoption credit phases out ratably for taxpayerswith MAGI between $182,520 and $222,520. Thisisthe
same phaseout range that existed prior to passage of the PPACA.

The new dollar limit and phaseout of the adoption credit are adjusted for inflation in taxable years beginning after
December 31, 2010. Additionally, the EGTRRA sunset provision related to the credit amount is delayed for one year
until December 31. 2011.

Effective Date. The provision iseffective for taxable years beginning after December 31, 2009.

5. |RC §36C(1)(A).
15 |RC §36C(1)(B).
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EXCLUSION FROM GROSS INCOME FOR EMPLOYER-PROVIDED ADOPTION ASSISTANCE

0ld Law. An exclusion from an employee’s gross income is allowed for qualified adoption expenses paid or
reimbursed by an employer under an adoption-assi stance program. For 2010, the maximum exclusion is $12,170.
Theexclusion is phased out ratably for taxpayerswith MAGI between $182,520 and $222,520. For purposes of this
exclusion, MAGI aso includes all employer payments and reimbursements for adoption expenses whether or not
they are taxable to the employee.'’

Adoption expenses paid or reimbursed by the employer under an adoption-assistance program are not dligible for the
adoption credit. In the case of an adoption of a specia-needs child which becomes final during a taxable year, the
maximum exclusion amount is allowable, regardless of the amount of actual adoption expensesincurred.*®

Because of the EGTRRA sunset, the exclusion for employer-provided adoption assistance does not apply to amounts
paid or incurred after December 31, 2010.

New Law. The new law modifies the exclusion amount and the sunset date. For 2010, the maximum exclusion on
the amount of employer-provided adoption assistance is increased by $1,000 to $13,170 per eligible child. The
exclusion amount is adjusted for inflation in taxable years beginning after December 31, 2010.

The EGTRRA sunset of December 31, 2010, is delayed for one year until December 31, 2011.
Effective Date. The provision iseffective for taxable years beginning after December 31, 2009.

EXCLUSION OF UNPROCESSED FUELS FROM CELLULOSIC BIOFUEL PRODUCER CREDIT

0ld Law. The cellulosic biofuel producer credit is a nonrefundable income tax credit for each gallon of qualified
cellulosic fuel produced for the taxable year. The credit amount is generally $1.01 per gallon.

Inaninformal Chief Counsel Advice, the IRS concluded that black liquor isaliquid fuel from biomass. It may qualify
for either the cellulosic biofuel producer credit or the refundable alternative fuel mixture credit, but both credits
cannot be claimed for the same fuel. The aternative fuel credits and payment provisions expired December 31, 2009.

New Law. A provisioninthe PPACA modifiesthe cellulosic biofuel producer credit to exclude fuelswith significant
water, sediment, or ash content, such as black liquor. Consequently, credits are no longer available for these fuels.
Specificaly, the provision excludes from the definition of cellulosic biofuel any fuels that:

1. Are more than 4% (determined by weight) water and sediment in any combination, or
2. Have an ash content of more than 1% (determined by weight).™
Effective Date. Thisprovisioniseffectivefor fuelssold or used after December 31, 2009.

7. Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”

18 |RC §137(3)(2).

1% Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the * Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”
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CODIFICATION OF ECONOMIC-SUBSTANCE DOCTRINE

0ld Law. Courtsgenerally deny claimed tax benefitsif the transaction that gives rise to those benefits lacks economic
substance independent of federal income tax considerations, even if the purported activity actually occurred. The Tax
Court has described the doctrine as follows:

The tax law . .. requires that the intended transactions have economic substance separate and distinct from
economic benefit achieved solely by tax reduction. The doctrine of economic substance becomes applicable,
and a judicial remedy is warranted, where a taxpayer seeks to claim tax benefits, unintended by Congress, by
means of transactions that serve no economic purpose other than tax savings.”’

The business-purpose doctrine is often considered in conjunction with the economic-substance doctrine. The
business-purpose doctrine involves an inquiry into the subjective motives of the taxpayer — whether the taxpayer
intended the transaction to serve some useful nontax purpose. In making this determination, some courts bifurcated a
transaction in which activities with nontax objectives were combined with unrelated activities having only tax-
avoidance objectivesin order to disallow the tax benefits of the overall transaction.

Thereis alack of uniformity in applying the economic-substance doctrine. Some courts apply a conjunctive test
that requires a taxpayer to establish the presence of both economic substance (i.e., the objective component) and
business purpose (i.e., the subjective component) in order for the transaction to survive judicial scrutiny.? A
narrower approach used by some courts concludes that either a business purpose or economic substance is
sufficient to respect the transaction.” A third approach regards economic substance and business purpose as
“simply more precise factors to consider” in determining whether a transaction has any practical economic effects
other than the creation of tax benefits.*

New Law. A provision in the PPACA clarifies and enhances the application of economic substance, as defined in
IRC §7701(0). Under the provision, a transaction is treated as having economic substance only if both of the
following requirements are met:

1. The transaction changes the taxpayer’s economic position in a meaningful way (apart from federal income
tax effects).

2. Thetaxpayer has asubstantia purpose (apart from federal income tax effects) for entering into the transaction.®

The provision clarifies that the economic-substance doctrine involves a conjunctive analysis — there must be an
inquiry regarding the objective effects of the transaction on the taxpayer’s economic position as well as an inquiry
regarding the taxpayer’s subjective motives for engaging in the transaction. A transaction must satisfy both testsin
order for it to be treated as having economic substance. This clarification eliminates the disparity that existsamong the
federal circuit courts regarding the application of the doctrine. The provision modifies the doctrine’s application in
those circuitsin which either achange in economic position or anontax business purpose (but not both) is sufficient to
satisfy the economic-substance doctrine.

An individual is subject to the economic-substance doctrine only for transactions entered into in connection with a
trade or business or income-producing activity.?

2. ACM Partnership v. Comm'r, 73 TCM at 2215,

2 Seeeg., ACM Partnership v. Comm'r, 157 F.3d at 256 n.48.

2 See, eg., Pasternak v. Comm'r, 990 F.2d 893, 898 (6th Cir. 1993).

3 See, eg., Rice's Toyota World v. Comm'r, 752 F.2d 89, 91-92 (4th Cir. 1985).

% See, e.g., ACM Partnership v. Comm'r, 157 F.3d at 247; James v. Comm'r, 899 F.2d 905, 908 (10th Cir. 1995); Sacks v. Comm'r, 69 F.3d
982, 985 (9th Cir. 1995).

% |RC §7701(0)(1).
% |RC §7701(0)(5)(B).
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Penalty for Transactions Lacking Economic Substance. The accuracy-related penalty under IRC 86662 is expanded
to include an underpayment attributable to any disallowance of claimed tax benefits due to lack of economic
substance, as defined in §7701(0), or failing to meet the requirements of any similar rule of law.

The penalty is 20% and is increased to 40% of the understatement of income tax if the taxpayer does not adequately
disclose the relevant facts affecting the tax treatment either in the return or in a statement attached to the return. An
amended return or supplement to areturn is not taken into account if filed after the taxpayer is contacted for audit or
on another date as specified by the IRS. No exceptions (including the reasonable-cause rules) to the penalty are
available. Therefore, under the provision, outside opinions or in-house analysis do not protect a taxpayer from the
penalty if it is determined that the transaction lacks economic substance or fails to meet the requirements of any
similar rule of law.

Similarly, aclaim for refund or credit that is excessive under IRC 86676 because the claim lacks economic substance
or failsto meet the requirements of any similar ruleis subject to the 20% penalty, and the reasonable-basis exception
isnot available.”

Effective Date. The provision appliesto transactions entered into after March 30, 2010.

Note. For extensive information about the economic-substance doctrine, see pages 378-381 in the 2008
University of Illinois Federal Tax Workbook. This can be found on the accompanying CD.

TIME FOR PAYMENT OF CORPORATE ESTIMATED TAXES

Old Law. For corporations with assets of at least $1 billion (determined at the end of the preceding taxable year),
payments due in July, August, or September 2014, were increased to 157.75% of the payment otherwise due by a
provision inthe HIRE Act.

New Law. A provisioninthe PPACA increases the required payment of estimated tax otherwise duein July, August,
or September 2014, to 173.50% of the payment otherwise due (a 15.75% increase). The next required payment is
reduced accordingly.

Effective Date. Thisprovisioniseffective on March 30, 2010.

REQUIRED INFORMATION REPORTING ON PAYMENTS FOR PROPERTY

Old Law. Taxpayers engaged in atrade or business who make payments aggregating $600 or more in any year to a
single payee are generally required to furnish information returns to these payees. The reporting requirements do not
include payments for goods or payments subject to other specific reporting requirements. Most payments to
corporations are excepted from the reporting requirements.

New Law. For payments made after December 31, 2011, businesseswill be required to fileinformation returnsfor all
payments aggregating $600 or morein a calendar year to a single payee (other than to a tax-exempt corporation).
The reported payments include gross proceeds paid in consideration for property or services. However, the
provision does not override specific provisions elsewhere in the Code that except certain payments from reporting,
such as securities or broker transactions as definedunder |RC 86045(a) and associated regulations.

Note. Theterm gross proceedsis not defined in the PPACA or in IRC 86041(a), as amended by the PPACA.
It has also not been specified whether such gross proceeds will be reported on Form 1099-MISC or some
other form.

2. Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”
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Example 6. Mallie's Accounting Service buys office supplies for $300 from Paper Clips N Stuff, Inc., in
July 2012. In September, Mallie buys more office supplies from Paper Clipsfor $400. Mallie must issue a
Form 1099 to Paper Clipsin 2013 for the total value of her 2012 purchases.

Note. The National Taxpayer Advocate estimates that the new law will affect 26 million nonfarm sole
proprietors, 3 million partnerships, 4 million S corporations, 2 million C corporations, 2 million farming
businesses, 1 million charities and other tax-exempt organizations, and more than 100,000 federal, state, and
local government entities.?® The IRS asked for public comments regarding how to most effectively carry out
this law change. Comments were due September 29, 2010.

Effective Date. Thisprovisioniseffectivefor payments made after December 31, 2011.
HEALTHCARE TAX PROVISIONS

The healthcare tax provisions are presented in chronological order according to effective date.

EXCLUSION FOR STUDENT LOAN REPAYMENT PROGRAM FORGIVENESS FOR CERTAIN HEALTH PROFESSIONALS

0ld Law. Gross income generally includes the taxpayer’s discharge of indebtedness. Under an exception to this
general rule, gross income does not include any amount from the forgiveness (in whole or in part) of certain student
loans, provided that the forgiveness is contingent on the student working for a certain period of time in certain
professions for any of abroad class of employers.

Student loans dligible for this specia rule must be made to assist an individual in attending an educational institution.
The education institution must normally maintain aregular faculty and curriculum and have aregularly-enrolled body
of studentsin attendance at the place where its education activities occur. Loan proceeds can be used for tuition and
required fees, and also for room and board expenses. The loan must be provided by one of the following:

1. The United States (or an instrumentality or agency thereof)
2. A state (or any political subdivision thereof)

3. Certain tax-exempt public benefit corporations that control a state, county, or municipal hospital and whose
employees have been deemed to be public employees under state law

4. An educational organization that originally received the funds from which the loan was made from the
United States, a state, or atax-exempt public benefit corporation

An individual’s gross income aso does not include amounts from the forgiveness of loans made by educational
organizations (and certain tax-exempt organizationsin the case of refinancing loans) out of private, nongovernmental
funds. Such amounts are excluded from gross income if the proceeds of the loans are used to pay costs of attendance
at an educational ingtitution or to refinance any outstanding student loans. The student cannot be employed by the
lender organization. In the case of such loans made or refinanced by educational organizations (or refinancing loans
made by certain tax-exempt organizations), cancellation of the student loan must be contingent upon the student
working in an occupation or areawith unmet needs. Such work must be performed for, or under the direction of atax-
exempt charitable organization or agovernmental entity.

Finally, anindividual’s gross income does not include any loan repayment amount received under the National Health
Service Corps loan repayment program or certain state [oan repayment programs.?

2 Twww.irs.gov/publirs-utl/nta2011objectivesfinal .pdf] Accessed on July 28, 2010.

2. Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”
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New Law. A provision in the PPACA modifies the gross income exclusion for amounts received under the National
Health Service Corps loan repayment program or certain state loan repayment programs. The grossincome exclusion
now includes any amount received by an individual under any state loan repayment or loan forgiveness program that
is intended to provide for the increased availability of healthcare services in underserved or health professional
shortage areas (as determined by the state).

Note. For more information about medically underserved and health professional shortage areas, see the
Health Resources and Services Administration’swebsite at bhpr.hrsa.gov/shortage/.

Effective Date. Thisprovisioniseffectivefor taxable years beginning after December 31, 2008.

INVESTMENT CREDIT FOR QUALIFYING THERAPEUTIC DISCOVERY PROJECTS

For taxable years beginning after December 31, 2008, a provision in the PPACA establishes a 50% nonrefundable
investment tax credit for qualified investments in qualifying therapeutic discovery projects. Such projects are
designed to devel op a product, process, or therapy to diagnose, treat, or prevent diseases and afflictions.

Companies must apply to the IRS to obtain certification for qualifying investments. The credit is available only to
companies with 250 or fewer employees.

Effective Date. Thisprovisioniseffectivefor taxable years beginning after December 31, 2008.

SMALL BUSINESS TAX CREDIT

This credit is designed to encourage small employers to offer health insurance for the first time or maintain coverage
they already have.

A tax credit is provided for aqualified small employer for nonelective contributions to purchase health insurance for
its employees. Any payment made in accordance with a salary reduction arrangement under a 8125 cafeteriaplanis
not treated as paid by the employer. The tax credit is available initially for any taxable year beginning in 2010-2013.
An eligible small employer isonethat meetsall the following criteria:

»  The employer has no more than 25 full-time equivalent (FTE) employees for the taxable year.
» Theaverage annua wages of the employees do not exceed $50,000 (indexed for inflation in years after 2013).

» The employer has a quaifying contribution arrangement under which it must pay at least 50% of the
premium cost of the qualified health plan for each enrolled employee.

Note. The requirement that the employer pay at least 50% of the premium for an employee applies to the
premium for single (employee-only) coverage. Therefore, if the employee receives single coverage, the
employer satisfies the 50% requirement for the employee if it pays at least 50% of the premium for that

coverage. If the employee receives coverage that is more expensive than single coverage (such as family or m
self-plus-one coverage), the employer satisfies the 50% requirement for the employee if the amount it pays

for such coverage is no less than 50% of the premium for single coverage for that employee (evenif itisless
than 50% of the premium for the coverage the employeeis actually receiving).*

% gmall Business Health Care Tax Credit: Frequently Asked Questions. IRS. [www.irs.gov/newsroom/article/0,,id=220839,00.htm]
Accessed on May 4, 2010.
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Calculating FTEs

Employee FTEs are determined by dividing the total wage-paying hours for employees during the year (but not
more than 2,080 hours per employee) by 2,080. The result, if not a whole number, is rounded to the next lowest
whole number.

Example 7. For the 2010 taxable year, an employer pays five full-time employees wages for 2,080 hours
each, three employees wages for 1,040 hours each, and one employee wages for 2,300 hours. The employee
FTEsfor thisemployer are calculated as follows:

Employee Hours Hours of Service
5 employees x 2,080 hours 10,400
3 employees x 1,040 hours 3,120
1 employee x 2,080 hours (lesser of 2,300 and 2,080) 2,080
Total hours of service 15,600
Hours per year + 2,080
Total FTEs (7.5 rounded down)®! 7

Thefollowing personsare not counted in the determination of FTEsand aver age annual wages:

1. Seasona workers (unless the seasonal worker works for the employer for more than 120 days during the
tax year)

Sole proprietors
Partnersin a partnership
Shareholders owning more than 2% of an S corporation

Any owner of more than 5% of a business

e a6 B2 ow D

Family members (i.e., lineal descendant, sibling or step-sibling, parent or parent's ancestor, step-parent,
niece or nephew, aunt or uncle, son-in-law, daughter-in-law, father-in-law, mother-in-law, brother-in-law, or
sister-in-law) of any person described initems 2-5 above

Premiums paid on behalf of these personsare not counted in determining the amount of the credit.

Amount of Credit
The credit isequal to the lesser of the following two amounts multiplied by an applicable tax credit percentage:

1. The amount of contributions the employer made on behalf of the employees during the taxable year for the
qualifying health coverage

2. The amount of contributions that the employer would have made during the taxable year if each employee
had enrolled in coverage with a small business benchmark premium (The benchmark premium is the
average total premium cost in the small-group market for employer-sponsored coverage in the employer’s
state. The benchmark premium varies based on the type of coverage provided to the employee — single,
adult with child, two adults, or family.)

The benchmark premium is multiplied by the number of employees enrolled in coverage and then multiplied
by the uniform percentage that applies for caculating the level of coverage selected by the employer. As
discussed above, thistax credit isonly available if this uniform percentage is at least 50%.

3. Example adapted from IRS Notice 2010-44, 2010-22 IRB.

462 2010 Chapter 12: New Legislation

Copyrighted by the Board of Trustees of the University of lllinois.
This information was correct when originally published. It has not been updated for any subsequent law changes.



2010 Workbook

Note. Rev. Rul. 2010-13 contains a chart that sets forth the average premium for the small-group market in
each state for the 2010 taxable year. For Illinois, the 2010 average premium is $5,198 for employee-only
coverage and $12,309 for family coverage.

For years prior to 2014, health insurance coverage for purposes of the credit means benefits consisting of medical care
under any hospital or medical service policy or certificate, hospital or medical service plan contract, or health
maintenance organization contract offered by a health insurance issuer.* Health insurance coverage for purposes of
the credit also includes the following:

» Limited scope dental or vision

» Long-term care, nursing-home care, home-health care, community-based care, or any combination of these

»  Coverage only for a specified disease or ilIness

*  Hospital indemnity or other fixed-indemnity insurance

* Medicare supplementa health insurance, certain other supplemental coverage, and similar supplemental

coverage provided to coverage under a group health plan®

Different types of health insurance plans are not aggregated for purposes of meeting the qualifying arrangement
requirement. Conseguently, if an employer offers a mgjor-medical insurance plan and a stand-alone vision plan, the
employer must separately satisfy the requirements for aqualifying arrangement for each type of coverage.

Example 8. For the 2010 taxable year, an eligible small employer offers amajor-medical plan and adenta plan.
The employer pays 50% of the premium cost for single coverage for al employees enrolled in the major-
medical plan and 40% of the premium cost for single coverage for al employees enrolled in the dental plan.

For purposes of calculating the credit, the employer can take into consideration only the premiums paid by
the employer for the major-medical plan, and only up to 50% of the amount of the average premium for
single coverage for the small-group market in the employer's state. The employer cannot take into
consideration premiums paid for the dental plan because it did not pay at least 50% of the premium cost.*

For the first phase of the credit (any taxable year beginning in 2010-2013), the maximum tax credit percentageis
35% for an employer that is not tax-exempt. For the second phase of the credit (taxable years beginning in years
after 2013), the applicable tax credit percentage is 50%. The second phase of the credit isonly available to aqualified
small employer that purchases health insurance coverage through a state exchange and can be claimed for only two
additiona consecutive years.

Example 9. For the 2010 tax year, Ledbetter Co., a qualified employer, has nine FTEs with average annua
wages of $23,000 per FTE. Ledbetter Co. pays $72,000 in health insurance premiums for those employees
(which does not exceed the average premium for the small-group market in the employer's state) and
otherwise meets the requirements for the credit. The credit for 2010 equals $25,200 (35% x $72,000).%

w

2.

IRC §9832(b)(1).

% |RS Notice 2010-44, 2010-22 IRB.

®

- Adapted from Examples 8 and 9 in IRS Notice 2010-44, 2010-22 IRB.

35.

Example adapted from Small Business Health Care Tax Credit: Frequently Asked Questions. IRS. [www.irs.gov/newsroom/article/

0,,id=220839,00.html] Accessed on May 4, 2010.
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For atax-exempt qualified employer, the maximum credit for tax years beginning in 2010-2013 is 25% of the
employer’s premium expenses that count towards the credit. For the second phase of the credit, the maximum credit is
35%. However, the credit cannot exceed the total amount of income and Medicare tax the employer is required to
withhold from employees’ wages for the year and the employer share of Medicare tax on employees wages. The
small business tax credit for tax-exempt organizations is otherwise calculated in the same manner asit is
calculated for all other qualified small employers.

Example 10. For 2010, Metta Association, a qualified tax-exempt employer, has 10 FTEs with average
annual wages of $21,000. Metta pays $80,000 in health insurance premiums for those employees (which
does not exceed the average premium for the small-group market in the employer's state) and otherwise
meets the requirements for the credit. The total amount of income tax and Medicare tax withholding for the
employees plus Metta's share of the Medicare tax equals $30,000 in 2010.

The credit is calculated as follows.
1. Theinitia credit amount is determined before any reduction (25% x $80,000 = $20,000).
2. Theincome and Medicare taxes are $30,000.
3. Total 2010 tax credit is $20,000 (the lesser of $20,000 or $30,000).*

Note. In determining the employer’s deduction for health insurance premiums, the amount of premiums that
can be deducted is reduced by the amount of the credit.

Credit Reduction

The credit is reduced for any employer who has more than 10 but not more than 25 FTESs. For an employer with more
than 10 FTEs, the reduction is determined by multiplying the otherwise applicable credit amount by afraction, the
numerator of which isthe number of FTEsin excess of 10 and the denominator of which is 15. In effect, the credit is
reduced by 6.667% for each FTE in excess of 10.

The credit is also reduced for employers with average wages per employee between $25,000 and $50,000. The
amount of this reduction is equal to the amount of the credit (determined before any reduction) multiplied by a
fraction, the numerator of which is the average annual wages of the employer in excess of $25,000 and the
denominator of which is $25,000. In effect, the credit amount is reduced by 4% for each $1,000 of average annual
wages in excess of $25,000.

For an employer with both more than 10 FTEs and average annual wages in excess of $25,000, the total reduction is
the sum of the two reduction amounts.*’

Example 11. For 2010, Belweather Co., a qualified employer, has 12 FTES and average annual wages of
$30,000. Belweather pays $96,000 in health insurance premiums for its employees (which does not exceed
the average premium for the small-group market in the employer's state) and otherwise meets the
requirements for the credit.*®

The credit is calculated as follows:

Initial credit amount determined before any reduction (35% x $96,000) $33,600
Credit reduction for FTEs in excess of 10 ($33,600 x (2/15)) (4,480)
Credit reduction for average annual wages in excess of $25,000 ($33,600 x ($5,000/$25,000)) (6,720)
Total 2010 tax credit $22,400

% 1hid.

3. Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”

% Example adapted from Small Business Health Care Tax Credit: Frequently Asked Questions. IRS. [www.irs.gov/newsroom/article/
0,,id=220839,00.html] Accessed on May 4, 2010.
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Claiming the Credit

For an employer that is not tax-exempt, the credit is claimed on the employer’s annual income tax return. The credit
for ayear offsets only an employer’s actual income tax liability (or AMT liability) for the year. However, asagenera
business credit, an unused credit amount can generally be carried back one year and carried forward 20 years. Because
an unused credit amount cannot be carried back to a year before the effective date of the credit, any unused credit
amount for 2010 can only be carried forward.*

For partnerships and S corporations, this credit is calculated at the entity level and allocated to the partners or
shareholdersfor inclusion on their individual returns.

For a tax-exempt employer, the credit is refundable. Tax-exempt organizations claim the credit on Form 990-T,
Exempt Organization Business Income Tax Return (and proxy tax under section 6033(e)). Form 990-T will be revised
for the 2011 filing season to enable tax-exempt organizations — including those that do not owe tax on unrelated
businessincome — to claim the small business health care tax credit.*

Both small businesses and tax-exempt organizationswill use Form 8941, Credit for Small Employer Health Insurance
Premiums, to calculate the credit. A copy of theform follows.

® gmall Business Health Care Tax Credit: Frequently Asked Questions. IRS. [www.irs.gov/newsroom/article/0,,id=220839,00.html]
Accessed on May 4, 2010.

“ RS News Rel. IR-2010-96 (Sept. 7, 2010).
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. 8941 Credit for Small Employer Health Insurance Premiums | 2V8No 1950
» See separate instructions. 2© 1 o

Department of the Treasury Attachment
Internal Revenue Service » Attach to your tax return. Sequence No. 63

Name(s) shown on return Identifying number

1 Enter the number of individuals you employed during the tax year who are considered

employees for purposes of this credit (see instructions) . . . . L . . 1
2 Enter the number of full-time equivalent employees you had for the tax year (see mstructlons) If

you entered 25 or more, skip lines 3 through 11 and enter -0- online 12 . . . . 2
3 Average annual wages you paid for the tax year (see mstructrons) If you entered $50 000 or

more, skip lines 4 through 11 and enter -0-online12 " ... . . 3
4  Premiums you paid during the tax year for.employees included on I|ne 1 for health insurance

coverage under a qualifying arrangement (see instructions) . .. . . . . 0. . L . 4

5 Premiums you would have entered on line 4 if the total premium for each employee equaled the
average premium for the small group market in which you offered health insurance coverage
(seeinstructions) . . . L. L L 00T o e 5

6 Enterthe smaller oflinedorline5 . .. . . . . . . . L L o ... 6

Multiply line 6 by the applicable percentage:
® Tax-exempt small employers, multiply line 6 by 25% (.25)

¢ All other small employers, multiply line6 by 35% (.35) . . . . . . . . . . . . . 7

8 Ifline 2 is 10 or less, enter the amount from line 7. Otherwise, see instructions - 8

9 Ifline 3 is $25,000 or less, enter the amount from line 8. Otherwise, see instructions . . . 9
10  Enter the total amount of any state premium subsidies paid and any state tax credits avallable to

you for premiums included on line 4 (see instructions) . . . . . . . . . . . . . . 10

11 Subtract line 10 from line 4. If zero or less, enter-0- . . . . . . . . . . . . . . . 11

12  Enter the smaller of lineQorline11 . . . . . . . . . . . . . . . . . . . . 12

13 If line 12 is zero, skip lines 13 and 14 and go to line 15. Otherwise, enter the number of
employees included on line 1 for whom you paid premiums during the tax year for health

insurance coverage under a qualifying arrangement (see instructions) . . . . . . . . . 13
14  Enter the number of full-time equivalent employees you would have entered on line 2 if you only

included employees included online13 . . . . . . . . - . . 14
15 Credit for small employer health insurance premiums from partnershlps S corporatlons

cooperatives, estates, and trusts (see instructions) . . . . . R 15
16 Add lines 12 and 15. Partnerships and S corporations, stop here and report this amount on

Schedule K; all others, gotoline17 . . . . . . . . . . . . . . . . . . .. 16
17  Credit for small employer health insurance premiums included on line 16 from passive activities

(seeinstructions) . . . . . . . L o L. L L L0 17
18 Subtractline 17 fromline16. . . . . . e 18
19  Credit for small employer health insurance premiums aIIowed for 2010 from a passive activity

(see instructions) . . e 19
20 Carryback of the credit for smaII employer health insurance premiums from 2011 e 20

21 Add lines 18 through 20. Cooperatives, estates, and trusts, go to line 22. Tax-exempt small
employers, skip lines 22 and 23 and go to line 24. All others, stop here and report this amount

on Form 3800, line29h . . . . e 21
22 Amount allocated to patrons of the cooperatlve or benef|C|ar|es of the estate or trust (see
instructions) . . . . . . .. 22
23  Cooperatives, estates, and trusts, subtract I|ne 22 from Ime 21. Stop here and report thrs amount
on Form 3800, line2%h . . . . 23
24  Enter the amount you paid in 2010 for taxes conS|dered payroII taxes for purposes of th|s credlt
(see instructions) . . 24
25 Tax-exempt small employers enter the smaller of I|ne 21 or I|ne 24 here and on Form 990 T
lineddf. . . . . . . . . . L L Lo . .o 25
For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 37757S Form 8941 (2010
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Employer Aggregation Rules
Thefollowing individuals are treated as employed by a single employer for purposes of determining the credit:
»  Employees of acontrolled group of corporations (see IRC §414(b))
»  Employees of trades or businesses under common control (see IRC 8414(c))
» Employees of affiliated service groups (see IRC §414(m))
» Leased employees (see|RC 8414(n))
Effective Date. Thisprovisioniseffectivefor taxable years beginning after December 31, 2009.

MODIFICATION OF TREATMENT OF CERTAIN HEALTH ORGANIZATIONS

0Old Law. A property and casualty insurance company is subject to tax on its taxable income. For this purpose, gross
income includes underwriting income and investment income, aswell as other items. Underwriting incomeis defined
as the premiums earned on insurance contracts during the year, less losses and expenses. The amount of lossincurred
isdetermined by taking into account the discounted unpaid losses. The amount of premiums earned during the year is
determined by taking into account a 20% reduction in the otherwise allowable deduction, which is intended to
represent the allocable portion of expensesincurred in generating the unearned premiums.

An organization described in IRC 8501(c)(3) and (4) is tax-exempt if no substantial part of its activities consists of
providing commercial-type insurance. Special rules under IRC 8833 apply to Blue Cross and Blue Shield
organizations and certain other organizations.

IRC 8833 provides a deduction related to the health business of such organizations. The deduction is equal to 25% of
the sum of:

1. Claimsincurred and liabilitiesincurred under cost-plus contracts for the taxable year, plus

2. Expensesincurred in connection with administration, adjustment, or settlement of claims or in connection
with administration of cost-plus contracts during the taxable year, to the extent this sum exceeds the adjusted
surplus at the beginning of the taxable year.

IRC 8833 also provides an exception for such organizations from the application of the 20% reduction in the
deduction for premiums earned.

New Law. For taxable years beginning in 2010, the PPACA limits eligibility for the 8833 rules to organizations that
meet a medical-loss ratio* standard of 85% for the taxable year. An organization that does not meet this standard is
not allowed the 25% deduction and the exception from the 20% reduction in the unearned premium reserve deduction.

Effective Date. Thisprovisioniseffectivefor taxable years beginning after December 31, 2009.

TAX-FREE HEALTH COVERAGE FOR CHILDREN UNDER AGE 27

0ld Law. Reimbursements under an accident or health plan for medical expenses for employees, their spouses, and m
their dependents are generally excluded from gross income. For purposes of this provision, the term dependents
includes qualifying children under age 19 (or in the case of full-time students, under age 24).

Note. For a thorough discussion of the definition of “qualifying child,” see Chapter 2, Dependency
Exemption Issues, in the 2009 University of Illinois Federal Tax Workbook. This can be found on the
accompanying CD.

4 Defined as the ratio of incurred claims to earned premiums.

2010 Chapter 12: New Legislation 467

Copyrighted by the Board of Trustees of the University of lllinois.
This information was correct when originally published. It has not been updated for any subsequent law changes.



2010 Workbook

New Law. Effective March 30, 2010, health coverage provided for an employee's children under age 27 is generally
tax-free to the employee. Additionally, employer-provided coverage under an accident or health plan for injuries or
sickness for such achild is also excluded from the employee’s grossincome.

For purposes of this provision, a child is an individual who is the son, daughter, stepson, or stepdaughter of the
employee. A child also includes legally-adopted individuals and an eligible foster child.*”

The exclusion from gross income applies for an employee’'s child who has not attained age 27 as of the end of the taxable
year, including achild of the employeewho isnot the employee’ s dependent within the meaning of IRC §8152(a). Thus,
the age limit, residency, support, and other tests described in §152(c) do not apply.*

Example 12. Employer Krypton provides health insurance for its employees, their spouses, and dependents.
This includes any employee's child (as defined in 8152(f)(1)) who has not attained age 27 as of the end of
the taxable year. For the 2010 taxable year, Krypton provides health insurance to employee Alan and to
Alan’s son, Caleb. Caleb has never worked for Krypton.

Caeb isnot digible for health insurance from his own employer. Caeb is age 25 in the 2010 taxable year.
During 2010, Caleb earns $50,000 and does not live with Alan. Caleb is not a dependent of Alan; however,
heis Alan’s child within the meaning of 8152(f)(1).

Accordingly, and because Caleb will not attain age 27 during 2010, the health insurance and reimbursements
provided to him under the terms of Krypton's plan are excludible from Alan’s grossincome for the period on
and after March 30, 2010, through the end of the taxable year.*

Theexclusion of coverage and reimbursements from an employee’s grossincome for an employee’s child who has not
attained age 27 as of the end of the taxable year also applies to the definition of qualified benefits for IRC §125
cafeteria plans, including health flexible spending accounts (FSA).*

The provision permits self-employed individual s to take a deduction for the cost of health insurance provided for any
child of the taxpayer who has not attained age 27 as of the end of the taxable year.*

Effective Date. Thisprovisioniseffective March 30, 2010.

ADDITIONAL REQUIREMENTS FOR TAX-EXEMPT HOSPITALS

Old Law. Charitable organizations described in IRC 8501(c)(3) are generally exempt from federal income and state
and local taxes, are eligible to receive tax deductible contributions, and have access to tax-exempt financing.
Hospitals qualify for exemption if they are organized and operated for charitable purposes and otherwise meet the
requirements of 8501(c)(3).

New Law. A provision in the PPACA establishes new requirements applicable to 8501(c)(3) hospitals. The
requirements generally apply to any 8501(c)(3) organization that operates at |east one hospital facility.

To quaify for tax exemption under 8501(c)(3), an organization subject to the provision must comply with certain
requirements with respect to each hospital facility operated by the organization:

» Conduct a community health needs assessment at least once every three years. Failure to complete the
assessment in the applicable period resultsin a penalty of up to $50,000.

*  Adopt, implement, and publicize afinancia assistance policy.

IRC §152(f)(1).

IRS Notice 2010-38, 2010-20 IRB.

Example adapted from IRS Notice 2010-38, 2010-20 IRB.
IRS Notice 2010-38, 2010-20 IRB.

IRC 8§162(1)(1)(D).

5 & & & B
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» Bill individualswho qualify for financial assistance no more than the amounts generally billed to individua s
who have insurance.

* Make reasonable efforts to determine whether an individua is digible for financia assistance before
undertaking extraordinary collection actions.

In addition, each tax-exempt organization to which the provision applies must file a copy of its audited financial
statements with its Form 990.

Effective Date. The community health needs assessment requirement is effective for taxable years beginning after
March 30, 2012. All other provisions are generally effective for taxable years beginning after March 30, 2010.

EXCISE TAX ON TANNING SALONS

The PPACA imposes a 10% tax on the amount each individual pays for indoor tanning services. If the tax is not paid
by the person receiving the indoor tanning services, the person performing the procedure pays the tax.*” The provider
of the services quarterly remits the tax to the government using Form 720, Quarterly Federal Excise Tax Return.®

If a service provider bundles indoor tanning services with other services, the service provider calculates the tax
using aratio based on the unbundled price of each service. If the provider does not normally charge for a certain
service separately, the provider should use the fair market value of the service for purposes of the calculation. To
create the ratio, the unbundled price for the indoor tanning services is divided by the total unbundled price of all
servicesin the bundle. Thisratio is applied to the bundled charge to obtain the taxable amount.

Example 13. A salon operator offers a special bundle price for 10 swimming lessons and two “free” indoor
tanning services for $200. Outside of the bundled service, the operator charges $20 for each swim lesson and
$15 for each tanning service, for atotal regular charge of $230. The amount subject to tax for the bundled
service is $26.09 ($30 unbundled price for tanning services + $230 unbundled price of all services x $200
bundled price for al services). The indoor tanning tax is $2.61 ($26.09 x 10%).

A membership fee paid to a “qualified physical fitness facility” is not subject to the indoor tanning services tax. A
qualified physical fitnessfacility isafacility that meetsall of the following requirements:

1. The predominant business is providing facilities, equipment, and services to its members for purposes of
exercise and physical fitness.

2. Indoor tanning services are not a substantia part of its business.

3. It does not offer tanning services to the public for a fee or offer pricing options to members based on
tanning services.

Indoor tanning services applicable to this provision do not include any phototherapy service performed by alicensed
medical professional.

Effective Date. Thisprovisioniseffectivefor servicesrendered on or after July 1, 2010. m

4. |RC §5000B(c).
“ |IRS News Release IR-2010-073 (June 11, 2010).

“ Example adapted from Excise Tax on Indoor Tanning Services Frequently Asked Questions. [www.irs.gov/businesses/small/article/
0,,id=224600,00.html] Accessed on Aug. 9, 2010.
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EXTENSION OF DEPENDENT COVERAGE

0ld Law. Group health plans and health insurance issuers that provide dependent coverage of children were not
required to cover adult children.

New Law. Group health plans and health insurance issuers offering group or individual health insurance coverage
that provide dependent coverage of children are required to make such coverage available until the child turns
age 26.%°

Effective Date. The extended coverage must be provided not later than plan years beginning on or after
September 23, 2010.>

HIGHER PENALTY FOR NONQUALIFIED DISTRIBUTIONS FROM HSAs AND ARCHER MSAs

0ld Law. Individuals with a high-deductible health plan may establish and make tax-deductible contributions to a
health savings account (HSA). Distributions from an HSA that are used for qualified medical expenses are excludible
from gross income. All HSA disbursements that are not made for qualified medical expenses are includible in gross
income, and an additional 10% penalty tax is assessed on these distributions.

An Archer MSA is a tax-exempt trust or custodial account to which tax-deductible contributions may be made by
individualswith a high-deductible health plan. Archer MSAs provide tax benefitssimilar to, but generally not asfavorable
as, those provided by HSAsfor individuas covered by high-deductible health plans. After 2007, no new contributions are
permitted to Archer MSAs except by, or on behalf of, individuals who previoudy had made Archer MSA contributions
and employees of a participating employer. An additional 15% penalty isimposed on Archer MSA distributions not used
for medical expenses.®

New Law. Under the PPACA, distributions from an HSA or an Archer MSA that are not used for qualified medical
expenses are assessed a 20% penalty.

Effective Date. Thischangeis effective for disbursements made during tax years beginning after December 31, 2010.%

DISTRIBUTIONS FROM HEALTH ACCOUNTS ALLOWED FOR PRESCRIBED DRUGS AND INSULIN ONLY

0ld Law. Under a health reimbursement arrangement (HRA) or health FSA, amounts paid for prescription and
over-the-counter medicine are treated as medical expenses. Reimbursements for these expenses are excludible
from grossincome.

Similarly, a distribution from an HSA or an Archer MSA used to purchase over-the-counter medicine is excludible
from grossincome as qualified medical expenses.

New Law. The definition of medical expense for purposes of employer-provided health coverage, including HRAS,
health FSAs, HSASs, and Archer MSAsisthe same as that used for the itemized deduction for medical expenses. This
limitsdistributionsto prescribed drugs and insulin. However, the prescription drug category isdeter mined without
regard to whether the drug isavailable without a prescription. Thus, under the provision, the cost of over-the-
counter medicines may not be reimbursed through a health FSA, HRA, HSA, or Archer MSA, unless the
medicineisprescribed by aphysician.*

Effective Date. Thisprovisioniseffectivefor expensesincurred after December 31, 2010.

. PPACA, Sec. 1001.
5. |RS News Rel. IR-2010-53 (Apr. 27, 2010).

52 Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”

% IRC §8223(f)(4)(A) and 220(f)(4)(A).

% Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”
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SIMPLE CAFETERIA PLANS FOR SMALL BUSINESSES

0ld Law. Employees electing a qualified benefit through salary reduction under a cafeteria plan forgo salary and
instead receive a benefit that is excludible from gross income. Cafeteria plans and certain qualified benefits are
subject to nondiscrimination requirements to prevent discrimination in favor of highly-compensated individuals.
Although the basic purpose of each of the nondiscrimination rules is the same, the specific rules for satisfying the
relevant nondiscrimination requirements vary for cafeteria plans generally and for each qualified benefit. An
employer maintaining a cafeteriaplan in which any highly-compensated individua participates must ensure that both
the cafeteria plan and each qualified benefit satisfy the rel evant nondiscrimination requirements. Failure to satisfy the
nondiscrimination rules generally resultsin aloss of the tax exclusion by the highly-compensated individuals.

New Law. Under the PPACA, anew SIMPLE cafeteria plan will be available for years beginning after 2010. An
eligible small employer is provided with a safe harbor from the nondiscrimination requirements for cafeteria plans
and from the nondiscrimination requirements for specified qualified benefits offered under a cafeteria plan. Under
the safe harbor, a cafeteria plan and the specified qualified benefits are treated as meeting the specified
nondiscrimination rules if the cafeteria plan satisfies minimum eligibility and participation requirements and
minimum contribution requirements.®

Eligibility and Participation Requirements
The ligibility requirement ismet if both of the following criteriaare met:
» All employees (other than excludable employees) are digible to participate.

» Each employee dligible to participate is able to elect any benefit available under the plan (subject to the
terms and conditions applicable to al participants).

Excludable employees are those that:
1. Have not attained age 21 (or ayounger age provided in the plan) before the close of a plan year,
Have fewer than 1,000 hours of service for the preceding plan year,

Have not completed one year of service with the employer as of any day during the plan year,

el

Are covered under a collective-bargaining agreement if there is evidence that the benefits covered under
the cafeteria plan were the subject of good faith bargaining between employee representatives and the
employer, or

5. Arenonresident aliens working outside the United States.

With respect to items 1 and 2, an employer may have a younger age and shorter service requirement but only if the
younger age or shorter service appliesto all employees.®

Minimum Contribution Requirement

The minimum contribution requirement is met if the employer provides a minimum contribution for each non-
highly-compensated employee® in addition to any salary reduction contributions made by the employee. The
minimum must be available for application toward the cost of any qualified benefit (other than a taxable benefit)
offered under the plan.

% Ibid.
% bid.

S A non-highly-compensated employee is one who is not a highly compensated employee within the meaning of IRC §414(q) or a key
employee within the meaning of IRC §416(i).
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The minimum contribution is permitted to be calculated under either of the following methods:

1. Nonelective Contribution Method. This method uses an amount equal to a uniform percentage (not less
than 2%) of each eligible employee's compensation for the plan year.

2. Matching Contribution Method. This method uses an amount not less than the lesser of:
a. Twicethe amount of the salary reduction contributions of each qualified employee, or
b. Six percent of the employee’s compensation for the plan year.”
The same method must be used for cal culating the minimum contribution for all non-highly-compensated employees.®

If the employer chooses the matching contribution method for cal culating the minimum contribution, the requirement
is not satisfied if the rate of contributions for any salary reduction contribution of a highly-compensated or key
employeeis greater than that for any other employee.®

Eligible Employer

An dligible small employer under the provision is, for any year, an employer who employed an average of 100 or
fewer employees on business days during either of the two preceding years. For purposes of the provision, ayear may
only be taken into account if the employer wasin existence throughout the year. If an employer was not in existence
throughout the preceding year, the determination is based on the average number of employees that the employer is
reasonably expected to employ on business daysin the current year.

An eligible employer who maintains a SIMPLE cafeteria plan for its employees for any year and maintains the cafeteria
plan in subsequent years without interruption will continue to be deemed an eligible small employer. This holds true until
the employer employs an average of 200 or more employees on business days during the preceding year.

Effective Date. Thisprovisioniseffectivefor taxable years beginning after December 31, 2010.

REPORTING COST OF HEALTH INSURANCE ON FORM W-2

For reporting years starting in 2011, employers must disclose the value of the employee’s health insurance on each
employee’'s Form W-2. If an employee is enrolled in employer-sponsored health insurance under multiple plans,
the employer must disclose the aggregate value of all health insurance. For example, if an employeeisenrolledin
employer-sponsored major-medical health insurance, a dental plan, and a vision plan, the employer is required to
report the total value of all these health-related insurance plans.

Note. The value of health insurance reported on Form W-2 isfor informational purposes only.

To determine the value of employer-sponsored health insurance, the employer calcul ates the applicable premiums for
the taxable year for the employee using the rulesfor COBRA continuation,® including the special rulefor self-insured
plans. The value that the employer must report is the portion of the aggregate premium attributable to the employee.®

The term applicable employer-sponsored cover age means coverage under any group health plan made available
to the employee by an employer which is excludable from the employee's gross income under IRC §106.%

% |RC 8125(j)(3)(A).
% Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as

Amended, in Combination with the “ Patient Protection and Affordable Care Act.”
- |RC 8125())(3)(B).
6. Asdefined in IRC §4980B(f)(4) and its accompanying regulations.
& Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”

& |RC §49801(d)(1)(A).
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Coverage is treated as applicable employer-sponsored coverage regardless of whether the employer or employee
pays for the coverage.**

The aggregate cost of employer-sponsored coverage for an employee (or employee’s spouse) does not include any of
thefollowing:

*  Theamount contributed to any Archer MSA
*  Theamount contributed to any HSA
«  Theamount of any salary reduction contributions to a health FSA®

Effective Date. Thisprovisioniseffectivefor taxable years beginning after December 31, 2010. IRS Notice 2010-69,
which was issued on October 12, 2010, made the reporting optional for Forms W-2 issued for 2011.

ANNUAL FEE FOR BRANDED PRESCRIPTION DRUG MANUFACTURERS AND IMPORTERS

For each calendar year beginning after 2010, a provision in the PPACA imposes afee on each covered entity engaged
in the business of manufacturing or importing branded (nongeneric) prescription drugs that are for sale to any
specified government program or pursuant to coverage under any such program. Fees collected under the provision
are credited to the Medicare Part B trust fund.

The aggregate annual feefor al covered entitiesis $2.5 billion for calendar year 2011, $2.8 billion for calendar years
2012 and 2013, $3 hillion for calendar years 2014-2016, $4 billion for calendar year 2017, $4.1 billion for calendar
year 2018, and $2.8 billion for calendar year 2019 and thereafter.

The aggregate feeis apportioned among the covered entities each year based on each entity’s rel ative share of branded
prescription drug sales during the previous calendar year.

The fees imposed under this provision are treated as excise taxes and thus are not deductible for federal income
tax purposes.

Effective Date. Thisprovisioniseffectivefor calendar years beginning after December 31, 2010.

LIMITATION ON HEALTH FSA CONTRIBUTIONS

0ld Law. Employers may provide health coverage by reimbursing medical expenses of their employees through
health FSAs. These FSAs allow reimbursement for medical care under a specified dollar amount, which is either
elected by an employee under a cafeteria plan or specified by the employer.

New Law. For taxable years beginning in 2013, the maximum amount of salary reduction contributions that an
employee may elect to make to ahealth FSA maintained under acafeteriaplan for aplan year cannot exceed $2,500.%°
The $2,500 limitation isindexed for inflation for years beginning after December 31, 2013.

meaning of IRC 8§125. Consequently, when an employee is given the option under a cafeteria plan to reduce current
cash compensation and instead has the salary reduction amount made available for reimbursement of medical
expenses under ahealth FSA, the amount must be limited to $2,500 per year.

A cafeteriaplan that does not include this contribution limitation for any health FSA is not a cafeteria plan within the m

Regulations require that all the employer’s cafeteria plans be aggregated for purposes of applying the $2,500 limit.
The limit must be prorated in the case of aplan year or coverage period less than 12 months.

Effective Date. Thisprovisioniseffective for taxable years beginning after December 31, 2012.

% |RC §49801(d)(1)(C).
% |RC §6051(a)(14).
% |RC §125(i)(1).
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THRESHOLD TO ITEMIZE MEDICAL EXPENSES RAISED

0ld Law. For regular income tax purposes, taxpayers are allowed to itemize unreimbursed medical expenses to the
extent that such expenses exceed 7.5% of AGI.

New Law. For taxable years beginning in 2013, the threshold for taxpayers to itemize unreimbursed medical
expenses increases from 7.5% to 10% of AGI for regular income tax purposes.

For the years 2013-2016, if either the taxpayer or the taxpayer’s spouse has attained age 65 before the end of the
taxable year, the increased threshold does not apply and the threshold remains at 7.5% of AGI. The provision does not
changethe AMT treatment of the itemized deduction for medical expenses.

Effective Date. The provision becomes effective for taxable years beginning after December 31, 2012.

ADDITIONAL MEDICARE TAX ON NET INVESTMENT INCOME

0ld Law. TheFICA® tax isimposed on employers based on the amount of wages paid to an employee during the year.
The tax is comprised of two parts: (1) the OASDI® tax equals 6.2% of covered wages up to the taxable wage base
($106,800in 2010); and (2) the Medicare tax equals 1.45% of covered wages. Each employeeis subject to FICA taxes
in an amount equal to that imposed on employers.

The SECA® tax isimposed on net income from self employment (SE). The rates of the OASDI and Medicare portions
of SECA taxes are equal to the combined employee and employer FICA tax rates and apply to SE income up to the
FICA taxable wage base.

New Law. For tax yearsbeginning in 2013, aMedicare contribution tax isimposed on individuals, estates, or trusts
with unearned income.

For individuals, the tax is 3.8% of the lesser of the following two amounts:
1. Netinvestment income, which is defined as:

a. Grossincome from interest, dividends, annuities, royalties, and rents (other than income derived from
any trade or business to which the tax does not apply); plus

b. Other grossincome derived from any business to which the tax applies; plus

c. Net gain attributable to the disposition of property other than property held in a trade or business to
which the tax does not apply; minus

d. The deductions properly allocable to the gross income or net gain.”™

Note. Thetax appliesto trade or businessincome if the trade or businessis a passive activity for the taxpayer
or consists of trading financial instruments or commodities. The tax does not apply to other trades or
businesses conducted by a sole proprietor, partnership, or S corporation.™

2. The excess of MAGI over the threshold amount ($250,000 for MFJ taxpayers or surviving Spouses,
$125,000 for MFS taxpayers, and $200,000 for all other taxpayers)

¢ Federal Insurance Contribution Act.

Old Age, Survivors, and Disability Insurance.
- Sdlf-Employment Contribution Act.

™ |RC §1411(c)(1).

™ Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as

Amended, in Combination with the “ Patient Protection and Affordable Care Act.”
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Example 14. Claire, a single taxpayer, has MAGI of $220,000 which includes net investment income of
$30,000 for taxable year 2013. She is liable for the Medicare contribution tax on $20,000 of income (the
lesser of $220,000 MAGI — $200,000 threshold amount for single taxpayers or $30,000 of net investment
income). Claire must pay additional Medicare tax of $760 ($20,000 x 3.8%).

For estates and trusts, the tax is 3.8% of the lesser of the following two amounts:
1. Undistributed net investment income

2. The excess of AGI (as defined in IRC 867(€)) over the dollar amount at which the highest income tax
bracket applicable to an estate or trust begins

Note. For 2010, the highest income tax bracket applicable to estates and trusts begins at $11,200. This bracket
may likely be higher by the time the additional Medicare tax becomes effective in 2013.

Thetax also appliestoincome from atrade or businessthat either:
* Isapassive activity (within the meaning of IRC 8469) for the taxpayer, or
* Consists of trading financia instruments or commodities.
Thetax does not apply to the following taxpayers:
* Nonresident aliens
» A trust in which all the unexpired interests are devoted to charitable purposes
*  Trusts exempt from tax under 8501
»  Charitable remainder trusts exempt from tax under 8664
Effective Date. Thisprovisioniseffectivefor tax years beginning after December 31, 2012.

ADDITIONAL MEDICARE TAX ON HIGH-INCOME TAXPAYERS

For taxable years beginning in 2013, the employee portion of the Medicare tax isincreased by an additional 0.9% on
wages received in excess of the threshold amount. The threshold amount is $250,000 for MFJ taxpayers or surviving
spouses, $125,000 for MFS taxpayers, and $200,000 for al other taxpayers. Unlike the general 1.45% Medicare tax
on wages, this additional tax is on the combined wages of the employee and the employee's spouse (MFJ taxpayers).

In determining the amount that an employer must withhold from wages, only wages that an employee receives from
an employer in excess of $200,000 per year are taken into account for thisadditional tax. The employer must disregard
any wages received by the employee’s spouse. The total amount of the additional Medicare tax will be computed on
Form 1040. The amount of Medicare tax not withheld by an employer must a so be taken into account in determining
ataxpayer’s liability for estimated tax.™

Example 15. For the taxable year 2013, Rose has wages of $250,000. Her husband, Bernard, has wages of
$100,000. Rose's employer is obligated to withhold an additional $450 in Medicare taxes (($250,000 wages
— $200,000 threshold amount) x 0.9%). Bernard’s employer is not required to withhold any additional
Medicare tax.

On Rose and Bernard’s joint return, they will have an additional Medicare tax liability of $900 ((250,000
+ $100,000 — $250,000 threshold for MFJ taxpayers) x 0.9%) of which $450 was already covered by
employer withholding. This is in addition to the regular Medicare tax of $5,075 ($350,000 combined
wages x 1.45%) which was withheld from their wages.

2 Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”
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Self-Employed Individuals

The additional Medicaretax also appliesto the portion of SE incomein excess of the threshold amount. The threshold
amount is reduced (but not below zero) by the amount of wages taken into account in determining the taxpayer’s
FICA tax. No deduction for one-half of SE tax is allowed under IRC §164(f) for the additional 0.9% SE tax, and the
deduction under IRC §1402(a)(12) for net earnings from self employment is determined without regard to the
additional SE tax rate.

Effective Date. Thisprovisioniseffectivefor taxable years beginning after December 31, 2012.

EXCISE TAX ON MEDICAL DEVICE MANUFACTURERS

Beginning in 2013, atax egua to 2.3% of the sale price isimposed on the sale of any taxable medical device by the
manufacturer, producer, or importer of such device.

A taxable medical deviceisdefined in section 201(h) of the Federal Food, Drug, and Cosmetic Act as an instrument,
apparatus, implement, machine, contrivance, implant, in vitro reagent, or other similar or related article, including any
component, part, or accessory which meets any of the following criteria:

1. The device is recognized in the official National Formulary, or the United States Pharmacopeia, or any
supplement to them.

2. The device is intended for use in the diagnosis of disease or other conditions, or in the cure, mitigation,
treatment, or prevention of disease in humans or other animals.

3. Thedeviceisintended to affect the structure or any function of the human body or other animals, and does
not achieve its primary intended purposes through chemical action within or on the human body or other
animals, and is not dependent upon being metabolized for the achievement of its primary intended purposes.

Examples range from simple tongue depressors and bedpans to complex programmable pacemakers, laser surgical
devices, x-ray machines, and medical lasers.”

The excise tax does not apply to any of the following:
* Eyeglasses
+  Contact lenses
* Hearing aids

«  Any other type of medica device that is generally purchased by the public at retail for individual use™

Note. It is anticipated that the IRS will publish alist of medical device classifications that are generally
purchased by the public at retail for individual use.

Effective Date. Thisprovisioniseffectivefor sales made after December 31, 2012.

% See [www.fda.gov/M edical Devices/ProductsandM edical Procedures/defaul t.htm] Accessed on June 25, 2010.
“ |RC §4191(b)(2).
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ELIMINATION OF EMPLOYER MEDICARE PART D DEDUCTION

0ld Law. Sponsors of qualified retiree prescription drug plans are eligible for subsidy payments from the HHS for a
portion of each qualified covered retiree’s gross covered prescription drug costs. A qualified retiree prescription drug
plan is employment-based retiree health coverage that has an actuarial value at least as great as the Medicare Part D
standard plan for the risk pool” and that meets certain other disclosure and recordkeeping requirements. These
qualified retiree prescription drug plan subsidies are excludable from the plan sponsor’s grossincome for the purposes
of regular incometax and AMT.

For each qualifying covered retiree enrolled in a qualified retiree prescription drug plan, the subsidy is equal to 28%
of the portion of the allowable retiree costs paid by the plan sponsor on behalf of the retiree that exceed the cost
threshold but do not exceed the cost limit. A qualifying covered retireeisanindividual whois Medicare-eligible but
not enrolled in either aMedicare Part D prescription drug plan or a Medicare Advantage prescription drug plan, and
who is covered under aqualified retiree prescription drug plan.”

A provision under IRC 8139A specifiesthat the exclusion of the qualified retiree prescription drug plan subsidy from
income is not taken into account in determining whether any deduction is allowable for the covered retiree
prescription drug expenses. Therefore, under present law, a taxpayer may claim a business deduction for covered
retiree prescription drug expenses, notwithstanding that the taxpayer excludes from income qualified retiree
prescription drug plan subsidies allocable to such expenses.”

New Law. Beginning in 2013, the PPACA eliminates the rule that the exclusion for subsidy payments is not taken
into account for purposes of determining whether a deduction is allowable for retiree prescription drug expenses.
Thus, under the provision, the amount otherwise allowable as a deduction for retiree prescription drug expenses is
reduced by the amount of the excludable subsidy payments received.

Example 16. Linx, Inc., receives a subsidy of $28 for eligible drug expenses of $100. The $28 is excludable
from income under §139A. The amount otherwise allowable as a deduction is reduced by $28. If the
company otherwise meets the requirements of IRC 8162 for its eligible drug expenses, it is entitled to an
ordinary business expense deduction of $72.

Observation. This provision eiminates the double benefit to the employer providing retiree prescription
drug coverage and may cause many employersto drop such coverage.

Effective Date. Thisprovisioniseffective for taxable years beginning after December 31, 2012.

LIMITATION ON DEDUCTION FOR COMPENSATION OF CERTAIN EXECUTIVES

0ld Law. The otherwise allowable deduction for compensation paid or accrued for a covered employee of apublicly-
held corporationislimited to no more than $1 million per year. A covered employeeis defined in IRC §162(m) asthe
chief executive officer of the corporation at the close of the taxable year and the four most highly-compensated
officersfor the taxable year. m

" For an explanation of how the Medicare Part D actuarial value is caculated, see [rds.cms.hhs.gov/news/announcements/
net_value_part_d.htm] Accessed on July 29, 2010.

"6 Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”

™ bid.
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For those companies involved in the Troubled Assets Relief Program (TARP), the deduction limit is reduced to
$500,000 in the case of compensation of a covered executive for any applicable taxable year of an applicable
employer.” A covered executive is defined as the chief executive officer or chief financial officer and any employee
who is one of the three highest-compensated officers of the applicable employer for the applicable taxable year. An
applicable employer is one from which one or more troubled assets were acquired under TARP if the aggregate
amount of the acquired assets exceeds $300 million.

New Law. The PPACA imposes adeduction limit of $500,000 on remuneration attributable to services performed by
applicableindividuals employed by a covered health insurance provider during an applicable taxable year. In the case
of remuneration that relates to services that an applicable individual performs during a taxable year that is not
deductible until alater year (e.g. nonqualified deferred compensation), any unused portion of the $500,000 limit for
theyear iscarried forward until the year in which the compensation is otherwise deductible, and the remaining unused
limit isthen applied to the compensation.

A covered health insurance provider is one that derives at least 25% of gross premium income from providing
minimum essential coverage as defined in IRC 85000A(f).

Applicable individuals include all officers, employees, directors, and other workers or service providers (such as
consultants) performing servicesfor or on behalf of acovered health insurance provider.

Effective Date. Thisprovision iseffective for remuneration paid in taxable years beginning after December 31, 2012
for services performed after December 31, 2009.

EXCISE TAX ON INDIVIDUALS WITHOUT ESSENTIAL HEALTH COVERAGE

Beginning in 2014, nonexempt U.S. citizens and legal residents are required to maintain minimum essential coverage
or incur an excise tax as a penalty. Minimum essential coverage includes government-sponsored programs, eligible
employer-sponsored plans, plans available in the individual market, grandfathered group health plans, and other
health coverage plans recognized by the HHS in coordination with the Treasury.

Exempt individuals are those who:
* Areincarcerated,
* Arenot legally present in the United States, or
* Maintain religious exemptions.

Those exempt from the requirement due to religious reasons must be members and adhere to the tenets of arecognized
religious sect that exempts them from SE taxes. If an individual is a dependent of another taxpayer, the other taxpayer
isliable for any excisetax related to the individual .”

% |RC §162(m)(5).
. bid.

478 2010 Chapter 12: New Legislation

Copyrighted by the Board of Trustees of the University of lllinois.
This information was correct when originally published. It has not been updated for any subsequent law changes.



Individuals who cannot afford coverage because their required contribution for employer-sponsored coverage or
the lowest-cost “bronze” plan® in the local exchange exceeds 8% of household income for the year are exempt
from the penalty. In years after 2014, the 8% exemption is increased by the amount by which premium growth
exceedsincome growth. If self-only coverageis affordable to an employee but family coverageis unaffordable, the
employee is subject to the mandate penalty if the employee does not maintain minimum essential coverage.
However, any individual eligible for employer coverage due to a relationship with an employee (e.g., Spouse or
child of employee) is exempt from the penalty if that individual does not maintain minimum essential coverage
because family coverage is not affordable (i.e., exceeds 8% of household income). Taxpayers with income below
the income tax filing threshold® are also exempt from the penalty for failure to maintain minimum essential
coverage. All members of American Indian tribes are exempt from the penalty.®

Individuals who fail to maintain minimum essential coverage are subject to an excise tax equal to the greater of:

1.

The applicable per centage of the taxpayer’s household income for the taxable year that exceeds theincome
threshold required for income tax return filing for that taxpayer, or

The sum of the applicable annual dollar amounts for the uninsured individuals in the household for the
taxable year.

The applicable percentages (item 1 above) and applicable annual dollar amounts (item 2) vary by year asfollows:

Applicable Annual Applicable Annual
Dollar Amount Dollar Amount for
Year Applicable Percentage for Adults Children Under Age 18
2014 1.0 $ 95.00 $ 4750
2015 2.0 325.00 162.50
2016 2.5 695.00 347.50
After 2016 25 695.00 + inflation adjustment 347.50 + inflation adjustment

The total household excise tax may not exceed 300% of the applicable annual dollar amount for adults (e.g., $2,085
for 2016). The total annual household payment may not exceed the national average annual premium for a bronze
level health plan offered through the exchange that year for the household size.®

Example 17. For tax year 2014, Penny and Clayton Mandos file a joint return. They have two dependent
children under the age of 18. Although they are not exempt from the requirement to maintain minimum
essential coverage, they do not have health insurance at any time during 2014. Their combined household

income is $45,000 and their filing threshold is $27,000.
The Mandos family’s excise tax is calculated as follows.

* Using the applicable percentage test, the excise tax is $180 (($45,000 household income — $27,000
filing threshold) x 1% applicable percentage for 2014).

»  Using the applicable dollar amount test, the excise tax is $285 (($95 x 2 adults) + ($47.50 x 2 children)).

The greater of items 1 and 2 above is $285. This amount does not exceed 300% of the applicable dollar
amount for adults ($95 x 300% = $285). Thus, the Mandos' total penalty for 2014 is $285, assuming this
amount does not exceed the national average premium for abronze level health plan.

8L

82.

Bronze level benefits are actuarially equivalent to 60% of the full actuarial benefits provided under the plan.

In 2010, the general filing threshold is $9,350 for a single person or a married person filing separately and is $18,700 for MFJ taxpayers.
IR-2009-93, Oct. 15, 2009.

Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”

Ibid.
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The excise tax is determined monthly and applies to any period the individual does not maintain minimum essential
coverage. However, no excise tax is assessed for individuals who do not maintain health insurance for a period of
three months or less during the taxable year. If an individual exceeds the 3-month maximum during the taxable year,
the excise tax applies for the full duration of the gap during the year. If there are multiple gaps in coverage during a
caendar year, the exemption from penalty applies only to the first gap in coverage during ataxable year.

The excisetax is assessed as an additional amount of federal tax owed; however, it isnot subject to the enforcement
provisions of subtitle F of the Code. Therefore, the use of liens and seizures otherwise authorized for collection of
taxes does not apply to the collection of this penalty. Noncompliance with the requirement to have health coverageis
not subject to criminal or civil penalties under the Code and interest does not accrue for failure to pay such
assessmentsin atimely manner.

Note. IRS Commissioner Doug Shulman has indicated that the IRS may use tax refund offsetsto enforce this
provision of the PPACA %

Effective Date. Thisprovisioniseffectivefor taxable years beginning after December 31, 2013.

PREMIUM ASSISTANCE CREDIT FOR QUALIFIED HEALTH PLAN COVERAGE

Beginning in 2014, a PPACA provision creates the premium assistance credit, which is a refundable tax credit.® This
credit will be available for eligible individuals and families who purchase health insurance through an exchange. The
premium assistance credit, which is refundable and payable in advance directly to the insurer, subsidizes the purchase
of certain health insurance plans through an exchange.

Under the provision, digible individuals enroll in a plan offered through an exchange and report their income to the
exchange. Based on the information provided to the exchange and the individual’s income, each individual receives
an advance premium assistance credit. The Treasury pays the premium assistance credit amount directly to the
individual’sinsurance plan carrier. Theindividual then paysthe carrier the difference between the premium assistance
credit and the total premium charged for the plan. Individualswho fail to pay all or part of the remaining premium are
given a mandatory 3-month grace period prior to an involuntary termination of their participation in the plan. For
employed individuals who purchase health insurance through a state exchange, the premium payments are made
through payroll deductions.

Initial eligibility for the premium assistance credit is based on the individual’s income for the tax year ending two
years prior to the enrollment period. Individuals (or couples) may update eligibility information or request a
redetermination of their tax credit eligibility if they meet one of the following conditions:®

» A change in marital status or other household circumstance
* A decrease in income of more than 20%
*  Thereceipt of unemployment insurance

The premium assistance credit is available for individuals (single or joint filers) with household incomes between
100%—-400% of the applicable federal poverty level (FPL) who do not receive health insurance through an employer
or aspouse’'s employer.

8 [dailycaller.com/2010/04/05/irs-chief-buy-heal th-insurance-or-lose-your-tax-refund/#ixzzOkQpviNwz] Accessed on July 29, 2010.
. |RC §36B, as added by the PPACA Sec. 1401(a).

8. Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”
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For 2009 (the latest year for which figures were available), the FPL is shown below.®”

Persons in Family Poverty Guideline 400% Income Limitation
1 $10,830 $ 43,320
2 14,570 58,280
3 18,310 73,240
4 22,050 88,200
5 25,790 103,160
6 29,530 118,120
7 33,270 133,080
8 37,010 148,040

For families with more than 8 persons, add $3,740 for each additional person.

To be eligible for the premium assistance credit, taxpayers who are married must file a joint return. Dependent

individuals areindligible for the credit.

As shown in the following table, premium assistance credits are available on a sliding scale for individuals and
families to help offset the cost of private health insurance premiums. The applicable percentage for any taxpayer
whose household income iswithin an incometier specified in thistable increases on a graduated scale from theinitial

premium percentage to the final premium percentage.®®

Household Income as % of FPL Initial Premium Percentage

Final Premium Percentage

100% up to 133%
133% up to 150%
150% up to 200%
200% up to 250%
250% up to 300%
300% up to 400%

2.00%
3.00%
4.00%
6.30%
8.05%
9.50%

2.00%
4.00%
6.30%
8.05%
9.50%
9.50%

The premium assistance amount for any coverage month isthe lesser of:

»  Themonthly premiums for one or more qualified health plans enrolled in through an exchange and which

cover the taxpayer, spouse, and dependents, or

*  The amount, if any, that the adjusted monthly premium for the applicable second-lowest-cost silver plan
for the taxpayer exceeds one-twelfth of the product of the applicable premium percentage (see above table)

and the taxpayer’s househol d income for the taxable year.®

Example 18. Drew and Shauna are married and have two children. Their 2014 annua premium for the
applicable second-lowest-cost silver plan in the exchange is $11,000. Their total household income for 2011

(two years prior) was $55,125. Assume the FPL isthe same asit wasin 2009.

Drew and Shauna's total household income is 250% of the FPL. Their advance premium assistance credit
for 2014 is $6,562 ($11,000 premium — ($55,125 household income x 8.05%), or the lesser of the premium

or the computed credit.

8. See [aspe.hhs.gov/poverty/09poverty.shtml] Accessed on June 28, 2010.

® |RC §36B(b)(3)(A)()).
®. |RC §36B(b)(2).
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Reconciliation

If the premium assistance received through an advance payment exceeds the amount of credit to which the taxpayer is
entitled, the excess advance payment is treated as an increase in tax. For persons whose household income is below
400% of the FPL, the amount of the increase in tax is limited to $400 ($250 for single taxpayers). If the premium
assistance received through an advance payment is less than the amount of the credit to which the taxpayer is entitled,
the shortfall istreated asareduction in tax.

Eligibility for and the amount of premium assistance is determined in advance of the coverage year on the basis of
household income and family size from two years prior, and the monthly premiums for qualified health plansin the
exchange in which the taxpayer, spouse, and any dependents enroll. Any advance premium assistance is paid during
the year for which coverage is provided by the exchange. In the subsequent year, the amount of advance premium
assistance is required to be reconciled with the allowable refundable credit for the year of coverage. Generally, this
is accomplished on the tax return filed for the year of coverage, based on that year’s actual household income, family
size, and premiums. Any adjustment to tax resulting from the difference between the advance premium assistance and
the allowable refundable tax credit is assessed as additional tax or areduction in tax on the tax return.*

Example 19. Assume the same facts as Example 18. Drew and Shauna's actual income in 2014 was $90,000.
Since this is more than 400% of the FPL for their family size, Drew and Shauna are not eligible for the
premium assistance credit, which was based on their income from the tax year ending two years prior
(2011). The amount of Drew and Shauna's advance premium assistance credit will be assessed as an
additional tax on their 2014 tax return.

Employer Offer of Health Insurance Coverage

Anemployeeisingligible for the premium assistance credit if theindividud is offered minimum essential coveragein the
group market, including employer-provided health insurance coverage. If an employee is offered unaffordable coverage
(required premium is at least 9.5% of employee’'s household income) by his employer or the plan’s share of provided
benefitsislessthan 60%, the employeeisdigiblefor the premium assistance credit only if the employee declinesto enroll
in the coverage and satisfies the conditions for receiving atax credit through an exchange.

Effective Date. Thisprovisioniseffectivefor taxable years beginning after December 31, 2013.

FREE-CHOICE VOUCHERS

Beginning in 2014, employers offering minimum essential coverage™ through an eligible employer-sponsored plan
and paying a portion of that coverage must provide qualified employees with avoucher whose value can be applied to
the purchase of ahealth plan through a state exchange. A qualified employee is one who satisfies the following:

»  Theemployee'srequired contribution for employer-sponsored minimum essential coverage is more than 8%
but not more than 9.8% of the employee’s household income for the taxable year.

» Theemployee'stotal household income does not exceed 400% of the FPL for the applicable family size (the
FPL for 2009 was shown previously in this chapter).

+  Theemployee does not participate in the employer’s health plan.*

% Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”

% |RC §5000A(f)(1).
2 PPACA, Sec. 10108(c).
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The voucher’svalueis equal to the employer contribution to the employer-offered health plan. If multiple plansare
offered by the employer, the voucher’s value is what would be paid if the employee chose the plan for which the
employer would pay the largest percentage of the premium cost. The voucher’s value is for self-only coverage
unless the individual purchases family coverage in the exchange. If this is the case, the voucher’s amount is the
amount that the employer would pay for family coverage.

Vouchers can be applied to the monthly premium of any qualified health plan in the exchange. The voucher’svalueto
the extent it is used for the purchase of a health plan is not includable in the employee’s gross income. If the value
of the voucher exceeds the premium of the health plan chosen by the employee, the employee is paid the excess value of
the voucher. The excess amount received by the employee isincludible in the employee’s gross income.

If an individual receives avoucher, the individual is disqualified from receiving any tax credit or cost-sharing credit
for the purchase of aplan in the exchange.

The offering employer * must pay the value of the voucher to the exchange.

Effective Date. Thisprovision iseffective after December 31, 2013.
EMPLOYER PENALTY FOR NOT PROVIDING SUFFICIENT LEVEL OF HEALTH COVERAGE

Failure to Offer Minimum Coverage

Beginning in 2014, certain applicable large employers are required to pay a penalty if any full-time employeeis certified
as having purchased health insurance through a state exchange with respect to which a premium tax credit or cost-sharing
reduction isallowed or paid to the employee. The penalty will be assessed if the applicable large employer:

»  Doesnot offer coverage for al full-time employees,

» Offers minimum essential coverage that is unaffordable (more than 9.5% of the employee’'s household
income),* or

»  Offers minimum essential coverage that consists of a plan under which the plan’s share of the total allowed
cost of benefitsis less than 60%.

An employer isan applicable large employer for any calendar year if it employed an average of at least 50 full-time
employees during the preceding calendar year. For purposes of the provision, employer also includes any predecessor
employer. An employer isnot treated as employing more than 50 full-time employeesif itsworkforce exceeds 50 full-
time employees for 120 days or fewer during the calendar year, and the employees that cause the employer’s
workforce to exceed 50 are seasona workers.

Full-time employees are defined as those who work on average at least 30 hours per week. In counting the number of
employeesfor purposes of determining whether an employer isan applicablelarge employer, each full-time employee
is counted as one employee and al other employees are counted on a pro-rated basis. The number of FTES that must
be taken into account for purposes of determining whether the employer exceeds the threshold is equal to the
aggregate number of hours worked for the month by employees who do not work full time, divided by 120 (or such
other number based on an average of 30 hours of service each week as may be prescribed in regulations).

An offering employer is any employer who offers minimum essential coverage to its employees under an €ligible employer-sponsored plan
and who pays any portion of the costs of such plan, but only if the required contribution of any employee exceeds 8% of the wages paid by
the employer to the employee. In the case of years after 2014, the 8% is indexed to reflect the rate of premium growth over income growth
between 2013 and the preceding calendar year.

% |RC §36B(c)(2)(C)(i)(1).
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An applicable large employer who failsto offer its full-time employees and their dependents the opportunity to enroll
in minimum essential coverage under an employer-sponsored plan for any month is subject to a penalty. The penalty
appliesif at least one of itsfull-time employeesis certified as having enrolled in health insurance coverage purchased
through a state exchange for which a premium tax credit or cost-sharing reduction is allowed or paid. The penalty for
any month is an excise tax equal to the number of full-time employees over a 30-employee threshold during the
applicable month (regardless of how many employees are receiving a premium tax credit or cost-sharing reduction)
multiplied by $166.67 (i.e., one-twelfth of the annual penalty of $2,000).% The applicable penalty amount is adjusted
for inflation for years after 2014.

Example 20. In 2014, Adirondack Co. fails to offer minimum essential coverage. It has 100 full-time
employees, and 10 of these enroll in a state exchange-offered plan and receive atax credit for the year. For
each employee over the 30-employee threshold, Adirondack Co. owes an annual penalty of $2,000, for a
total penalty of $140,000 ($2,000 penaty x (100 employees — 30 employee threshold). The penalty is
assessed on amonthly basis.

Employer Penalty for Employees Receiving Premium Credits

An applicable large employer who, for any month, offers its full-time employees and their dependents minimum
essential coverage under an employer-sponsored plan is subject to a pendlty if any full-time employeeis certified as
having enrolled in health insurance coverage purchased through a state exchange for which a premium assistance
credit or cost-sharing reduction is allowed or paid.

For each full-time employee receiving a premium tax credit or cost-sharing subsidy through a state exchange, the
employer must pay a monthly penalty of $250 (i.e., one-twelfth of the annual penalty of $3,000). The penalty for
each employer for any month is capped at an amount equal to the number of FTEs during the month (regardless of
how many employees are receiving a premium tax credit or cost-sharing reduction) in excess of 30, multiplied by
$166.67 (one-twelfth of $2,000).%

Example 21. In 2014, Tarjay Co. offers health coverage. It has 100 full-time employees, and 20 receive a
tax credit for the year for enrolling in a state exchange-offered plan. For each employee receiving a tax
credit, the employer owes an annual penalty of $3,000, for a total penalty of $60,000. The maximum
penalty for this employer is capped at $140,000 ($2,000 x (100 employees — 30 employee threshold)).
Thisis the amount that it would have been assessed if the company failed to provide coverage. Since the
caculated penalty of $60,000 is less than the maximum amount, Tarjay Co. pays the $60,000 cal cul ated
penalty. This penalty is assessed on a monthly basis.

The monthly penalty is not assessed for any employee to whom the employer provides a free-choice voucher
(explained previously).”

Effective Date. Thisprovision iseffective for months beginning after December 31, 2013.

% Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”

% Ipid,
. |RC §4980H(b)(3).
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REPORTING EMPLOYER HEALTH INSURANCE COVERAGE

Beginning in 2014, the following employers must report certain health insurance coverage information to both their
full-time employees and to the IRS:

+  Applicable large employers™® required to offer employees minimum essential coverage under the provisions
of new IRC §4980H

»  Each offering employer
Thefollowing information is required to be reported by the employer:
1. Thename, address, and EIN of the employer

2. A certification as to whether the employer offers its full-time employees and their dependents the
opportunity to enroll in minimum essential coverage under an eligible employer-sponsored plan

3. The number of full-time employees employed for each month during the calendar year

4. Thename, address, and TIN of each full-time employee employed during the calendar year and the number
of months, if any, during which the employee (and any dependents) were covered under a employer-
sponsored plan

5. Any other information as may be required'®

Employers, who certify that they offered the opportunity to full-time employees to enroll in minimum essential
coverage, must also report the following:

1. For applicable large employers, the length of any waiting period related to coverage
The months during the calendar year that coverage was available

2
3. The monthly premium for the lowest cost option in each of the enrollment categories under the plan
4. Theemployer’s share of the total allowed costs of benefits provided under the plan

5

For offering employers, the option for which the employer pays the largest portion of the cost of the plan and
the portion of the cost paid by the employer in each of the enrollment categories under each option

The employer must report thisinformation to each full-time employee, along with the employer’s name, address, and
contact information. The information must be reported by January 31 of the year following the calendar year for
which the information isrequired to be reported to the IRS.

The provision amends the information reporting provisions of the Code to provide that an employer who fails to
comply with these new reporting requirements is subject to the pendlties for failure to file an information return and

failure to furnish payee statements, respectively.
Effective Date. Thisprovisioniseffectivefor yearsbeginning after December 31, 2013. m

% An applicable large employer is one that employs an average of at least 50 full-time employees on business days during the preceding
calendar year.

% |RC §4980H()(2)(A).
10, | RC §6056(b)(2)(C).
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ANNUAL FEE FOR HEALTH INSURANCE PROVIDERS

Beginning in 2014, an annual fee appliesto any covered entity engaged in the business of providing health insurance
for U.S. health risks. The aggregate annual fee for all covered entities is $8 billion for calendar year 2014,
$11.3 hillion for calendar years 2015 and 2016, $13.9 billion for calendar year 2017, and $14.3 billion for calendar
year 2018. For calendar years after 2018, the applicable amount isindexed to the rate of premium growth.

Under the provision, the aggregate annual fee is apportioned among the providers based on a ratio designed to
reflect relative market share of U.S. health insurance business. The amount of net premiums written that are taken
into account for purposes of determining a covered entity’s market share is subject to dollar thresholds. A covered
entity’s net premiums written during the calendar year that are not more than $25 million are not taken into account
for this purpose.

A covered entity generally isonethat provides health insurancefor U.S. health risks during the calendar year in which
the fee under this section is due. Specific exceptions are provided to the definition of a covered entity. These
exceptionsinclude the following:

1. Anemployer to the extent that the employer self-insures the health risks of its employees
2. Any governmental entity

3. Anorganization that qualifies as a voluntary employees beneficiary association under IRC 8501(c)(9) that
is established by an entity other than the employer for the purpose of providing healthcare benefits

4. Any entity that:
a. Qualifiesasnonprofit under applicable state law,
b. Meetsthe private inurement and limitation on lobbying provisions described in IRC 8501(c)(3), and

c. Receives more than 80% of its gross revenue from government programs that target low-income,
elderly, or disabled populations.

For purposes of this provision, health insurance does not include the following:
» Disahility income insurance, coverage only for accident, or a combination of these
» Coverage only for a specified disease or ilIness
* Hospital indemnity or other fixed-indemnity insurance
» Long-term care insurance
»  Any Medicare supplemental health insurance'™
Thisfee on health insurance providersis considered a nondeductible excise tax.

The annual feeisrequired to be paid in each calendar year beginning after December 31, 2013. The feeis determined
for net premiums written after December 31, 2012.

Effective Date. Thisprovisioniseffectivefor calendar years beginning after December 31, 2013.

101 PPACA, Sec. 10905(d).
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EXCISE TAX ON HIGH-COST EMPLOYER-SPONSORED HEALTH COVERAGE

Beginning in 2018, a provision in the PPACA imposes an excise tax (the so-called “ Cadillac-plan tax”) on insurers if
the aggregate vaue of employer-sponsored health insurance coverage for an employee (including, for purposes of the
provision, any former employee, surviving spouse, and any other primary insured individual) exceeds athreshold amount.
Thetax isequal to 40% of the aggregate val ue that exceeds the threshold amount. For 2018, the threshold amounts are
asfollows:

* $10,200 for individual coverage, multiplied by the health-cost adjustment percentage (defined below) and
increased by the age- and gender-adjusted excess premium amount (defined bel ow)

«  $27,500 for family coverage, multiplied by the health-cost adjustment percentage and increased by the age-
and gender-adjusted excess premium amount

The health-cost adjustment percentage is equal to 100% plus the percentage above 55% by which the cost of
coverage per employee under the Blue Cross/Blue Shield standard benefit option under the Federal Employees
Health Benefits Plan (FEHBP) for plan year 2018 exceeds the cost of standard FEHBP coverage per employee for
plan year 2010.

The threshold amounts, after application of the health-cost adjustment percentage, are indexed for inflation in years
after 2018.

The age- and gender-adjusted excess premium amount for each employee (except for certain retirees and
employees in high-risk professions) is equal to the cost of standard FEHBP coverage for the type of coverage
provided to the individual if priced for the age and gender characteristics of all employees of the individual’'s
employer that exceeds the premium cost for that coverage if priced for the age and gender characteristics of the
national workforce.

Note. The health-cost adjustment percentage is determined on anational level and is designed to increase the
thresholds in the event that the actual growth in the cost of U.S. healthcare between 2010 and 2018 exceeds
the projected growth for that period. In contrast, the age- and gender-adjusted excess premium amount is
determined at the employer level and isintended to hel p employers whose workforce may be more expensive
to insure than the national average workforce.

Example 22. If the growth in the cost of healthcare during the period between 2010 and 2018, calculated
by reference to the growth in the per employee cost of standard FEHBP coverage during that period is
57%, the 2018 threshold amounts will be $10,200 for individual coverage and $27,500 for family
coverage, multiplied by 102% (100% + (57% — 55%)), or $10,404 for individual coverage and $28,050
for family coverage.

premium amount, if any. In 2018, Juan has individual coverage and is employed by Bosworth Co. If
standard FEHBP coverage priced for the age and gender characteristics of Bosworth’s workforceis $11,400
and the IRS estimates that the premium cost for individual standard FEHBP coverage priced for the age and
gender characteristics of the national workforce is $10,500, the threshold for Juan is increased by $900
($11,400 — $10,500) to $11,304 ($10,404 + $900).1*

The new threshold amounts are then increased for any employee by the age- and gender-adjusted excess m

102 Adapted from example in Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the
“ Reconciliation Act of 2010,” as Amended, in Combination with the “ Patient Protection and Affordable Care Act.”
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Theexcisetax isimposed prorata on the coverage provider. Theterm cover age provider meansany of thefollowing:
* Hedthinsurance issuer, in the case of coverage under agroup health plan

* The employer, in the case of HSA and Archer MSA contributions under an arrangement in which the
employer makes contributions (described in IRC 8106(b) or (d))

» The person that administers the plan benefits (plan sponsor), in the case of any other applicable employer-
sponsored coverage'®

Note. The JCT predictsthat the excise tax will primarily be passed along through increasesin premiums and
that many consumerswill respond by reducing their demand for insurance above the excise tax cap. Because
health insurance premiums are a component of compensation, the JCT believes that as consumers spend less
on tax-excluded health benefits, their taxable cash wages will increase. Therefore, as the value of health
insurance plans decline, theincome tax base will increase in the long run.®

Employer-sponsored health insur ance cover age (ESHIC) is health coverage under any group health plan offered by
an employer to an employee without regard to whether the employer provides the coverage (and thus the coverageis
excludable from the employee’s grossincome) or the employee pays for the coverage with after-tax dollars.

ESHIC includes both fully-insured and self-insured health coverage excludable from the employee’s grossincome. In
the case of a self-employed individual, employer-sponsored health insurance coverage is coverage for any portion of
which adeduction is alowable to the self-employed individual under IRC 8162(1).

The aggregate value of al ESHIC is taken into account in determining the amount by which its value exceeds the
threshold amount. Thisincludes the following types of coverage:

* Reimbursements under a health FSA or an HRA
e Contributionsto an HSA or Archer MSA
»  Other supplementary health insurance coverage

The following benefits are not taken into account in determining whether the value of health coverage exceeds the
threshold amount:

* Long-term care coverage

» Accident or disability income insurance

» Liability insurance supplement

»  General-liability insurance and automobile-liability insurance
» Workers compensation or similar insurance

»  Automobile medical payment insurance

»  Credit-only insurance

»  Other similar insurance coverage, under which benefits for medical care are secondary or incidental to other
insurance benefits

» The vaue of independent, noncoordinated coverage described in IRC §9832(c)(3) (coverage only for a
specified disease or illness or fixed indemnity insurance) if that coverage is purchased exclusively by the
employee with after-tax dollars (or, in the case of a self-employed individual, for which a deduction under
8162(1) is not allowable)

+ Dental or vision coverage under a separate policy, certificate, or contract of insurance'®

198 | RC §49801(c)(2).
104 See [courtney.house.gov/uploads/JCT_Excise Tax_Review.pdf] Accessed on May 21, 2010.

1% Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”
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Calculation and Proration of Excise Tax

The amount subject to the excise tax on high-cost ESHIC for each employeeisthe sum of the aggregate premiumsfor
health insurance coverage, the amount of any salary-reduction contributions to a health FSA for the taxable year, and
the employer contribution amount to an HSA or an Archer MSA, minus the threshold amount. The aggregate
premiums for health insurance coverage include all ESHIC including coverage for any supplementary health
insurance coverage. The applicable premium for health coverage provided through an HRA is aso included in this
aggregate amount.

The excisetax is alocated pro rata among the insurers, with each insurer responsible for payment of the excise tax
on the amount subject to the total excise tax multiplied by a fraction, the numerator of which is the amount of
ESHIC provided by that insurer to the employee and the denominator of which isthe aggregate value of all ESHIC
provided to the employee. The employer is responsible for calculating the amount subject to the excise tax
allocable to each insurer and plan administrator and for reporting these amountsto each insurer, plan administrator,
and the IRS. Each insurer and plan administrator is then responsible for calculating, reporting, and paying the
excise tax to the IRS on such forms and at such time as the IRS may prescribe.'®

Example 23. In 2018, Sara electsfamily coverage under afully-insured major-medical policy with avalue of
$28,500 and contributes $2,500 to a health FSA. She has an aggregate health insurance coverage value
of $31,000. If the health-cost adjustment percentage for that year is 100% and the age- and gender-adjusted
excess premium amount for Sarais $600, the amount subject to the excise tax is $2,900 ($31,000 — ($27,500
family coverage threshold x 100% health cost adjustment percentage + $600 age and gender adjustment
amount)). Sara’s employer reports $2,666 ($2,900 x ($28,500 + $31,000)) as taxable to the major-medical
insurer, which then calculates and remits the excise tax to the IRS.

If Sara's employer uses a third-party administrator for the health FSA, the employer reports $234 ($2,900 x
($2,500 + $31,000)) to the administrator and the administrator calculates and remits the excise tax to the
IRS. If the employer acts as the plan administrator of the health FSA, it is responsible for calculating and
remitting the excise tax on the $234 to the IRS."’

Penalty for Underreporting Excise Tax Liability

If the employer reports to insurers, plan administrators, and the IRS a lower amount of insurance cost subject to the
excise tax than required, the employer is subject to a penalty. The penalty is equal to the sum of any additional excise
tax that each such insurer and administrator would have owed if the employer had reported correctly plus interest
attributable to that additional excise tax from the date that the tax was due to the date paid by the employer. This may
occur, for example, if the employer underval ues the aggregate premium and thereby lowers the amount subject to the
excisetax for al insurers and plan administrators (including the empl oyer, when acting as plan administrator of a self-
insured plan).

The penalty will not apply if it is established to the satisfaction of the IRS that the employer neither knew, nor would
have known exercising reasonable diligence, that the failure existed. In addition, no penalty will be imposed on any
failure corrected within the 30-day period beginning on thefirst date that the employer knew, or exercising reasonable
diligence, would have known, that the failure existed, so long as the failure is due to reasonable cause and not to
willful neglect. All or part of the penalty may be waived by the IRS in the case of any failure due to reasonabl e cause
and not to willful neglect, to the extent that the payment of the penalty would be excessive or otherwise inequitable
relative to the failure involved.

1% 1hid.,

107 Adapted from example in Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the
“ Reconciliation Act of 2010,” as Amended, in Combination with the “ Patient Protection and Affordable Care Act.”
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The penalty isin addition to the amount of excise tax owed. The excise tax may not be waived.'®
Increased Thresholds for Certain Individuals
The threshold amounts'® are increased for:

1. A person who has attained age 55 who is not Medicare eligible and who is receiving employer-sponsored
retiree health coverage, or

2. A person who is covered by a plan sponsored by an employer, the majority of whose employees covered by
the plan are engaged in a high-risk profession or employed to repair or instal electrical and
telecommunications lines. High-risk professions include the following employees:

a. Law enforcement officers
b. Employeesin fire protection activities

c. Persons who provide out-of-hospital emergency medical care (e.g., emergency medical technicians,
paramedics, and first-responders)

d. Longshoremen

e. Individuals engaged in construction, mining, agriculture (not including food processing), forestry, and
fishing industries

A retiree with at least 20 years of employment in ahigh-risk profession isalso eligible for the increased threshold.
For the above individuals, the threshold amount in 2018 isincreased by both of the following:

1. $1,650 for individual coverage, or $3,450 for family coverage™®

2. Theage- and gender-adjusted excess premium amount (as defined earlier)
In 2019 and thereafter, the additional $1,650 and $3,450 amounts are indexed for inflation.

Under this provision, an individual’s threshold cannot be increased by more than $1,650 for individual coverage or
$3,450 for family coverage (asindexed for inflation) and the age- and gender-adjusted excess premium amount, even
if theindividual would qualify for an increased threshold both on account of the individual’s status as a retiree over
age 55 and as a participant in aplan that covers employeesin a high-risk profession.

Deductibility of Excise Tax

The amount of the excise tax imposed is not deductible for federal income tax purposes.

Effective Date. Thisprovisioniseffectivefor taxable years beginning after December 31, 2017.

1% Joint Committee on Taxation report JCX-18-10, Technical Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010,” as
Amended, in Combination with the “ Patient Protection and Affordable Care Act.”

1% The 2018 threshold amounts are $10,200 for individual coverage and $27,500 for family coverage.
1. |RC §49801(b)(3)(C)(iv).
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PPACA Tax Provision Implementation Timeline

Provision Effective Date

50% investment tax credit for qualifying therapeutic Taxable years after December 31, 2008
discovery projects

Gross income exclusion for student loan forgiveness Taxable years after December 31, 2008
under programs that provide for increased availability of
healthcare services in underserved or shortage areas

Tax credit provided to eligible small businesses that Taxable years beginning after December
pay at least 50% of premium cost for health insurance 31, 2009

coverage to employees

Maximum adoption credit is increased by $1,000 and Taxable years beginning after December
made refundable 31, 2009

Exclusion on employer-provided adoption assistance Taxable years beginning after December
increased by $1,000 31, 2009

Modification of treatment of certain health organizations Taxable years beginning after December
under IRC §833 31, 2009

Modification of cellulosic biofuel producer credit Fuels sold or used after December 31, 2009
Codification of economic-substance doctrine March 30, 2010

Health insurance coverage for children under 27 excluded March 30, 2010

from income of employee

Estimated taxes for large corporations due in July, March 30, 2010

August, or September 2014 increased by 15.75%

10% tax on indoor tanning services July 1, 2010

Value of employee’s health insurance coverage must be Taxable years after December 31, 2010
reported on W-2 forms

20% penalty on nonqualified distributions from HSAs and Taxable years after December 31, 2010
Archer MSAs

Distributions from health accounts (HRAs, health FSAs, Expenses incurred after December 31, 2010

HSAs, and Archer MSAs) allowed only for prescribed
drugs and insulin

Annual fee imposed on branded prescription drug Calendar years beginning after 2010
manufacturers and importers

SIMPLE cafeteria plan arrangement available for small Years beginning after 2010 m
businesses

Forms 1099 required for payments totaling $600 or more Payments made after December 31, 2011
for property or services

Limitation of $2,500 on contributions to health FSAs Taxable years after December 31, 2012
Threshold for itemizing medical expenses increased to Taxable years after December 31, 2012
10% of AGI for taxpayers under 65

Additional 3.8% Medicare tax imposed on unearned Taxable years after December 31, 2012
income over threshold amount of individuals, estates, and

trusts
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PPACA Tax Provision Implementation Timeline (Continued)

Provision

Effective Date

Additional 0.9% Medicare tax imposed on employee
portion of wages and SE income over $250,000 for MFJ
taxpayers, $125,000 for MFS taxpayers, and $200,000 for
all other taxpayers

2.3% tax imposed on medical devices sold by
manufacturers, producers, and importers

Deduction for retiree prescription drug expenses reduced
by amount of subsidy payments to sponsors of retiree
drug plans

Deduction limit of $500,000 imposed on compensation of
executives of health insurance providers

Employers offering minimum essential health coverage
must provide free-choice vouchers to qualified employees

Penalty imposed on large employers that do not offer
certain level of health insurance coverage to employees

Penalty imposed on individuals without minimum essential
health coverage

Refundable tax credit available for individuals and
families with incomes between 100%-400% of federal
poverty level who purchase health insurance through
exchange

Employers required to report health insurance coverage
information to employees and the IRS

Annual fee imposed on health insurance providers

Threshold for itemizing medical expenses increased to
10% of AGI for taxpayers 65 or older

40% excise tax (“Cadillac-plan tax”) imposed on insurers
if aggregate value of employer-sponsored health
insurance coverage for an employee exceeds $10,200 for
individual coverage and $27,500 for family coverage

Taxable years after December 31, 2012

Sales after December 31, 2012

Taxable years after December 31, 2012

Taxable years after December 31, 2012

Taxable years after December 31, 2013

Months beginning after December 31, 2013

Months beginning after December 31, 2013

Taxable years after December 31, 2013

Years after December 31, 2013

Calendar years after December 31, 2013

Taxable years after December 31, 2016

Taxable years after December 31, 2017
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2010 Workbook
EDUCATION, JOBS, AND MEDICAID ASSISTANCE ACT

The Education, Jobs, and Medicaid Assistance Act was signed into law on August 10, 2010. The Act’s main purpose
was to save and create jobs. It includes $10 billion in funding to save teacher jobs and $16.1 billion in assistance to
states that will help keep others working, including police officers and firefighters.

One of the revenue offset provisionsin the bill eliminates the advance earned income credit (EIC).

0ld Law. Individuals who qualify for the EIC may request advance payments of the EIC by having their withheld
income tax reduced by their employer throughout the year.

New Law. For years after 2010, the bill eliminates the advance EIC payment option. There is no change to the
EIC itself.

Effective Date. For taxable years beginning after December 31, 2010.

Note. The November 2010 revision of IRS Pub. 963, Federal-Sate Reference Guide, will cover this change.
Updated versions of Circular E, Employer’s Tax Guide; Form 941, Employer’s Quarterly Federal Tax
Return; and the discontinuation of Form W-5, Earned Income Credit Advance Payment Certificate, should
follow shortly thereafter.

Note. For additional information about the EIC, see Chapter 9, Income Tax Credits.
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