Employee Benetits Briefing

A bulletin designed to keep clients and other friends
informed on employee benefits law matters

NEW PRIVACY RULES AFFECT PLAN
SPONSORS UNDER ERISA

TheDepartmentof HedthandHumanServices(*HHS)
issuedaregulation,” Standardsfor Privacy of Individudly
Identifiable Health
Information,” onDecember 28,
2000, pursuant totheprivacy
provisions of the Health
Insurance Portability and
Accountability Act of 1996
(“HIPAA”). On March 27,
2002, HHS issued proposed
modificationsintended, inpart,
tofurther broadenandclarify
theobligationsof grouphealth
planscoveredunder HIPAA.

Most group health plansarerequired to comply
with theseregulationsby April 14, 2003 (April 14,
2004 for small healthplanswithlessthan$5millionin
receiptsannually). Whilethe privacy rule does not
directly regulateemployersintheir roleasplansgponsors,
it does regulate group health plans sponsored by
employers. Theprivacy rule, therefore, will havesome
effect on most employers that provide health care
benefits to employees, and will impose substantial
obligationsonmany employersandtheir healthplans,
particularly self-insuredplans.

regulation.

Thefinal regulation covershealth plans, health care
clearinghouses, and those health care providerswho
conduct certainfinancia andadminidrativetransactions

...most employerswhooffer health
benefits to employees under the
Employee Retirement Income
Security Act of 1974 (“ERISA”),
whether insured or self-insured,
will effectively be covered by the
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electronically (such aselectronic billing and funds
transfer). Coveredentitiesarerespons bleforensuring
that protected healthinformationisnot misused or
improperly disclosed. Thefinal rulesrequirecovered
entitiestoestablishclear procedurestoprotect patients
privacy, includingdesignatinganofficial toestablish
and monitor the entity’s
privacy practices.

There has been
significantconfusonunder
thefind ruleastotheeffects
on employers that offer
health benefits to their
employees. Thepreamble
to thefinal rule expressy
clarifiesthatanemployeris
not a covered entity.
Nonetheless, by covering
“health plans,” most employers who offer health
benefitstoempl oyeesunder theEmployeeRetirement
Income Security Act of 1974 (“ERISA™), whether
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insured or self-insured, will be covered by the
regulation.

Themost common category of plansor programs
sponsored by private-sector employersthat congtitute
“health plans’ for purposes of the HIPAA privacy
rulesare” grouphedthplans.” A grouphedthplanis
any employeewelfarebenefit planthatissubject to
ERISA andthat providesmedical care, butonlyif the
plan(i) has500r moreparticipantsor (i) isadministered
by any entity other thantheemployer that established
and maintainstheplan. Group health plansinclude
medica plans, denta plans, prescriptiondrugprograms,
mental healthprograms, visionplans,andhealthcare
flexible spending account plans. Healthinsurance
issuers, healthmaintenanceorgani zations(HM Os),
MedicarePartsA and B, M edicaret+Choiceprograms,
andtheissuersof long-termcarepolicies(other than
nursnghomefixed-indemnity policies) ared 0" hedth
plans’ under theHIPAA privacy regulations. HHS
makesclearinthefina rulethat itsjurisdictiondoesnot
extendtoawiderangeof insuranceentitiesthat use
anddisclosehealthinformation, andthereforethat the
privacy ruledoesnot apply toworkers compensation,
automobile, disability, or lifeinsurance, evenwhen
sucharrangementsprovidecoveragefor heathcare
services.

Underthefina regulation, protectedhed thinformation
(“PHI") includes all medical records and other
individually identifiablehealthinformationheld or
disclosed by acovered entity in any form, whether
communicatedelectronically, onpaper, or orally.

Under ERISA, aplan sponsor isany employer that
sponsors or maintains a group health plan for its
employees. A groupheathplanmust meetvirtudlyal
of thesameobligationsasother hedthplans, unlessthe
planisfully insured and hasvery limited accessto
employeehealthinformation. Initsbasiccoverage
provisions, theprivacy ruleclarifiesthedistinction
betweengrouphedthplansandemployer plansponsors
by creatingaregulatory barrier that restrictstheflow

of protected health information between thegroup
health plan and theempl oyer plan sponsor without
requiring the plan documents to be amended. If,
however, theemployerwill usePHI inconjunction
withadminigteringthehea thplan, theplandocuments
must beamendedtolimittheexchangeof PHI between
thehealthplanandtheemployer. Theprimary goal is
to prevent employersfrom using their employees
protected healthinformationinthecourseof making
employment-relateddecisions.

Accordingly, theprivacy rulehasplacedconditions
onany exchangeof PHI betweenagroup healthplan
(and/or the insurer or other entity involved in
adminigteringorinsuringtheplan) andtheplansponsor.
It is important that an employer understand the
obligationsimposedby theprivacy rule—andconsider
whetherit(a) caninfactimplementtheserequirements
or (b) wouldrather structureitsheal thbenefitsprogram
tominimizetheseobligations.

A plan sponsor’ sobligationsunder theprivacy
rulewill vary depending onwhether itreceivesPHI,
summary hedthinformationor nohedlthinformeationat
all. If aplansponsor determinesthat it caneffectively
manageitsprogramswithsummary hedthinformation
and not PHI, it may be able to avoid many of the
obligationsimposedby theprivacy rule. Forexample,
a group health plan is not subject to the rule's
administrativeregquirementsif it meetstwocriteria

1. theplanprovidesbenefits” solely” throughan
insurancecontractwithaninsurerorHM O, and

2. theplandoesnot createor receivePHI, except
for:

“summary hedthinformation” or
informationonwhethertheindividud is
participatinginthegrouphealthplan, or
isenrolledinor hasdisenrolledfroman
insureror HMO.

Summary healthinformation consistsof claims
history, expensesor typesof claimsstrippedof certain
personal identifiers. A plan sponsor may receive
summary heathinformationif itagreestolimititsuse
of theinformation to obtaining premiumsbidsfor



providing healthinsurancecoveragetogroup health
plansor modifying, amendingor terminatingthegroup
health plan. If the summary identifies participant
information, theplanmustinformtheindividua of the
disclosure.

Noself-insured group healthplancanavoidthe
full set of administrative requirementsimposed on
other coveredentities. Only fully insured planscan
avoidthesecomplianceaobligations.

Forafully insuredgroup healthplanthat receives
noPHI, theobligationsarefairly limited. Theplan
mudt:

refrain from retaliating against those
exercisingtheir rightsunder theprivacy
rule;and

refrain from requiring an individual to
waiverightsunder theruleasacondition
of receivingtreatment, receiving payment,
enrollinginahealthplan, orbeingeligible
for benefits.

Theproposedregul ationsfurther clarify that group
hed thplansmay exchangeenrolImentanddisenrollment
informati onwiththeemployer without amendingthe
plan documents to incorporate certain privacy
protections. Thisclarificationwill begood newsfor
employerswith fully insured plansthat, under the
current rules, already do not have to comply with
certainadmini strativerequirementsbecausethey do
not create or receivedetailed healthinformationto
administertheirplans.

Otherwise, thegrouphedthplanmustfully comply
withtheHIPAA privacy ruleinthesameway that a
healthinsurer or hospital would needtocomply. In
additiontothelimited obligationsimposedoncertain
fullyinsured group health plans, plan sponsorsmust
ensurethat thegroup health plansmaintai ned by them:

designate a privacy officia who is
responsible for the development and
implementation of a covered entity’s
policiesand procedures,
designateacontact person(or office) that
isresponsiblefor receiving complaints
filedunder theprivacy rule;

establish policies and procedures
concerning protected healthinformation
that aredesignedtocomply withtherule;
train al members of the appropriate
workforceontheentity’ sprotectedhealth
informationpoliciesand procedures;
establish appropriate administrative,
technical, and physical safeguards to
maintaintheprivacy of hedthinformation
fromintentional or unintentional useor
disclosurethatisinviolationof theprivacy
rule
provideaprocessforindividuastomake
complaintsconcerningthecoveredentity’s
policiesandprocedures, oritscompliance
withitspoliciesand procedures, or the
privacy regulation;

establish and apply sanctions as
appropriate against members of its
workforcefor violationsof thecovered
entity’ spoliciesand procedures, or the
privacy regulation; and

mitigateany harmful effect aboutwhich
thecoveredentity hasknowledgeresulting
fromaknownviolationof itspoliciesand
procedures.

For thoseplansponsorsthat requirePHI, thefinal
rulegivesplansponsorslimitedrightstoreceiveand
useprotectedinformation. Italsosgnificantlyincreases
administrative and operational burdens. Theplan
sponsor must certify tothegroup healthplanthat the
plan sponsor agreesto:

prevent disclosure or use of any health
information other thanasspecifiedinthe
plandocument or required by law;
ensurethat any subcontractorsor agents,
including the health plan, to whom the
sponsor provideshealthinformationaso
agreetothesamerestrictions,

prevent disclosure or use of protected
hed thinformationforemployment-related
actions,

reporttothegrouphealth planany useor
disclosurethatisinconsistent with plan



documentsor theprivacy rules;
maketheprotectedinformationavailable
toindividualsandalow themtoamend
theirinformetion;

provideanaccounting of disclosures;
makeitspracticesavailabletotheHHS
secretary for compliancereview;
returnanddestroy al healthinformation
whenitisnolonger needed, if feasible;
and

providefirewallstoidentify employees
(by nameor by function) whowill have
accesstotheinformation, restrict access
totheinformationonly tothoseidentified
employees who have specific
administrativefunctions, and providea
policy toresolvenoncomplianceissues.

HHS sOfficefor Civil Rights(* OCR”) ischarged
with enforcing the privacy regulations. OCR will
provideinformationtocoveredentitiestohel pthem
comply withtherules, answer questionsand provide
guidance, conduct compliancereviews, investigate
complaints, seek monetary penalties, andrefer cases
forcriminal prosecution.

Coveredentitiesthat violatethestandardsmay be
fined $100 per incident, with limitsof $25,000 per
person per year for each standard viol ated.

Crimina penaltiesmay apply tocoveredentities
that knowingly violatethestandards, obtaininformation
under false pretenses, or acquire information for
financia gain, asfollows:

upto$50,000and oneyear inprisonfor
obtaining or disclosing protected health
informetion;

up to $100,000 and up to five yearsin
prisonfor obtaining healthinformation
under fal sepretenses; and

up to $250,000 and up to 10 yearsin
prisonfor obtainingor disclosing health
informationwiththeintenttosall, trandfer,
or useitfor commercial or personal gain
ormaliciousharm.

HHShasclarified that ERISA would preempt state
lawsestablishing privacy rulestotheextent that they
relatetoemployeebenefit plans. Therefore, ERISA-
covered health plans can rely on HIPAA and its
privacy regulation.

Althoughtheprivacy ruledoesnotgiveindividuas
therighttosuecoveredentities, it doesrequirecertain
group health plans to be amended, as mentioned
above, to permit the exchange of PHI between the
employer andtheplan, subjecttocertainrestrictions.
Violatingtheserestrictionscouldexposeanemployer
tolawsuitsunder ERISA, becausefailingtooperate
theplan accordingto plan documentsisabreach of
fiduciary duty under ERISA.

Inconclusion, employersthat sponsor health plans
shouldreviewtheir useof employeehedthinformetion,
and even consider restructuring their operation to
minimizetheimpact of HIPAA' sprivacyrules. Ifthis
is not practical, employers must begin to adopt
proceduresandreview documentsand agreementsto
comply withtheprivacy rules. Otherwise, improper
useor disclosureof protected healthinformationcould
resultinexposuretoempl oyeelawsuits, eventhough
therulesthemselvesdo not createaprivateright to
sue.

DEPARTMENT OF LABOR CHANGES
VOLUNTARY CORRECTION

PROGRAMS

TheDepartment of L abor recently announced severa
positivechangestotheDelinguent Filer Voluntary
ComplianceProgram(the” Ddlinquent Filer Program”)
andtheV oluntary Fiduciary Correction Program (the
“Fiduciary CorrectionProgram”).

TheDedinquentFler Programwasorigindly established
by the Department of L abor’ sPensionand Welfare



BenefitsAdminigtration(the*PWBA”)inApril 1995.
It was designed to encourage plan sponsors who
missedthedeadlineforfilingrequired annual reports
(Form5500s) tovoluntarily filethedelinquent reports
andthenbenefitfromreducedcivil pendties. Although
the original Program contained reduced penalties,
many plansponsorsdidnot usetheProgrambecause
even the reduced penalties could be onerous. The
modifications announced on March 28, 2002,
substantially reducethepenaltiesand provideother
improvements.

Thelnternal Revenue Serviceissued aconcurrent
Noticeannouncingrelief fromany IRSpenaltiesfor
plansponsorswho properly correctdelinquent filings
throughuseof theDelinquent Filer Program,including
full payment of theDOL penalties. Noseparatefiling
withthelRSisrequired. PriortothisIRSNotice, plan
sponsorsmakinguseof theDelinquent Filer Program
left themsel vesopento substantial IRSpenaltiesfor
latefilings.

Undertheolddesign, theper-day latefilingfeefor
all planswas$50, withacap of $2,000for smdl plans
(thosewithfewer than 100partici pantsat thebeginning
of theplanyear) and $5,000for largeplans. Underthe
modified Delinquent Filer Program, thedaily feedrops
to$10per day, withcapsfor asinglelateannual report
of $750for small plansand $2,000for largeplans.

In addition, the modified Program adds a new
per-planfeecapfor correctivefilingswhichaddress
multipledelinquent annual reports. Theper-plancap
is$1,500for asmall planand $4,000for alargeplan,
makingtheProgrammoreeconomical for plansthat
havemissedannudl filingsfor morethanoneyear. For
top-hat planfilings, thecapis$750regardiessof the
number of plans. For plansmaintained by 501(c)(3)
tax-exempt employers, thecapis$750for eachplan.

Thereisno per-sponsor cap, sotheper-plancap
will apply to every plan (other than top-hat plans),
evenif theplanshavethesamesponsor.

Inadditiontothenew feestructure, themodified
Programmakesseverad administrativechanges. The
plan administrator may now choose between the
annua reportformfor theplanyear forwhichreliefis
sought andthemost currentformavailableat thetime
theadministrator el ectsto participateintheProgram.
Withthisoption, theleast burdensomeformmay be

used. Priortothischangeonly themost currentform
couldbeused. Also, theformsand penalty payment
nolonger havetobeidentifiedinboldred printasa
DFV Cfilingor payment.

Under theFiduciary Correction Program, whichwas
established by the PWBA asaninterimprogramin
March2000andhasnow beenadopted onapermanent
basis, certain ERISA viol ationsmay besd f-corrected
withouttherisk that theDOL will bringcivil actionsor
impose penalties. The types of violations to be
corrected under the Program include: delinquent
delivery of employeecontributionstoatrust; prohibited
loans; and payment of excessiveplanexpenses. Full
correctionunder theFiduciary Correction Program
entailscorrectionof theviolation, cal cul ation of | osses,
full restoration of thelosseswithinterest or profits,
and, if applicable, digtributionof supplementa benefits
owedtoparticipantsandbeneficiaries. If thestepsare
properly followed, thePWBA will issuea“ noaction”
|etter.

One major change in the permanent Fiduciary
Correction Programinvolveseliminationof required
written noticeto participantsof correctionunder the
Program. Inaddition, themodified Programallows
forademinimisexception, wherecorrectionsof less
than $20 per individual are not required if thefiler
demonstratesthat thecost of makingthecorrection
exceedstheva ueof thecorrection. Also, theFiduciary
Correction Program is now expanded to cover
delinquent contributionstowel fareplans.

Inaddition, thel RSwill provideapplicantsunder
theProgramwithrdief fromIRSexcisetaxesassociated
with certain classesof transactionscorrected under
theProgram. However, if filersel ect suchexcisetax
relief, they must satisfy certain noticerequirements.
Thespecial circumstancesunder which afiler may
elect out of thelRSexcisetax include: (1) failureto
timely transmit partici pant contributionstothetrugt,
(2) themaking of aloanat fair marketinterest ratesto
aparty ininterest totheplan, and (3) thepurchaseor
saleof anasset at fair market val uebetweenaplanand
aparty ininterest.



NEWS BRIEFS

Prior to making an “eligiblerollover distribution”
(generdly, any digtributionother thanannuity payments
orminimumrequireddigtributions), aplanadministrator
is required to provide the recipient with certain
information. The IRS has previously published a
mode “ Speciad Tax Notice” whichsatisfiedthisnotice
requirement. Asaresult of thetax |law changesmade
by theEconomicGrowthand Tax Relief Reconciliation
Actof 2001 (“EGTRRA"), theprior version of the
IRSNoticeisnolonger accuratein certainrespects.
ThelRShasnow releasedanew versionof theNotice
which should be used for all distributions after
December 31, 2001. Asbefore, the Notice can be
editedtoomit portionsthat arenot applicable, suchas
the sectionson after-tax contributionsor employer
securities. Please contact usif you would like an
updatedversionof theNotice.

Thelnterna RevenueCoderequirestheuseof specific
interestand mortal ity assumptionswhendetermining
theamount of alump sum payment under adefined
benefit pensionplan.

Theinterest rate to be used in this calculation
cannot be greater than the interest rate on 30-year
Treasury Securities. The suspension of the sale of
suchsecuritiesby the Treasury Department | ast year
andthesuspens onof thepublished 30-year Treasury
Constant Maturity Rateearlier thisyear hascreated
confusononhowtocomplywiththeCoderequirement.
ThelRShasnow provided aninterim solutionuntil
Congress can enact an amendment tothe Code. In
Notice2002-26, thel RSannouncedthatitwill publish
amonthly average of the daily yields on 30-year
Treasuriesmaturingin February 2031, andthat this
ratemay beusedfor calculatinglumpsums.

InRevenueRuling 2001-62, thel RSannounced
an updated “ applicablemortality table.” Thisnew
table, based onablend of 50 percent mal /50 percent
female mortality ratesin the 1994 Group Annuity
Reserving Table (94 GAR), must be used for
distributionswith annuity starting dateson or after
December 31,2002, andmay beusedfor distributions
during calendar year 2002. This table generally
providesfor longer lifeexpectanciesand therefore
greater lumpsumamounts. Inadditiontocalculating
lump sums, it must al so beusedin adj usting benefit
limitations under Code Section 415(b)(2). A plan
amendment reflectingthisnew mortality tablemust be
adopted by theend of theplanyear that containsthe
effectivedate.

TheEconomicGrowthand Tax Relief Reconciliation
Actof 2001 (EGTRRA) madeanumber of changes
in the rules governing qualified retirement plans,
includingincreasingthecompensationandcontribution
limits,alowing*” catch-up” contributionsforemployees
age 50 or over, increasing vesting for matching
contributions, andexpandingrollover options, asmore
fully describedinour Specia Report dated July 16,
2001. Thesechangesaregenerally effectivefor the
2002 planyear.

A planamendment refl ecting thesechangesmust
beadopted by theend of the2002 planyear. ThelRS
hasissuedmodd “ goodfaith” amendmentsthat canbe
usedfor thispurpose. If agoodfaithamendmentis
adoptedthisyear, theplan sponsor canadopt amore
detailed amendment (presumably after applicable
regulationshavebeenissued) aslateastheend of the
2005 planyear.

Some planswere amended to include the new
goodfaithamendment whenrestated for GUST. If
your plan hasnot yet been amended for EGTRRA,
pleasecontact usfor further assi tanceinunderstanding
how EGTRRA affectsyour plan.



ThelRShasdeterminedthat thecost of weight loss
programsare deductibleasamedical expense, and
therefore may be reimbursed under a health care
flexiblespendingaccount.

RevenueRuling 2002-19dea swithtwo specific
situations. Inthefirst situation, theindividua was
diagnosed by a physician as obese. In the second
Situation, theindividua wasdirectedby aphysicianto
loseweight astreatment for hypertension. Inboth
cases, theindividual sincurred expensesfor initial
enrollmentinaweight lossprogram, meetingfeesand
diet fooditems. ThelRSfound that obesity wasa
diseaseandthat hypertens onwasamedica condition.
Thus, the weight loss program expenses were
deductible. However, thediet food expenseswere
not deductiblesincethediet foodwasasubstitutefor
thefoodtheindividua swouldnormally consume. The
rulingdoesnot addressother expensessuchashealth
clubduesor exerciseequipment.

Plan sponsors who would like to allow
reimbursement of wel ghtl ossprogramexpensesshould
review their plan documents to determine if any
revisionsarenecessary.
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