Part Ill. Administrative, Procedural, and Miscellaneous

Medical Savings Accounts taining an individual or family “high- deductible health plan, the individual
deductible health plan” covering thathas coverage (whether provided through
Notice 96-53 individual (self-employed person orinsurance or otherwise) for accidents,
i pouse). disability, dental care, vision care, long-
Aczgﬁn:'a%?llittg X\;ugniggzogggggyszzﬁee A-6 and A-7 for additional limita-term care, insurance for a specified
tion 220 to the Internal Revenue Coddions on who may establish MSAs. d_|sease or illness, insurance that pays a
to permit eligible individuals to establish Q-3. What is a “small employer” for fixed amount per day (or other period)
medical savings accounts (MSAs) undeMSA purposes? _ of .hospltallzatlpn; or insurance under
a pilot project beginning on January 1, A-3. An employer is a “small em- which substantially all of the coverage
1997. ployer” for a calendar year if the em- provided relateg to liabilities from work-
This notice provides certain basic in-ployer employed an average of 50 oers’ compensation laws, torts, or owner-
formation about MSAs. It does not_fewer' employees on busme'ss days dushlp.or use of property (such as automo-
attempt to summarize all of the specific"9 either of the two preceding calendabile insurance).
rules that apply. years. Special rules apply to new em- Q-8. Are MSAs allowed under a caf-
The notice is divided into seven partsPI0Yers, consolidated groups, and certaigteria plan?
Part | of the notice explains what MSAs€MPloyers that have added employees. A_g. A high-deductible health plan
are and who can have them. Part IS€€ Internal Revenue Code sectiofdescribed in A-4) can be provided as

describes how MSAs can be established20(C)(4)- , s . part of a cafeteria plan. Such a high-
Parts Il and IV cover contributions to, Q-4- What is a *high-deductible deductible health plan can be used in
MSAs and distributions from MSAs, health plan” that makes someone eliconjunction with an MSA. However, the
Part V deals with the statutory limit on 9ible for an MSA? MSA must be established outside the

the number of taxpayers who can use A—4- A “high-deductible health plan” cafeteria plan, because a cafeteria plan
MSAs. Part VI relates to information 'S & health plan that: (1) has an annugk not permitted to provide for contribu-
reporting by MSA trustees and custodideductible of at least $1,500, and notions to an MSA. Outside of the cafete-
ans, and Part VIl addresses other maff'oré than $2,250, for individual (self-ria plan context, an employee will not
ters relating to MSAs. only) coverage; or (2) has an annuabe subject to taxation merely because
deductible of at least $3,000, and nothe employee has a choice between
|. What Are MSAs and Who Can Have more than $4,500, for family coverageemployer contributions to an MSA and

Them? (coverage of more than one individual) other employer-provided accident or
_ In addition, the annual out-of-pockethealth coverage.
Q-1. What is an MSA? expenses under the plan cannot exceed

A-1. An MSA is a tax-exempt trust $3.000 for individual coverage andil. How Can An MSA Be Established?
or custodial account established for thgs 500 for family coverage. Out-of-

purpose of paying medical expenses iRocket expenses include deductibles, co- Q—9. How does an eligible individual

conjunction with a high-deductible payments and other amounts the particéStablish an MSA?

health plan. A number of the rules thatpant must pay for covered benefits, but A-9. Beginning January 1, 1997, any
apply to MSA are similar to rules thatdo not include premiums. eligible individual (as described in A-2)

apply to individual retirement arrange- Q-5. Can a health maintenance orgacan establish an MSA with a qualified
ments (IRAs). For example, like annjzation (HMO) offer a high-deductible MSA trustee or custodian, in much the
IRA, an MSA is established for the health plan? same way that individuals establish
benefit of an individual, and is “por- A-5_Yes. A high-deductible health|RAs with qualified IRA trustees or

table”. Thus, if the individual is an plan may be offered by a variety ofcustodians. No permission or authoriza-
employee who later changes employergntities, including insurance companiedion from the Internal Revenue Service
or leaves the work force, the MSA doesand health maintenance organizationRS) is necessary to establish an MSA.
not stay behind with the former em-(HMOs). Q-10. Who is a qualified MSA

ployer, but stays with the individual. Q-6. What kind of other health cov-trustee or custodian?

However, because MSAs differ fromerage makes an individual ineligible for A-10. Any insurance company or any
IRAs in some important respects, taxan MSA? bank (including a similar financial insti-

payers cannot use an IRA as an MSA, A-6. Except as described in A-7, artution as defined in Internal Revenue
and cannot combine an IRA and anndividual is ineligible for an MSA if Code section 408(n)) can be a MSA

MSA in a single account. the individual is covered under a healthtrustee or custodian. In addition, any
Q-2. Who is eligible to have anplan (whether as an individual, spousegther persons already approved by the
MSA? or dependent) that is not a high-IRS to be trustees or custodians of IRAs
A-2. Two types of individuals are deductible health plan (including beingare automatically approved to be MSA
eligible to establish an MSA: covered as a beneficiary under Meditrustees or custodians. Persons other
(1) an employee (or spouse of arcare) as well as under a high-deductibl¢han banks, insurance companies, or
employee) of a “small employer” that health plan. previously approved IRA trustees or

maintains an individual or family “high- ~ Q-7. What other kinds of health cov-custodians may request approval to be a
deductible health plan” covering thaterage may an individual maintain with-trustee or custodian in accordance with
individual (employee or spouse); or out losing eligibility for an MSA? the procedures set forth in Treasury
(2) a self-employed person (or the A-—7. An individual remains eligible Regulation § 1.408-2(e) (relating to
spouse of a self-employed person) mairfor an MSA if, in addition to a high- IRA nonbank trustees). An eligible indi-
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vidual who is an employee may estabmade in one or more payments, at théon from the MSA. See A-21 regarding
lish a MSA without any involvement of convenience of the individual or thethe taxation of distributions.

the employer. employer, at any time within the dead- Q-18. When is the deadline for an
Q-11. How does an individual orline described in A-15. eligible individual to make contributions

small employer sign up for or enroll in  For example, assume that an indito an MSA for any particular year?

the MSA pilot project? vidual has self-only coverage under a A-18. An eligible individual may

A-11. Neither individuals nor small high-deductible health plan with an an-make MSA contributions for a particular
employers “sign up for”, “apply for”, nual deductible of $1,800. The annuatax year no later than the time pre-
or otherwise “enroll in” the MSA pilot contribution limit is 65 percent of scribed by law (without extensions) for
project. Rather, as described in A-9$1,800 ($1,170), and the monthly contrifiling the individual’s federal income tax
eligible individuals or small employers bution limit is $97.50 ($1,170/12). As- return for that year. As in the case of
can proceed to arrange for the establistsume further that the individual is anlRAs, for calendar year taxpayers, gen-
ment of MSAs with qualified trustees oreligible individual for each of the first erally the deadline for contributions to
custodians without awaiting permissioneight months of the year, but not therean MSA is April 15 following the year
or authorization from the IRS. (Sectionsafter. In that case, the contribution limitfor which the contributions are made.

V and VI, below, give further informa- for the year is $780 (8 x $97.50). Q-19. What happens when MSA con-
tion on the limits Congress imposed on Q-14. In what form may contribu- tributions exceed the amount that may
the number of taxpayers who can contions be made to an MSA? be deducted or excluded from gross
tribute to MSAs, and reporting by trust- A—_14. Contributions to an MSA must income?
ees and custodians.) be made in cash. For example, contribu- A-19. Contributions by individuals
o tions may not be made in the form ofare not deductible to the extent that they
1. Contributions to MSAs. stock or other property. exceed the limits in A-13 or A-15 or if
Q-12. Who may contribute to an Q-15. Whatis the tax treatment of arfhey are made by an individual who is
MSA? eligible individual's MSA contributions? not an eligible individual. Contributions

A—12. In the case of an MSA estab- A-15. Contributions by an eligible Py employers are included in gross
lished by an employee or by the spousédividual to an MSA (which are SUbJ'ECt'ECOFne. to the extent_fthﬁt they exceed
of an employee, the account holdef0 the limits described in A-13) are! eblmhltﬁ‘ "} A_Bd'ordl tl e)r/] are made
(employee or spouse, respectively) magiéductible in computing adjusted 9r0$§|r.] 'bel all 3. E.i(;‘ ml i uad(\;\./.o IS no'zjan
contribute to the MSA. Alternatively, the Income. Accordingly, the contrlbutlons_eh'g' e individual. In a |t]£on., under
employee’s employer may contribute tor€ deductible whether or not the e||-]E N statﬁte an excise tax of six perCﬁnt
the employee’s or spouse’s MSA. How-gible individual itemizes deductions.'or €ac htal)él ye;';\r 'Sh imposed on _td?
ever, if an employer makes a contribuThe tax deduction for an employee occount holder for these excess indi-
tion to an MSA for a given year, the the employee’s spouse, however, canndfidual and employer contributions. If,
account holder of that MSA ‘may not€xceed the individual's compensation athowever, the excess contributions for a
contribute to any MSA for that year, tfibutable to the employer that sponsoré2x year and the net income attributable
(Additional restrictions apply if an em- the high-deductible plan covering thet‘; these exeess dcontg'bfu“onshaf‘f pa'g to
ployee’s spouse receives MSA contribuindividual. For a self-employed indi- the account holaer beiore the last day
tions. See Internal Revenue Code sedidual, in addition to the contribution Prescribed by law, including extensions,
tion 220(b)(5)(B).) limits described in A-13, the tax Qeduc-]‘zor flrl]mg the accm;]nt holdeL s tax return

In the case of an MSA established byion cannot exceed the individual’s " the tax ye?rf then él) é © %xc!se ta}x
a self-employed individual or spousefaned income from the trade or b.u3|dhoeS not apply; (2) the distribution o _
the account holder (the self-employed!€SS With respect to which the high-! ed exceshs contributions  is -QOt é?xed,
individual or the spouse, respectively)d.eductlble plan s establlshed. In adq@n (3) the net _|chme att ultad % o
may contribute to the MSA. tion, the statute denies a tax ded_uctloH‘he excess Cﬁnlt:j' utions Is include f'”

0-13. How much may be contributed®® &Y individual who may be claimedth€ account ho ﬁ,ri ghrosj_ '”_gome or
to an MSA? as a dependent on another taxpayer@€ tax year in which the distribution is

’ made.

. return.
A-13. The maximum annual amount

permitted to be contributed to an MSA Q-16. What _is t_he tax treatment of
for a year is (1) for high-deductible employer contributions to an eligible

individual coverage, 65 percent of thendividual's MSA? Q-20. When is an individual permit-
deductible; and (2) for high-deductible _A_—16._Employer contributions to anted to receive distributions from an
family coverage, 75 percent of the defligible individual's MSA (which are MSA?

ductible. The same annual contributiorliMmited as described in A-13) are ex- A-20. An individual is permitted to
limit applies whether the contributionscludable from gross income, are noteceive a distribution from an MSA at
are made by an employee, an employeﬁUbJeCt to withholding for income tax, any time.

or a self-employed person. The annuaind are not subject to other employment Q-21. How are distributions from an
contribution limit is the sum of the taxes (i.e., Social Security and Medicarg/sa taxed?

limits determined separately for eacHaxes (FICA), federal unemployment tax aA_p1. Distributions from an MSA are

IV. Distributions From MSAs.

month, based on status, eligibility andFUTA) or railrogd retirement tax). excludable from gross income if used
health plan coverage as of the first day Q-17. What is the tax treatment offor medical expenses of the MSA ac-
of the month. Although the annual limi- €arnings on amounts in an MSA? count holder and the account holder’s

tation is calculated using monthly data, A-17. Earnings on amounts in anfamily, with certain exceptions, and are
the contribution for the year can beMSA are not taxable prior to distribu- includible in gross income if used for
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any other purpose. Under one suclmake or receive MSA contributions, if A-29. Information reporting required
exception, in any year for which anthey remain eligible individuals. In addi-for MSAs is similar to information
MSA contribution is made, distributionstion, individuals can continue to receivereporting for IRAs. The IRS will release
from an MSA of that account holder todistributions from MSAs as described informs and instructions to report MSA
pay medical expenses are included i®—20 through A-22. contributions, distributions and deduc-
gross income if, for the month in which Q-26. Do any special deadlines applyions. For further information, contact
the expense was incurred, the individuaif the ability to establish MSAs gener-the Information Reporting Call Site on
for whom the expense was incurred waslly ends early? (304) 2638700 (not a toll-free number).
not covered under a high-deductible A-26. If the statutory limits are

health plan or had coverage that makegeached and therefore the ability toVll- Other Matters.

?h person ineligible for an MSA (see A_—4est_abllsh MSAs ends early (as referred Msas are subject to a variety of
rough A-7). If included in gross in-to in A-24), an eligible individual who other statutory rules and provisions
come, distributions generally are subjects not covered by a high-deductimemany of which are not addressed in thié
to an additional 15 percent tax. How-health plan by a “cut-off date” specified potice. No inference should be drawn
ever, if distributions that are included inin the law will be unable to establish aNregarding issues not expressly addressed
gross income are made after the aCCOUMSA, unless the individual's employer in ‘this notice that may be suggested by
holder turns age 65, becomes dlsabledsta_bllshed a high-deductible health plag particular question or answer, or by
or dies, the additional 15 percent taXor its employees before that date anghe inclusion or exclusion of certain

does not apply. _ meets certain other requirements. questions.
_Q-22. What medical expenses are eli- For employees of small employers,” Among the statutory provisions not
gible for tax-free distributions? the law specifies two potential cut-off 3qdressed in this notice are:

A-22. Medical expenses are definediates in 1997: September 1 and October * The requirement that employers
under section 213 of the Code, but dd. (For self-employed individuals, thesemake comparable MSA contributions for
not include expenses for insurance othedates are October 1, and November Iy comparable participating employees.
than long-term care insurance, premiumg997, respectively.) For each of 1998 * The investment restrictions on
for “COBRA'-type health care continu- and 1999, the potential cut-off date isysas.
ation coverage, or premiums for healttOctober 1 of that year. If the employer's * The rollover rules for MSAs.
care coverage while an individual re-health plan has a regularly scheduled * The special rules that apply upon
ceives unemployment compensationenrollment period that occurs during thegivorce or death of the account holder.

Q-23. Must MSA trustees or custodi-period between the potential cut-off date « The rules for allocating the deduc-
ans determine whether MSA distribu-and the end of the relevant year, th§ion for MSA contributions between
tions are used for medical expensesf@otential cut-off date is deferred tomgrried people.

A-23. MSA trustees or custodians arddecember 31 of that year. * The Congressionally mandated
not required to determine whether MSA Q-27. How will a taxpayer know if syydy as to the effects of MSAs in the
distributions are used for medical ex-the ability to establish MSA generally smaj| group market on selection (includ-
penses; individuals who have MSAsends early? ing adverse selection), health costs (in-
should make this determination. A-27. If the statutory limits are cluding the impact on premiums of

_reached and therefore the ability tandividuals with comprehensive cover-
V. Cap on Number of Taxpayers Using establish MSAs generally ends early (agge), use of preventive care, consumer

MSAs. described in A—24), the IRS will make ChOiCE, the scope of coverage of h|gh-
Q-24. Does the law limit the number2" @nnouncement not later than Octobefeductible plans purchased in conjunc-
of MSAs that can be established? 1 of the relevant year stating the applition with such accounts, and other is-

cable cut-off date. The ability to estab-gyes.

A-24. Yes. The staiute aUthorlzeﬁiSh MSAs will not be cut off before the The statutory provisions governing

MSAs as a “pilot project”. Under the

S e o s s e g ment s e s rling e ecion 220 e
end in the year , however, ey |nformation Reporting by Trustees i
ability to establish MSAs generally will ~- porung by 301 of the Health Insurance Portability

2 and Custodians. ili
end earlier if the number of taxpayers ustod and Accountability Act of 1996, P.L.

contributing (or receiving employer con- Q-28. How will the number of MSAs No. 104-191, 110 Stat. 1936.
tributions) to an MSA exceeds certainbe determined?

statutory limits for 1997, 1998 or 1999. A-28. The statute requires MSA
In general, in determining whether thetrustees and custodians to report by Comments are invited on new section
limits are exceeded, certain previouslyAugust 1 of each year (1997, 1998, an@20 of the Internal Revenue Code. Writ-
uninsured individuals will not be 1999) the number of MSAs establisheden comments are requested by March

VIIl. Comments Invited.

counted. before July 1 of the year, and also tol6, 1997. Send submissions to:
Q-25. What happens after the pilotreport by June 1, 1997, the number oCC:DOM:CORP:R (Notice 96-53),
project ends? MSAs established before May 1, 1997Room 5226, Internal Revenue Service,

A-25. After the pilot project ends, all (together with additional information). POB 7604, Ben Franklin Station, Wash-
eligible individuals (as described inSee Internal Revenue Code sectioington, DC 20044. Submissions may be
A-2) who previously made or received220(j). The IRS will release a form to hand-delivered between the hours of 8

MSA contributions (or who are em-be used in making these reports. am. and 5 p.m. to: CC:DOM:CORP:R
ployed by certain employers whose em- Q-29. What other information report- (Notice 96-53), Courier’'s Desk, Internal
ployees previously used MSAS) canng is required? Revenue Service, 1111 Constitution Av-
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enue, NW, Washington, DC. Alterna
tively, taxpayers may submit commen
electronically via the internet by submi
ting comments directly to the IRS
internet site at htpi//www.irs.ustreas.go
prod/tax_regs/comments.html.

The principal author of this notice i
Felix Zech of the Office of Associate
Chief Counsel (Employee Benefits ar
Exempt Organizations). For further ir
formation regarding this notice, ca
(202) 622-4606 (not a toll-free call)




