HSA’s Q’s & A’s

1. Health Savings Accounts Bwhat are they?

HSAs are IRA-like checking accounts used to pay for medical expenses incurred by the
account owner and his or her dependents. HSA contributions are tax-deductible and if
used to pay for qualified medical expenses, distributions of the contributions and earnings
are tax free.

2. Who isdigible for an HSA?

Anyone under age 65 who has a health care policy can open an HSA. Individuals can
obtain policies on their own, or through their employers. (If you are buying a plan on
your own, be sure to ask your health insurance company if it qualifies.)

3. Who will not Qualify?

* HSAs are not available to persons who are both eligible for and enrolled in Medicare.
Most Americans qualify for Medicare at age 65 but if an individual continues to work
past that age, and remains enrolled in a health plan, and does not apply for Medicare
benefits, he or she may qualify to contribute to an HSA.

* If you are claimed as a dependent on someone else’s tax forms — regardless of whether
that someone is a spouse, a domestic partner, or a parent — you cannot open your own
HSA. Children under working age cannot open their own HSAs with money given by
their parents. Children who work but are claimed as dependents on their parents’ tax
return cannot open their own HSAs. Similarly, a non-working spouse or any other
relative who is claimed as a dependent on another person’s tax return cannot open his or
her own HSA either.

* Individuals and families covered under traditional, full-coverage insurance plans
(including Health Maintenance Organizations, Preferred Provider Organizations, Point-
of-Service plans, Medicare and Medicaid) that do not meet the deductible minimum are
not eligible for an HSA.

4. Deductibles?

For an individual policy, the deductible must be at least $1,107 for 2007.

For family coverage, the 2007 minimum deductible must be at least $2,200.
5. How much can | contribute annually to an HSA?

Each year, you can contribute up to the amount of the statutory maximum contribution
even though your actual deductible might be less. For 2007, the maximum contribution
for an eligible individual with self-only coverage is $2,850, and the maximum
contribution for an eligible individual with family coverage is $5,650. These limits are
indexed for inflation.
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6. Rulesfor Reporting Premium Cogs and HSA Contributions

Contributions into an HSA can be made either by an individual or by an employer. If you
make the contribution, the amount is deductible from your total income in the section for
“Adjustments to Gross Income” on Form 1040. A statement of your contributions and
disbursements may be noted on a separate schedule (Form 8889) to be attached to the
1040.1f your employer contributes to your HSA, the amount is excludable from your
wages, and noted on your W-2

7. What happensif | contribute too much to my HSA?

Current law mandates a penalty if you, or your employer, contribute in excess of your
limit for the tax year. You will be penalized with a 6% excise tax on the entire amount
that is over the limit. The IRS will also treat amounts in excess as income. The tax
responsibility will be yours, even if your employer made that excess contribution.

The 6% penalty tax will be waived if a distribution of the excess (including its earnings)
is made to the account holder in a timely manner. The easiest way to do this is to write an
HSA check to yourself, in the amount of the excess, before December 31 of the relevant
tax year. The earnings on the excess will be taxable on distribution. If you can prove the
check to yourself is a reimbursement for out-of-pocket qualified medical expenses in the
second year, you may not have to pay any tax on that amount. Naturally, you’ll need
receipts to back this up.

Avoid A Tax Penalty

You have to monitor your HSA contributions and make sure they don’t exceed your legal
limit. Make sure you know what your limit is. A monthly check, at the same time you
balance your checkbook, should be sufficient.

8. Do | fund an HSA with Pre-Tax or After Tax Dollars?

If your employer offers a qualified health insurance policy, you may be able to make
pretax contributions. If you open the HSA on your own, your contributions will be after
taxes and deductible when you file your return even if you don't itemize.

9. What happensto the money in my HSA if | lose or cancel my Health Plan
coverage?

Once funds are deposited into the HSA, the account can be used to pay for “qualified
medical expenses” tax-free, even if you no longer have the coverage or fail meet the other
eligibility requirements. The funds in your account roll over automatically each year,
until used. You are no longer eligible to contribute to a HSA for the months that you are
not an eligible individual.
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10.What happens to unused funds at the end of the year?

Any unused funds carry over from year to year. You can save your money for future
medical expenses, and as long as you use the money for a qualified medical expense your
funds are NEVER taxed.

11.What Do | do at Tax Time?

You don’t have to itemize your HSA contributions to get the tax write-off for medical
expenses. You deduct from your gross income. On your personal income tax return, the
amount of your HSA contribution should ideally equal your allowable maximum. To
make up any difference, the law allows you to contribute to your HSA as late as April 15
of the year after the current tax year. Amounts over this maximum may incur tax
penalties. A/l eligible contributions into an individual or family HSA are exempt from
personal income tax. It doesn’t matter whether or not you spend all the money in the
HSA in that tax year.

12.Over 55?

To allow older taxpayers to “catch up,” the current law allows HSA participants to stretch
their contribution limit by an additional $800 in 2007. This means that if you are over 55
and have a $1,100 deductible, your legal contribution might be $1,900 for the tax year.
Under current law, the “catch-up” amount will increase $100 per year (the catch-up
amount will be $900 in 2008) until it reaches an additional $1,000 per tax year by 2009
and thereafter. These additional amounts must also be pro-rated, in the same way any
other contribution would be, if you participate in the HSA program for only part of the
year.

13.Do | haveto keep records of my medical expenses?

Yes. You are responsible for providing documentation to the IRS to prove the HSA
distributions were used for qualified medical expenses.

14.What If Money From The HSA Is Needed For Something Else?

In the event of severe financial difficulties, money saved in an HSA account may be
immediately withdrawn to meet a crisis. All you have to do is write yourself a check. You
will have to report this distribution as potentially taxable income, as you would if you
“cashed out” your IRA or Keogh,but you don’t have to withdraw the entire amount, just
what’s really needed for this important, non-medical expense. Remember, though, that
the amount you withdraw for non-medical expenses loses value as soon as you withdraw
it — you will be taxed at our regular tax rate plus a 10% penalty
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15.What happensif | need the money for something other than qualified
medical expenses?

Income tax and a 10% penalty are charged for any non-medical withdrawal prior to age
65.

You can spend your HSA dollars on qualified medical expenses for yourself, or anyone
you claim as a spouse or dependent on your personal income tax — even if that person is
not covered by your insurance plan. In general, HSA withdrawals for qualifying medical
expenses are excluded from your gross income — that is, they are not taxed.

Only distributions provable as qualifying medical expenses, however, will be tax-free. If
you pay for procedures that do not qualify, the monies used are considered to be
“income” for your tax year and will be subject to both federal and state income taxes, as
well as an additional penalty tax of 10% of the amount that you spent. The IRS definition
of “qualifying medical expenses” is broad, and you can use your HSA to pay for
expenses health insurance may not cover, such as contact lenses, chiropractic care,
physical therapy, and nursing services. Regulations, however, do change. You can
always find he most up-to-date list of qualifying expenses online, in Publication 502 on
the IRS website(www.irs.gov) or on HSAfinder.com under “Qualifying Medical
Expenses”. Here are some examples::

(ISIf-pay for COBRA healthcare continuation when you leave a job
“lTong-term care (medical expenses and insurance up to allowable limits)
"/IMedicare Part A or Part B and Medicare HMO insurance premiums
“1IMedical doctors

!Dental and Optical care, including dentures, eyeglasses, contact lenses, eye surgery
C1INursing services

"IIHnergency care

Clthysical therapy

"1Chiropractic care

“1!Bychoanalysis

[1Acupuncture

[lChristian Science practitioners

"I'featments not often covered by health insurance:

"11Acoholism or drug addiction treatment

Clfertility enhancement

C1Brth control prescriptions

[1Rescribed weight-loss or stop-smoking programs

(I$ecial schools and homes for the mentally retarded

[J1Medical equipment, appliances and other personal items:

Tl Atificial limbs and prosthetics

"|Raille books and magazines

[1!Gutches and wheelchairs

UIRearing aids

“1!Gaide dogs and other helper animals



HSA’s Q’s & A’s

16.What Expenses Do Not Qualify?

Here are a few:

Cl(bsmetic surgery (unless the surgery is related to a medical condition, as in the case of
a birth defect or a mastectomy)

[1I'éeth whitening

"IMaternity clothes

“!Daper services

CIRealth club dues

“1!Hectrolysis for hair removal

U1Hair transplants

“IIFbusehold help or babysitting

"/IMarijuana for glaucoma (or other controlled substances)
TIINonprescription drugs and medicines

"1Tood supplements not prescribed by a doctor (e.g., Ensure [)
[11Orer-the-counter vitamins or diet drinks (e.g., SlimFast [1)
(1ISvimming lessons

C1IWeight-loss programs not prescribed

[JHineral expenses

Note: Over-the-counter drugs can be qualifying expenses, but you must have a doctor’s
written recommendation.

17.1smy HSA contribution pro rated on the number of months| wasan
eligible individual?

Normally, the HSA contribution is pro rated based on the number of months that an
individual during the year was an eligible person. The new provisions provide an
exception to this rule that will allow individuals who become covered under an HSA-
eligible plan in a month other than January to make the maximum HSA contribution for
the year based on their coverage in the last month of the year. This eliminates a common
barrier to switching to HSA-eligible coverage. If an individual does not stay in the HSA-
eligible plan 12 months following the last month of the year of the first year of eligibility,
the amount which could not have been contributed except for this provision will be
included in income and subject to a 10 percent additional tax

18.What About Rollovers ?

If you had a Medical Savings Account (the ancestor of the HSA, which was available
only to the self-employed), you can roll over accumulated funds from that account into
your HSA without paying a tax or penalty. Rollovers do not count towards your
contribution limit, but you do not get an additional deduction for them in the current tax
year. An HSA may accept only one rollover per year. Beginning 2007 and through 2011,
rollovers are allowed from health FSAs and HRAs into HSAs. Employers can transfer
funds from Flexible Spending Arrangements (FSAs) or Health Reimbursement
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Arrangements (HRAs) to an HSA for employees switching to coverage under an HSA-
compatible health plan. The amounts rolled over to HSAs from FSAs or HRAs are over
and above the amounts allowed as annual contributions. The maximum contribution is
the balance in the FSA or HRA as of September 21, 2006, or if less, the balance as of the
date of the transfer. The provision is limited to one distribution with respect to each
health FSA or HRA of the individual. If an individual does not remain an eligible
individual for the 12 months following the month of the contribution, the transferred
amount is included in income and subject to a 10 percent additional tax. Beginning in
2007, an account holder is one-time transfer from IRAs to HSAs. The contribution must
be made in a direct trustee-to-trustee transfer. The IRA transfer will not beincluded in
income or subject to the early withdrawal additional tax. The transfer is limited to the
maximum HSA contribution for the year, and the amount contributed is not allowed as a
deduction. Generally, only one transfer may be made during the lifetime of an individual.
If an individual electing the one-time transfer does not remain an eligible individual for
the 12 months following the month of the contribution, the transferred amount is included
in income and subject to a 10 percent additional tax.

19.What happensif | want to withdraw the money for non-medical
expenses?

If you are 55 or over but not yet 65 years of age, you will incur a 10% penalty and the
money you withdrew will be subject to income tax. After 65, there’s no penalty if you
use the money for non-medical expenses after age 65, but you would still have to pay
income taxes on the money.

20.1f | set up HSA through my employer, what happensif | switch jobs?
You can keep the money in an HSA account even after you leave that job.

21.What's the difference between the new HSA and the flexible-spending
account offered by some employers?

The tax benefits of both plans are quite similar, but there are several differences.
The biggest and most important difference is that your HSA balances can roll over from
year to year and continue to grow tax-deferred.

You have to spend all of the money in your flex plan in the plan year or you lose it.
That may sound like a big negative, but flex plans can save you a lot of money even

if you don't spend every nickel. Flexible-spending accounts are only available, however,
if offered by your employer and no health insurance policy is required.

22.1f my employe offers a flexible spending account and a health care
policy. Can | havean HSA too?

Yes, and No.
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Yes- but only if your flexible care plan restricts payments to wellness care (Ex. Annual
physicals), vision and dental care.

No. You cannot have an HSA if you use a flexible-spending account to pay healthcare
costs or if you have other medical coverage (say, through a spouse's policy).

23.Can a aouplethat is planning to retire early open an HSA?

Sure. Anyone under age 65 can contribute to an HSA if he or she has a health insurance
policy and you can contribute an extra $800 in 2007 if you're 55 or older.

24.What happensif | contribute more than my maximum allowable
contribution?

You may withdraw the excess amount and any earnings on the excess amount prior to
April 15th of the following year. You must pay income tax on your excess contributions,
however, and income tax on any earnings of the excess contribution. There is no 10%
penalty on excess contributions.

25.What happensif | don't withdraw my excess contributions prior to April
15th of the following year?

You must pay a 6% excise tax on the excess contribution and on any earnings of the
excess contribution. If in the next year you decreased your maximum contribution by the
amount of your excess contribution made the year before, you do not have to pay the 6%
excise tax again. If, however, you leave the excess contribution in, and do not decrease
your maximum contribution by the amount of your excess contribution made the year
before, you will have to pay the 6% excise tax each year the excess contributions and
earnings are in the HSA

26.What happensto my HSA when | turn 657?

You can't make new HSA contributions after age 65, but you can still use the money in
your account tax-free for medical expenses at any age. You'll owe income taxes on the
money -- but no penalty -- if you withdraw the money for non-medical expenses after age
65.

27.Can | Retire On Funds From My HSA?

To retire comfortably, you’ll probably need more income than an HSA alone can provide.
For most people, that income will probably come from a combination of sources: Social
Security, employer-sponsored pension plans, and personal savings in accounts like
401(k)s and IRAs. Your HSA can be a part of that but HSAs aren’t designed to be your
primary retirement savings vehicle. Use a 401(k), SEP, IRA, or Keogh plan to provide for
your retirement income. After you reach age 65, you can use your accumulated HSA
funds (which can include interest ) for other things besides healthcare. After retirement,
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money you withdraw and use for non-qualifying expenses is taxed at the normal rate for
investment income. However, money you use for qualifying expenses late in life — such
as nursing home costs — can still be withdrawn entirely tax-free.

28.What expenses can | pay for with my HSA?

Your HSA can be used to pay for "qualified medical expenses," as defined by IRS Code
213(d). These expenses include, but are not limited to, medical plan deductibles,
diagnostic services covered by your plan, long-term care insurance premiums, and health
insurance premiums if you are receiving federal unemployment compensation, over-the-
counter drugs, LASIK surgery and some nursing services. Please note that only some
insurance premiums are considered "qualified medical expenses."

When you become Medicare enrolled you can use the account to purchase any health
insurance other than a Medigap policy. You may not, however, continue to make
contributions to your HSA once you are Medicare enrolled.

For the complete list of IRS-allowable expenses, you can request a copy of IRS
Publication 502 by calling 1-800-829-3676, or visit the IRS website at www.irs.gov and
click on "Forms and Publications." Please note, however, that while health insurance
premiums are listed as an allowable expense they are not reimbursable from HSAs,
unless you are receiving federal unemployment compensation. In addition, over-the-
counter drugs, which are not listed, are reimbursable.

29.What happensto my HSA when | die? Death Benefits

The money saved in an HSA is considered an “inheritable asset” subject to estate tax.
Taxes may be paid by your heirs or assigns in the year the funds are released from your
estate at the same rate as other inherited, previously untaxed income. Under the current
law, the entire amount may pass to a surviving spouse without estate tax When you
establish an HSA, you should consider naming a beneficiary in the event of your death. If
you are married and you don’t specify another beneficiary, your HSA will automatically
become your spouse’s HSA upon your demise. If you name a beneficiary other than your
spouse, the account ceases to be an HSA upon your death, and the fair market value of
the HSA is taxable to the beneficiary in the year you die. When this occurs, the amount
subject to tax can be reduced by any qualified medical expenses the beneficiary pays for
you (the decedent) within one year from the date of death



