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If you are in need of answers to any
of the issues raised in this
newsletter, or other kuman
resource questions, please feél free
to call David K. Young, Consuliting.
The initial consultation is free.
Call 210-558-0999.

This publication is designed to
provide accurate and authoritative

- information in regard fo the subject
matter covered. It is provided with
the understanding that the
publisher is not engaged in
rendering legal, accounting, or
other professional services. If legal
advice or other expert assistance is
required, the services of a
competent professional person
showuld be sought.

" Sources used throughout this
. publication: CCH; SHRM HR
News; n_md ISCERS Newsbriefs
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When Must Salary
Deductions Be
Segregated?

The question often comes up as
to when an employer must
remove Section 401(k) or other
retirement plan salary deferrals
from his or her general assets.
Following is straight from-{he
“horse’s mouth”, i.e. the Depart-
ment of Labor as to when those
funds must be segregated and

laced either within a trust for
he retirement plan or sent to the

investment company or. in-

surance carrier:

Participant Contributions (29
CFR 2510.3-102) describes a

eneral rule and a maximum
time period for pension benefit
plans. The general rule provides
that the assets of a plan include
amounts (other than union dues)
that a participant or beneficiary
pays 1o an employer, or a-
mounts that a participant has
withheld from his wages by an
employer, for contribution 1o the
plan as of the earliést date on
which such c¢ontributions can
reasonably be segregated from
the employer’s general assets.

The maximum timé period for
pension benefit plans for trans-
mitting participant confributions
shall in no event be later than
the 15th business day. of the
month following the month in
which ' the participant contri-
bution amounts are received by
the empioKer (in the case of
amounts that a participant or
beneficiary pays to an employer)
or the 15th business day of the
month following the month in
which such amounts would
otherwise have been payable to
the participant in cash (in the
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case of amounts withheld by an
employer from a pariicipant’s
v_ve;gesg. The date when par-
ticipant contributions reasonably
can be segregated from the em-
ployer's general assets usually
will be earlier than thé maximum
time period for _?ension plans in
the regulation. Thus, when con-
tributions . reasonably can be
segregated from the employer's
general assets in a shorter time
period, delay in forwarding the
contributions, even a delay that
does not exceed the maximum
time period under the regulation,
may cause a breach of fiduciary

duty under title | of ERISA.

Debit Cards Are Now
Available Thru David K.
Young, Consulting

Debit cards are now an option
for use with flexible spending
accounts administered by our
firm. -Debit cards offer a no-pap-
er claims opportunity for those
employers who provide FSAs
via their Section 125 Cafeteria
Plan. Participants are able to
purchase qualified medical
items via a debit card provided
b)I{‘ our firm via a large bank
which pioneered the concept
and specialized in the cards.
Participants will also be able to
check their account balances in
real time 24/7 when using the
cards. Large employers such
as the State of Texas have been
using the cards and now the

are available o employers suc

as yourself. To find'out more a-
bout how they were work,

please call our offices at
(21 0,)558—0999. B _ _
401(k) vs. Defined
Benefit Plans -

There has begun to be a l_ot of -
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discussion in the news media a-
bout the failure of 401(k) Plans
as a retirement plan. Last
month we briefly discussed that
401(k)s are still strong and will
be strong far into the future.
Much of the news is just the
hype of media types that do not
‘have a firm understanding of
how the plans have benefited
numerous “individuals "and will
continue to benefit employees
and employers alike for years {o
come. Much of the discussion is
knee jerk reaction to the Enron
flasco and other dishonest em-
ployers who were not good fi-
duciaries of the assets in their

plans.

it is- our opinion that defined
benefit plans are excellent re-
firement plans for certain situa-
tions when an employer has ex-
cellent cash flow currently and
. Iis assured of it continuing into

the -future, wants fo ]R[r?wq[ﬁ a .
it for their

good retirement bene
employees without the employ-
ees needing to contribute, and
want to put away substantial
sums of cash in a short period of
time. There ‘is probably no
betier retirement plan around for
being able to fax shelter as
much as $300,000 or morejdper
year for a high income indivi-
dual, while at the same time
Ero‘v:dlng an excellent benefit for
nis or her employees. However,
many businesses can not al-
ways count on excelleni cash
flow year after year, nor do they
have the abilié to fund retire-
ment benefits for their employ-
ees. That is where defined con-
tribution plans like 401(k)s have
“given:Americas workers an op-
portunity to put away money for
retirement via payroll deduction,
and many times having those
deferrals matched by their em-
‘ployer. '

There are some who call for the |

return of the  old-fashioned
pensions, i.e. defined benefit
plans that, as opposed fto
401 (k%s, pay out a fixed percent-
age of salary once you retire, no
matter where the stock market is

headed,

Research funded by the Nation-
al Institute on Aging found that

~even when the stock market is |
troubled, 401(k)s remain better

retirement-saving tools than de-
fined benefit plans.

Using the Federal Reserve Sur-
veys of Consumer Finances to
examine hundreds of pension
plans, it was found that 401(k)s
yieided higher retirement - in-
come with less risk compared to
older-style defined benefit plans.
Indeed, the typical worker could
expect an exira 38% of retire-
ment income from 401(k) plans.

The results held even when sim-
ulated investors went through a
long history of bull and_bear
markets, including the Great De-
pression. The researchers even
‘cooked the books™ in favor of
defined benefit plans by exclud-
ing the years after 1990, when
the stock market reached un-
heard-of highs, and by reducing
avera%e after-inflation returns to
just. 5% across ‘the board. No
matter what rigors 401(k)s were
put through, the plans still beat
out the defined benefit plans
available in the 1980s.

How can a research report like -

this reconcile this rosy Plcture
with the media horror siories?
One - answer is that the re-
searchers looked at retirement
income over a full range of

{)ossible outcomes, not just at

he bottom of a bear market.
The more important reason is
that while some 401(k) plans

failed to provide much at retire- |

ment because people managed
their plans unwisely -- for exam-
le, by making bad investments,
ailing to contribuie or spending
their balances between jobs --
the old-style defined benefit
plans were even worse. This
point has been ignored in most
of the recent media coverage.

The main flaw in defined benefit

lans is their reliance on the last
ew years of salary in determin-

ing benefits. Even a worker who
remains with the same firm until
retirement is exposed fo enorm- -

- ousrisk; a few bad years prior to

retirement can devalue a retire-
ment nest egg rapidly. For a
more typical worker who has
several employers during a
career, the early- and mid-
career earmnings used to calcu-
late benefits will be eroded by
inflation, so the pension will pay
little when the worker is eligible
to collect it. In contrast, 401(k)
plans can be rolled over when a
worker changes jobs and contin-
ue to grow.

Many holders of 401(k) plans
are hurting now, and those who
are at retirement age may will be
hurt by the sudden decline of
the market. But fo put things in-
to perspective, during 19290, the
Dow Jones never closed above
3,000. If the Dow drops to
6,000, it would have still doubled
durin? the past 12 years, and
even this calculation excludes all
the dividends paid.

The real problem is not with
401(k)s, but with unsound in-
vestment decisions. Sensible
financial advice is built on the
twin pillars of diversification and
a long-term horizon. The objec-
tive is to get rich, -but not neces-
sarily to get rich quickly. There-
fore, when an employer uses a
401(k) or similar retirement plan
for his or her employees, good
enroliment and communication
procedues should be imple-
mented with the plan. Many
employers will just say “here it
is, enroll in the 401(k) and save
for retirement.” However, the
more responsible approach
would be to ask the pension
plan administrator or  product
vendor to help explain the op-
tions available within the plan
and how to go.about making the
wise investment choices that will
produce long term planning
goals. Many workers today
ave unrealistic expectations of
what it takes to save for a retire-
ment nest egg that will carr
them and their spouse throug
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their .retirement years.  Good
enrollment: communication ma-
terials will explain this to the
workers and open their eyes o
what they should be trying to
save for retirement. =

To prevent the sort of individual
financial disasters we've heard
about recently, -401(k) plans at
the least should offer a very safe
option, such as inflation-indexed
bonds, so those workers who
want to live in a defined -benefit
or. "cash balance" world can
easii‘)(r replicate it through their
401(k) investments.

‘The 401(k) may not be perfect,
and much can be done to
mitigate the potential losses by
over-ambitious or neophyte in-
vestors. But even in their current
form, 401 k? plans far surpass
the old-style defined benefit
plans that they replaced for the
average worker. Again, it must
be emphasized however that
defined benefit plans are excel-
lent pension and estate planning
tools for wealthy individuals ap-

proaching retirement age within

10 to 15 years, and who also
have excellent cash flows year
after year....there is no better
financial planning tool than a
well designed defined benefit
plan for those types of indivi-
duals.

So, what is the bottom line?

Obtain a good financial planner
or pension expert io help you
through the decision making
process. There are many op-

tions out there to choose from

when making retirement plan
design decisions for you and
your employees. The options
o far beyond the media hype
rom those who have their own
social and political agenda to
promote.

Health Reimbursement
Arrangements ("HRAs")

There has been great excit-

ement in the employee benefit

.community about a new health

plan design that is being com-
retirement plan arena in the 80s
and 80s. Late in June 2002,
Treasury and IRS gave a green
light to health plan designs that
use employer-funded, defined
contribution. accounts to pa
employee and dependent healt
care expenses. Termed a Heal-
th Reimbursement Arrangement
("HRA") by the Treasury/IRS
guudance, an HRA account may
e used to pay both out-of-pock-
et health care expenses and
health coverage premium costs.
Any unused balances may
be carried forward from year to
year. The guidance, issued as a
combination revenue ruling and
notice (Rev. Rul. 2002-41 and
Notice 2002-45), dispels the low
expectations for defined contri-
bution health plans based on

" early comments by the govern-

ment and restrictive existing
guidance for health flexible
spending accounts ("FSA").

Indeed, the new guidance
should make the future for
HRAs exciting for those who
have creativity in bealth care
plan design.

What Benefits Can an HRA
Provide?

An HRA is an arrangement that
is financed solely by the employ-
er (no salary reductions are
a[!?wed),' and that reimburses
only:

* Code section 213 medical
expenses (including health in-
surance premiums and long-
term care premiums),

* Expenses incurred after the

HRA is adopted and after an

individual's coverage begins,

* Expenses that are substan-
tiated, and

* Expenses that are NOT
deducted by the employee un-
der Code section 213 and NOT

reimbursed by another plan.

: | 'Who May be Eligible for HRA
pared to what 401(k)s did for the | ' .

Coverage?

An HRA may reimburse medical
expenses of current or former
employees and the employees’
spouse and dependents. An

RA may be specifically offered
only to retirees, and the HRA
coverage amount may be limited
to the retiree’'s cost of posi-
retiremént health insurance pre-
miums. :

How is an HRA Fin_énced?

Amounts credited to an HRA

‘must be provided solely by the
.employer, i.e. no salary reduc-

tion is allowed. There are no
dollar limits on the amount that

‘the eFrgfioyer can credit under

an H and amounts may be
contributed in a lump sum (such
as on a one time or annual ba-
sis) or periodically based on the
employee’s payroll period. In
contrast to health FSAs, an
employer may establish an HRA
that only allows employees ac-
cess to HRA amounts as they
are credited fo the account (i.e.,
uniform coverage is not requir-
ed) and the HRA also may
provide for the carryover of un-
used amounts at the end of the
year (use-it -or-lose-it is not

roariirard) in addifinn the n-
IU\.«'UIIUU . e CALAMATLIWAT By 1 Bor Al

funded HRA balances may also
accrue interest, and that eam-
Eng,sA may be allocated to an
HRA surplus that is carried over
to a subsequent year:

How Does an HRA Relate to a
Cafeteria Plan?

Although HRA credits must be
financed solely by the employer
and may not be attributable to
employee salary reduction or so-
called "cashable credits" under
a flex plan, the guidance allows
an HRA to be provided in con-
junction with a cafeteria plan as
well as another health plan that
is financed through employee
salary reduction. '
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However, in order to ensure that
no salary reduction for the other

health plan is being used to |

finance the HRA,; the sala

-reduction for the other healt
plan may not exceed the plan’s
-cost. Solely for this purﬁose, the
guidance indicates that cost
gma)é, be. determined under the
-COBRA rules for determining

'the COBRA applicable premium,

which is the cost to the health
plan for such coverage (both
employee and employer contri-
butions), but without the 2%

add-on for administration. 1In |

addition, the HRA also must not
be indirectly financed throu?h
employee salary reduction. In-
direct financing through salary
reduction is deemed fo occur if
the HRA may pa?/ for premiums
under another plan that altern-
atively could be paid for by
employee salary reduction, or if

ESA forfeitures are credited to
the HRA. Indirect financing also
occurs if the HRA maximum
reimbursement amount
increases in correlation with an
increase in the salary reduction
for the companion health plan.

How Does an - Employer

‘Establish an HRA?

' Although the guidance does ndt

include a requirement for a writ-
ten plan document, if the HRA is
self-insured, - Code section
105(h) requires the adoption of
a written plan document. Simil-
arly, because an HRA should be
an employee welfare benefit
plan under ERISA, a wriltten
plan document, as well as the
distribution of SPDs" io part-
icipants, will. be required by
ERISA. Therefore, as with other
group health plan documents,

the HRA plan document should

establish rules regarding eligi-
bility, participation and reim-
bursements of claims in addition

1o the establishment of the HRA

account and employer credits.
What Questions Remain?

Not many, but there is one
major question not addressed
by the guidance that the IRS ap-
pears unwilling to officially ad-
dress at this time. The question
involves how HIPAA regulations
apply to HRAs and whether
health insurance products such
as _individual health insurance
Eloliciqs_ can be placed within a

RA if HIPAA applies. Some
commentary would suggest “no”,
but others teel that it would be

ermissable fo offer individual

ealth insurance policies. '
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