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Full Steam Ahead: Affordable Care Act PreparationsContinue for
Employers and Issuers

On June 28, 2012, the Supreme Court of the UnitattSissued its much-anticipated
opinion inNational Federation of Independent Businessv. Sebelius, 567 U.S. _ (2012). The
Court ruled on two key issues in the Patient Ptair@nd Affordable Care Act (“ACA” or
“Act”): (i) it upheld the constitutionality of theadividual mandate as a tax; and (ii) it found
unconstitutional a provision that would permit ®ecretary of the Department of Health and
Human Services (“HHS”) to withdraw all of the fundiprovided to a state if that state chooses
not to expand Medicaid to certain thresholds sehfm the Act.

This memorandum provides a brief overview of thei€s decision as well as a

discussion of some of the near-term complianceessonfronting employers and issuers (per
the accompanying chart entitled “Timeline for N@arm ACA Compliance Activities”).

The Supreme Court’s Decision

The Supreme Court’s decision was surprising to mangt just because the Court
upheld the constitutionality of the entire Act, lngicause of the approach it took in doing so.

At issue was the constitutionality of two provissoof the Act — the requirement that
most Americans obtain certain qualifying coveragpay a “tax penalty,” which is commonly
referred to as the “individual mandate” (“IndividdMandate”), and the grant of permission to
the HHS Secretary to withdraw all of the funding\pded to a specific state if that state chooses
not to expand Medicaid to certain additional indivals as required by the Act (“Medicaid
Provision”).

Regarding the Individual Mandate

The Individual Mandate is codified in new sectid®BA of the Internal Revenue Code
of 1986, as amended (“Code”), which was added byse1501 of the ACA. Code section
5000A states that “[a]n applicable individual shHalleach month beginning after 2013 ensure
that the individual, and any dependent of the imligl who is an applicable individual, is
covered under minimum essential coverage for sumfitim’

As played out before numerous Federal Circuit Goumtultiple stakeholders, including
Attorneys General on behalf of more than half ef $hates, argued that the Individual Mandate
was unconstitutional.

Following several days of oral arguments in Martthe year, the Court issued its
opinion on June 28, 2012, upholding the constitaliy of the Individual Mandate. Although
the Court struck down the Individual Mandate asnaproper use of Congress’s authority under
the Commerce Clause (which generally provides Gasgybroad authority to regulate interstate
commerce and activities affecting interstate conugiit upheld the Individual Mandate as a
valid use of Congress’s taxing power. In a 5-4diglen, the Court upheld the Individual
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Mandate based on Congress’s broad authority uh@eConstitution to “lay and collect taxes.”
Art. 1, 8 8, cl. 1. Writing for the majority, Chidustice Roberts stated that the Individual
Mandate was effectively a tax and, as such, reddéeslaw constitutiondl. Specifically, the
Court stated:

The Affordable Care Act's requirement that certain
individuals pay a financial penalty for not obtagihealth
insurance may reasonably be characterized as a tax.
Because the Constitution permits such a tax, rasour

role to forbid it, or to pass upon its wisdom arriass.

Slip Op. at 44.
Regarding the Medicaid Provision

Under current Medicaid rules, states are requivezhty cover certain categories of
individuals, such as pregnant women, children, péachilies, the blind, the elderly, and the
disabled. States typically do not offer coveramettildless adults, and they have flexibility as to
the level of coverage they provide to covered aaieg of individuals.

Pursuant to the Medicaid Provision, which appearseiction 2001 of the ACA, Medicaid
coverage would be expanded to nearly all individualder age 65 with incomes up to 133% of
the federal poverty line. The federal governmeotil provide a significant subsidy to states
for providing such expanded Medicaid coverage. e\mwv, pursuant to ACA section 2001, if a
state did not expand Medicaid accordingly, thenHkhkS Secretary would have the authority to
withdraw allfederal Medicaid funding received by that state.

The Court concluded that the Medicaid Provisioneexis Congress’s authority under the
spending power, and thus is unconstitutional, bee#uvould permit the HHS Secretary to
withdraw all federal Medicaid funding received Img tstates. The Court reasoned that the
expansion of the Medicaid program contemplatechiyMedicaid provision is not just a
modification of the Medicaid program; a state coudd have anticipated that the Medicaid
program would have been modified to such an ext€he Court stated that the constitutional
violation is fully remedied by precluding the HH8c®etary from withdrawing existing
Medicaid funds for failure to comply with the reggments set out in the Medicaid Provision.

Implications of the Court’s Decision

The Court’s holding raises some interesting is$aeemployers, administrative service
organizations (“ASOs”), and issuers alike. Speaify, in holding that the Individual Mandate
constitutes a valid tax, the Court focused on #ut that the Individual Mandate was not punitive
in nature. This was important to the Court’s hotgibecause, generally for a tax to be valid, it

! Significantly, although the Court concluded tha tndividual Mandate is a tax for purposes of deieing its
constitutionality under the taxing power, it cordal that the Individual Mandate_is reotax for purposes of the
federal Anti-Injunction Act, which generally bangitsto challenge the collection of a tax before tdoeis actually
collected. With respect to the Individual Mandate,amounts will be collected by the governmeni @014.
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cannot be punitive in nature. The Court indicatead the provision did not even approach being
punitive in nature, stating:

We have already explained that the shared respbtysib
payment’s practical characteristics pass mustea dax
under our narrowest interpretations of the taximgver.
Because the tax at hand is within even those dinnts,
we need not here decide the precise point at whith
exaction becomes so punitive that the taxing podas
not authorize it.

Slip Op. at 43 (internal citations omitted).

Many stakeholders as well as commentators havaigoned whether the existing “tax
penalty” is of a sufficient amount to cause healtiminsured individuals (“Young Invincibles”)
to enter the insurance markets. The general coa@ee that if the tax penalty is insufficient, (i)
the insurance markets will not benefit from anuwfbf better than average health risks, and (ii)
Young Invincibles will wait to secure insured coxge until they need ie.g., after they become
injured or ill.

It is our understanding that certain stakeholdergehargued that the tax penalty should
be increased to protect the insurance markets stghie deleterious effects of adverse selection.
Based on the majority’s opinion, however, queryaRgent to which increasing the amount of
the existing tax penalty could subject the IndiddMandate to a new constitutional challenge to
the extent the modifications render it punitivenature.

Another interesting outgrowth of the Court’s deaisis the extent to which it reaffirms
that an individual has a free economic choice d®tohe or she complies with the Individual
Mandate. Essentially an individual may chooseitttee (i) forego coverage today and pay the
resulting tax penalty (albeit with the ability tecsire guaranteed coverage when needed), or (i)
secure qualifying coverage at the outset and ava@dax penalty in its entirety. Per the Court’s
decision, regardless of an individual’s choicephshe is a good, law-abiding citizen. In this
regard, the Court states as follows:

While the individual mandate clearly aims to indube
purchase of health insurance, it need not be eakkdtlare
that failing to do so is unlawful. Neither the Ambr any
other law attaches negative legal consequencesoto n
buying health insurance, beyond requiring a payreette
IRS.

Slip Op. at 37.
In light of the foregoing, one could expect Youngihcibles and others to engage in an

economic analysis that could lead some to foregerage in favor of paying the tax penalty
unless and until the time when they otherwise rees@rage — at which point they would enroll
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in coverage that is guaranteed to be availabledmtin the individual insurance markets.

Lastly, as noted above, the Court also ruled urtdatisnal the Medicaid Provision,
which would have permitted the HHS Secretary tddriaw all of the funding provided to a state
if that state chooses not to expand Medicaid ttagethresholds set forth in the Act. The
Court’s ruling with respect to the Medicaid Prowisicould pose some interesting issues for
individuals as well as for employers with lower wagorkers who might otherwise be eligible
for coverage under a state’s Medicaid program.

One question that has arisen is whether individwals reside in a state that elects not to
expand Medicaid coverage to individuals with howsglincome up to 133% of the federal
poverty line will be exempted from the Individuabktdate. Very generally, the Individual
Mandate is imposed on all individuals other thamaie individuals exempted for religious
reasons, individuals who are not lawfully presenthie US, and incarcerated individuals.
Additional exemptions apply in connection with fimegal status: (i) if an individual’s required
contribution for coverage for a month exceeds 8%afsehold income; or (ii) if an individual
has income below the income tax return filing thadd (generally income less than the sum of
the personal exemption and the standard deductl®ith respect to the former, most
individuals with household income between 100% HB8Po of the federal poverty line would
seem to be eligible to receive a premium tax cri@ahit thus their required contributions may not
be in excess of 8% of household income). Accolgirtgose individuals very possibly would
not be exempted and hence would be subject totheidual Mandate and applicable penalty.

Another question that has arisen in light of thes@€e holding pertains to the Act’s
employer shared responsibility provisions, or wisahore commonly referred to as the
“employer mandate” or “pay or play.” Pursuant emwnCode section 4980H, as added by section
1513 of the Act, for months beginning on or aftenuary 1, 2014, certain large employers will
have to provide affordable coverage that providesmum value to employees or face a
penalty. If an employee obtains a premium taxitewd purchases insurance through an
Exchange, then the employer could be liable foerafty.

Pursuant to new Code section 36B, premium tax tsgginerally will be available to
taxpayers with household income of or between 188#%400% of the federal poverty level
who do not receive Medicaid coverage, among oth€hals, if states choose not to expand
Medicaid coverage to taxpayers with household ircomto 133% of the federal poverty limit,
it is possible that some additional individuals whould otherwise have become covered by
Medicaid as a result of the expansion could recaipeemium tax credit and cause an employer
to become liable for a penalty under Code sectB804.

Ongoing Compliance Activities and Near-Term Requirenents

Notwithstanding the political and historical sigoénce of the Court’s decision, the
ruling is unlikely to materially affect the ongoiegmpliance activities of employers, ASOs and
issuers. The upcoming presidential and congreab@actions on Novembef'&ould certainly
lead to changes to, or possibly a wholesale regfetthe ACA, depending in large part on
whether President Obama is reelected and/or whBgublicans take control of the Senate and
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maintain control of the House. Nonetheless, engrmyissuers, and ASOs likely would be best
served by continuing to work toward complying witle various provisions of the ACA,
especially given that many new requirements tatecethis summer or fall, or with respect to

2013 plan year coverage.

For your convenience, the accompanying chart setis & series of near-term issues that
should be considered by employers, ASOs and isssepart of their ongoing ACA compliance
efforts.

For more information, please call (202) 624-2500.

Matthew Craig Seth Perretta Allison Ullman

IRS CIRCULAR 230 NOTICE: As required by the InterRevenue Service, we inform you that

any tax advice contained in this communication was intended or written to be used or

referred to, and cannot be used or referred tdoi)he purpose of avoiding penalties under the
Internal Revenue Code, or (ii) in promoting, maikgtor recommending to another party any
transaction or matter addressed in this commuwicati
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