
Insights 
from Human Resource Services 
 

www.pwc.com 

 
 

IRS gives first glimpse of rules on 
ACA excise tax on high cost health 
plans and asks for input 

February 27, 2015 

In brief 

The IRS has issued a Notice laying out some initial views and requesting comments on the Affordable 

Care Act (ACA)’s excise tax on high cost employer-sponsored health coverage, sometimes called the 

‘Cadillac tax’.  The excise tax is effective for taxable years beginning after December 31, 2017. Notice 

2015-16 provides the first opportunity for employers and insurance providers to see how IRS may 

interpret the excise tax rules. The Notice also provides insight on potential future IRS guidance on 

COBRA coverage. This is the first of two expected IRS notices on the excise tax; the second will address 

procedural issues relating to the calculation and assessment of the excise tax. Interested parties should 

take this opportunity to provide comments on Notice 2015-16 by the May 15, 2015 deadline. IRS will 

consider comments submitted in response to the notices before issuing proposed regulations. 

 

In detail 

Background 

ACA added Internal Revenue 
Code section 4980I, imposing a 
40% nondeductible excise tax 
on the value of applicable 
employer-sponsored health 
coverage (‘Applicable Coverage’) 
provided to an employee that 
exceeds a statutory dollar 
amount, beginning in 2018. The 
limits for 2018 are $10,200 for 
self-only coverage and $27,500 
for other-than-self-only 
coverage (‘Family Coverage’) 
and for any coverage under a 
multiemployer plan, with 
adjustments possible in certain 
circumstances. Higher limits 
apply with respect to retiree 
coverage and coverage for 

employees engaged in a high-
risk profession. These amounts 
will be adjusted annually. The 
annual statutory limit is 
prorated and applied monthly.  

Applicable Coverage is coverage 
under any group health plan 
made available to the employee 
by an employer that is 
excludible from the employee’s 
gross income under Section 106 
or that would be excluded if it 
were employer-provided 
coverage. Section 106 excludes 
from income the value of 
premiums paid by an employer 
towards employee health 
coverage. An employee for this 
purpose includes a former 
employee, surviving spouse or 
other primary insured 

individual under the group 
health plan. 

The law provides that the cost of 
Applicable Coverage is 
determined under rules similar 
to the rules for determining the 
premium that may be charged 
under COBRA, and it is 
determined separately for self-
only coverage and for Family 
Coverage.  

Observation 

Under a separate provision of 
ACA, employers must report the 
cost of Applicable Coverage on 
employees’ Forms W-2. This 
requirement was effective for 
2012, and employers have been 
complying with it based on 
interim guidance provided in  
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Notice 2012-9. Notice 2012-9 will 
continue to apply for Form W-2 
purposes until changed by IRS, but 
will not apply for purposes of the 
excise tax. IRS does not anticipate 
that the rules for Form W-2 reporting 
and for the excise tax will be the 
same. 

What is Applicable Coverage? 

The law broadly defines Applicable 
Coverage as coverage under any group 
health plan made available to an 
employee if the coverage would be 
excludible from the employee’s 
income if paid by the employer. For 
these purposes, coverage is the 
premium cost or value, and not the 
actual health treatment received. 
Coverage is Applicable Coverage 
without regard to whether the 
employee or the employer pays for the 
coverage, and generally without 
regard to whether the employee 
payment is before- or after-tax. 
Coverage under a group health plan 
for self-employed individuals is 
Applicable Coverage if any part of the 
cost of coverage can be deducted 
under Section 162(l).  

In addition to basic medical coverage 
under the general definition, 
Applicable Coverage includes: 

 health FSAs  

 HSAs and Archer MSAs 

 retiree coverage 

 multiemployer plans 

 coverage for a specified disease or 

fixed indemnity insurance that is 

excludible from income. 

Applicable Coverage does not include: 

 accident or disability income-only 

insurance 

 liability insurance, including 

general liability, automobile 

liability insurance, and 

supplemental liability insurance 

 worker’s compensation  

 long-term care 

 coverage for a specified disease or 

fixed indemnity insurance that is 

not excludible from income 

 dental or vision coverage provided 

under a separate policy, certificate 

or contract of insurance.   

The Notice says future proposed 
regulations will likely provide that 
employer contributions to HSAs and 
Archer MSAs, including employee 
salary-reduction contributions to 
HSAs, are included in Applicable 
Coverage, and employee after-tax 
contributions to these accounts are 
not. 

Observation 

Some practitioners had hoped that 
employee salary reduction 
contributions to HSAs would not be 
included in the cost of coverage 
subject to the excise tax. Because 
after-tax contributions to HSAs may 
be deducted by individuals for federal 
income tax purposes, a possible 
approach for reducing excise tax 
exposure may be for employers to 
amend their plans to permit 
employee HSA contributions only on 
an after-tax basis. Under the 
preliminary guidance in the Notice, 
such after-tax contributions would 
not be counted as Applicable 
Coverage for excise tax purposes; but 
employees could achieve nearly the 
same tax result by separately 
reporting deductible contributions on 
their own individual federal income 
tax returns. 

IRS is seeking comments about how 
several additional types of benefits 
should be treated: 

 self-insured dental and vision 

benefits 

 Employee Assistance Programs 

 on-site clinics 

 Health Reimbursement 

Arrangements. 

The law specifically states that dental 
and vision benefits ‘provided under a 
separate policy, certificate or contract 
of insurance,’ are not Applicable 
Coverage.  Taxpayers have asked 
whether this exception will apply to 
self-insured programs. Under recently 
amended regulations, both insured 
and self-insured coverage for limited 
scope dental and vision benefits are 
excepted benefits. Notice 2015-16 asks 
for comments on any reasons why this 
approach should not also be taken for 
purposes of the excise tax.  

Under the same regulations on 
excepted benefits, the agencies added 
certain Employee Assistance 
Programs (EAPs) to the list of 
excepted benefits; IRS has asked for 
comments on excluding the cost of 
such EAPs from Applicable Coverage. 

IRS is also asking for input on 
whether to exclude the cost of on-site 
medical clinics that offer only de 
minimis medical care to employees. 
Currently, first-aid treatment 
provided to current employees for free 
is not subject to COBRA. The IRS is 
asking for comments on whether this 
exclusion should apply to the excise 
tax, and how to treat clinics that offer 
certain services in addition to first aid, 
such as immunizations, injections of 
antigens (such as allergy shots) 
provided by the employee, providing 
aspirin and other non-prescription 
pain relievers, and treatment of work-
related injuries beyond first aid. IRS is 
considering whether a specific dollar 
amount of costs should be excluded, 
or whether any exclusion should be 
based on the type of benefits provided, 
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and requests comments on how to 
determine the cost of coverage 
provided by an onsite medical clinic 
that is Applicable Coverage. 

How do you determine the cost 
of Applicable Coverage? 

The cost of Applicable Coverage is to 
be determined under rules similar to 
those for determining the applicable 
premium under COBRA (not 
including the additional 2% charge 
permitted under COBRA). Generally, 
the COBRA premium is the cost for 
providing coverage to similarly 
situated beneficiaries who are not 
eligible for COBRA. The current 
COBRA regulations lack detailed 
guidance for determining the 
applicable premium; instead the 
regulations require plans and 
employers to operate in good faith 
compliance with a reasonable 
interpretation of the law. 

The IRS is considering various 
approaches to determining the cost of 
Applicable Coverage for purposes of 
the excise tax, and is considering 
whether to apply these approaches for 
determining the COBRA applicable 
premium as well. IRS has asked for 
comments on the determination 
period that should be used to 
determine costs for the two purposes, 
and whether for purposes of the excise 
tax a method using actual costs for the 
year for which the tax may apply 
would be feasible. IRS has asked for 
comments on whether any alternative 
approaches to determining the cost of 
Applicable Coverage would be 
consistent with the statute and, if so, 
would be useful. Alternative methods 
that have been suggested include 
determining the cost of Applicable 
Coverage based on the cost of 
coverage available in the exchange, or 
based on actuarial values or other 
metrics. 

The Notice includes some general 
rules for determining the cost of 

Applicable Coverage under the new 
excise tax on high cost health plans. 

 The cost of self-only and Family 

Coverage must be calculated 

separately. 

 The cost of a health FSA is the sum 

of employee pre-tax contributions 

and any employer contributions to 

the FSA. 

 The cost of HSAs and Archer MSAs 

is the sum of employer 

contributions and employee pre-

tax contributions to the account. 

 The excise tax is not included in 

the cost of Applicable Coverage. 

 The plan may treat pre-65 retirees 

and post-65 retirees as similarly 

situated beneficiaries in 

determining the cost of retiree 

coverage. 

The rules apply only to employees and 
former employees who are covered 
under employer-sponsored coverage, 
and the tax applies to the value of 
coverage over the statutory limit. 
Thus, only the specific coverage 
received by the enrolled employee is 
taxed.  

Observation  

The employer mandate penalties are 
based on an offer of coverage (the 
cost of which may be above or below 
the limit on Applicable Coverage), but 
the excise tax is based on coverage in 
which the employee is enrolled each 
month. This means that employers or 
their vendors will have to calculate 
the tax based on information about 
the employee’s enrollment in a 
particular benefit package and 
coverage tier for each calendar 
month. 

Determining the costs for similarly 

situated individuals 

The COBRA applicable premium for a 
qualified beneficiary is based on the 

cost of coverage for similarly situated 
non-COBRA beneficiaries (employees, 
spouses, and dependents who receive 
coverage for a reason other than 
COBRA). IRS anticipates that a 
similar standard will apply to 
determine the cost of Applicable 
Coverage. Under this approach, each 
group of similarly situated individuals 
would be determined, starting with all 
those covered by a particular benefit 
package, then subdividing that group 
based on certain mandatory rules, and 
then allowing the employer to further 
subdivide based on permissive rules. 

An employer would first be required 
to determine each separate benefit 
package and group employees by the 
specific benefit package in which they 
are enrolled. Benefit packages would 
be considered different based on 
differences in health plan coverage.  

Observation 

Under the IRS proposed approach, a 
standard plan and a high deductible 
plan would be two separate benefit 
packages. The proposed approach 
might limit an employer’s ability to 
treat pre- and post-65 retirees as 
similarly situated beneficiaries if they 
are covered by different benefit 
packages, such as a PPO for pre-65 
retirees and an HRA for post-65 
retirees. Further explanation of this 
issue from IRS would be helpful.  

After sorting employees based on 
benefit packages, the employer will be 
required to split the employees within 
each group into self-only and Family 
Coverage based on actual enrollment. 
The law does not require the employer 
to further divide Family Coverage 
based on the number of individuals 
who are receiving coverage. IRS is 
considering an approach under which 
an employer could determine one cost 
of Family Coverage even though 
actual cost varied depending on how 
many individuals were covered in 
addition to the employee. 
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IRS is considering allowing, but not 
requiring, employers to further divide 
the groups based on distinctions that 
have traditionally been made in the 
group insurance market, both for 
purposes of determining the cost of 
Applicable Coverage and for COBRA. 
IRS is considering two approaches: (i) 
setting a broad standard such as 
allowing the employer to divide the 
group based on bona fide 
employment-related criteria, 
including the nature of compensation, 
specified job categories, collective 
bargaining status, etc., while 
prohibiting the use of any factor 
related to an individual’s health; or (ii) 
a more specific standard such as a list 
of specific categories (e.g., separate 
groups for current and former 
employees, or disaggregation based on 
geographic location or the number of 
individuals covered) into which the 
employer could divide the larger 
group. 

Observation  

IRS is requesting comments on how 
to determine groups of similarly 
situated employees, including areas 
in which additional guidance would 
be beneficial. IRS is specifically 
requesting comments on how to 
determine which benefit packages are 
identical and which have sufficient 
differences to be treated as separate 
benefit packages. IRS is also asking 
for input on the permissive 
disaggregation rules and whether 
there is a preference to have a broad 
standard or a specific list of possible 
subgroups. Further, IRS is asking for 
comments on the extent these rules 
should be applied for COBRA 
purposes as well. 

Calculating the cost for self-insured 
plans 

Under COBRA there are two methods 
for determining the cost of a self-
insured plan, the actuarial basis 
method and the past cost method. A 
plan must use the actuarial basis 

method unless the plan administrator 
elects to use the past cost method and 
the plan is eligible to use that method.  

Under the actuarial basis method, the 
applicable premium for COBRA is 
equal to a reasonable estimate of the 
cost of providing coverage for 
similarly situated beneficiaries 
determined on an actuarial basis and 
taking into account certain factors set 
by IRS (however, IRS has not yet 
issued any guidance on those factors). 
To determine the cost of Applicable 
Coverage for excise tax purposes, IRS 
is considering whether to propose a 
standard that such cost is equal to a 
reasonable estimate of the cost of 
providing coverage under the plan for 
individuals in the group using 
reasonable actuarial principles and 
practices. Under this rule, the 
estimate would be an estimate of the 
actual cost the plan is expected to 
incur, not the minimum or maximum 
exposure that the plan could have for 
that period.  

Observation 

IRS is specifically requesting 
comments on whether it would be 
preferable to specify a list of factors 
that must be satisfied to make the 
actuarial determination of the cost 
and whether the regulations should 
require some accreditation of the 
individuals making the actuarial 
estimates. IRS is also interested in 
comments on whether the same 
approach should be applied for 
COBRA purposes. 

Under the past cost method, the 
COBRA premium is the plan’s cost for 
similarly situated beneficiaries for the 
same period during a prior 
determination period, with a cost-of-
living adjustment. An employer is not 
allowed to use the prior cost method if 
there is a significant difference in the 
benefits or employees covered by the 
plan between the current 
determination period and the 
preceding determination period. The 

applicable premium for a period 
under the past cost method must be 
determined for a period of at least 12 
months and must be made before the 
beginning of that period.  

The IRS intends to issue guidance on 
what costs need to be taken into 
account in determining the cost of 
Applicable Coverage under a self-
insured plan, including claims, 
premiums for stop-loss or reinsurance 
policies, administrative expenses, and 
reasonable overhead expenses. IRS is 
asking for comments on whether to 
use the cost of claims paid during the 
measurement period or the cost of 
claims incurred during the 
measurement period. IRS is also 
considering how far in advance the 
measurement period can be before the 
related determination period. The IRS 
is currently considering a rule that 
would allow a 12 month measurement 
period that ends no more than 13 
months before the beginning of the 
related determination period. This 
rule could apply both for COBRA 
premiums and the cost of Applicable 
Coverage for excise tax purposes. 

Observation 

In the Notice, IRS stated it is 
considering a rule under COBRA that 
would generally require use of one 
method for a period of at least five 
years, unless there is a significant 
change in the benefits or employees 
covered by the plan. In that case, a 
plan moving from the past cost to the 
actuarial basis method might be 
required to use the actuarial basis 
method for two years after the 
significant change. This restriction 
would limit employer flexibility in 
setting COBRA rates. IRS is asking 
for comments on whether a similar 
standard should be used for 
calculating the cost of Applicable 
Coverage for purposes of the excise 
tax.  
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Calculating the cost of HRAs 

Future guidance is expected to 
provide that a health reimbursement 
account (HRA) is Applicable 
Coverage. Under guidance issued in 
2002, COBRA premiums under an 
HRA may not be based on a qualified 
beneficiary’s reimbursement amounts 
available under the HRA. IRS is 
considering an approach under which 
the Applicable Cost of an HRA for 
excise tax purposes would be based on 
amounts newly available to the 
employee each year (with a transition 
rule that would not consider amounts 
carried over or newly available before 
2018). IRS is concerned this might 
overvalue the HRA, however, because 
the contributions may not be used in 
the current year for medical care. One 
possible alternative approach 
suggested by the IRS would be to 
aggregate the costs (claims and 
administrative expenses) for the year 
for all self-only HRAs and for all 
Family Coverage HRAs, and divide by 
the number of employees covered for 
the year at each coverage level. 
Another alternative would be to 
permit or require employers to use the 
actuarial basis method to calculate the 
cost of coverage for an HRA. 

Observation 

Some had hoped HRAs might be 
excluded in determining Applicable 
Coverage subject to the excise tax. 
Others have suggested that an HRA 
that may be used only to fund the 
employee contribution to employer-

sponsored coverage should not be 
included in Applicable Coverage and 
that contributions that may be used 
for coverage that is not Applicable 
Coverage should not be taken into 
account. IRS has asked for comments 
on these and other issues concerning 
HRAs under Section 4980I.  

Applicable dollar limit 

Several issues were highlighted 
concerning the applicable dollar limits 
for self-only and Family Coverage, 
including plans where an individual 
simultaneously has different levels of 
coverage for different benefits that are 
considered Applicable Coverage. No 
guidance was suggested regarding the 
adjustments to the limits that are 
provided in the statute, including the 
adjustment to the dollar limits for 
2018 if health care costs exceed those 
anticipated when ACA was passed, 
and the cost-of-living adjustments 
that are to apply after that time. IRS 
has requested comments on the 
adjustment to the limit for qualified 
retirees, for age and gender 
adjustments for employers whose 
workforce is different from the 
national workforce, and for those in 
high-risk professions, including how 
an employer is to determine whether 
an individual is a qualified retiree and 
whether the majority of employees 
under the plan are in high-risk 
professions; how to determine what 
constitutes the ‘plan’ under these 
rules; and whether age and gender 
safe harbors should be adopted.  

The takeaway 

Employers and insurers have been 
awaiting guidance on the tax on high-
cost plans since the enactment of 
ACA. Plan design decisions, as well as 
financial reporting obligations, 
depend on how these rules will be 
interpreted and the possibility of 
imposition of the excise tax. Notice 
2015-16 is a first step in the 
development of guidance under these 
rules, and gives some idea of how the 
provision may be interpreted by the 
IRS. Stakeholders will welcome the 
opportunity to work on the 
development of rules in advance of the 
effective date of the provision, so that 
they may better plan for the benefits 
to be provided to employees. Further 
developments will be anxiously 
awaited, because the Notice doesn’t 
provide enough certainty for 
employers and insurers to move 
forward with full confidence in 
designing plans to minimize exposure 
to the excise tax, or to develop the 
administrative and operational 
approaches that will be needed to 
comply.  
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