AAEQEe a5 DEFINED CONTRIBUTION HEALTH CARE

WHAT IS IT?

Defined Contribution Health Care is an employer funding strategy that seeks to fully or partially limit (i.e., "define") an

employer's cost for delivering health insurance to employees. Rather than defining the benefit to be provided (e.g., $15
copayment, $250 deductible, 80% coinsurance), an employer contributes a defined dollar amount and plan participants
decide for themselves how to best spend the money.

Traditionally, a form of defined contribution has been used by employers to set annual employee contributions. For
example, employers might give employees an annual allowance to elect options within a cafeteria plan. If the employer
contribution is inadequate to fund the option, the employee has to pay the difference. While this cost sharing exercise
helps limit employer expenses in a given year, it does little to limit annual increases in cost as most employers have been
compelled to adjust their annual contribution to keep pace with health care inflation.

Defined contribution health care in its purest form would evolve to parallel what employers accomplished in retirement
plans, where they moved away from defined benefit pension plans to defined contribution savings plans like 401(k)s.
From an employee’s perspective, 401(k) plans are highly regarded because the employee self-directs how their
retirement money is invested and they can take their money with them if they change jobs.

It's possible that health care delivery will make a similar transition, with employees self-directing their employer's and
their own dollars to purchase the health insurance plan(s) that make the most sense for them. These purchases might be
made from within a health care "exchange" or "supermarket" that removes employment as the driver for health care
coverage. Employers would not maintain health plans; they would merely fund employee accounts based on a defined
contribution formula. An employee's account within an exchange or supermarket might include contributions from the
spouse's employer, the employee, the government, or investment earnings on the principal in the account. The
employee and his/her family would select from a menu of available health plans, and premiums would be deducted
from the account on a regular basis. Changes in employment, including retirement, would not necessitate a change in
health plans since the employee's coverage would not be directly tied to his/her employer.

Two states currently offer health care exchanges. Utah launched the Utah Health Exchange in 2009 for individuals who

do not have access to employer coverage. As of January 1, 2011, employers in Utah with 2-50 employees now have
access and a pilot group is also underway for large employers with more than 50 employees. Massachusetts also
enacted an exchange in 2006, requiring all residents, with a few exceptions, to obtain health insurance. With the
passage of the Federal Patient Protection and Affordable Care Act (PPACA) in 2010, either a nationally-managed
exchange or state-managed exchanges are expected to be available effective January 1, 2014.

The defined contribution concept appeals to employers who seek to control costs while encouraging informed
consumption of health care. Advocates of defined contribution plans believe that limiting available dollars but
promoting access to available knowledge will lead to health care that is both more cost efficient and of higher quality.
Consumer Directed Health Plans (CDHPs) may provide employers more long term traction in cost control for both
themselves and their employees.
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http://www.arlengroup.com/facts/fact_cafeteria.pdf
http://exchange.utah.gov/
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WHY OFFER IT?

e Controls employer costs

e Shifts responsibility from employer to participants

e Encourages participants to be price-sensitive and educated consumers of health care
e Increases flexibility and choice for participants

WHAT TYPES AND SIZE OF EMPLOYERS OFFER IT?

Many employers (large and small) already incorporate a defined contribution into their employee contribution rate
setting process. As further guidance on health care exchanges is released from Congress, more employers may utilize
defined contributions.

WHAT ARE THE CRITICAL UNDERWRITING OR PARTICIPATION REQUIREMENTS?

Since defined contribution is a funding strategy as opposed to a health care option, there are broad financial
considerations rather than specific underwriting requirements. Additionally, significant and formal tax changes that
promote tax favored employee and employer funding of health care exchanges will have to occur to create an
environment that promotes its growth.

HOW MUCH DOES IT COST?

Because this is a strategy that can incorporate a variety of delivery systems and plan designs, there is no definitive price.

INFORMATIONAL LINK(S)

e Consumer Directed Health Plans Fact Sheet (ArlenGroup)

e Understanding Defined Contribution Health Plans (American Academy of Actuaries)

e Defined Contribution Health Insurance (National Center for Policy Analysis)

e Consumers Take Charge: Defined-Contribution Health Plans (Wharton School of the University of Pennsylvania)

/A e ARLEN g rou p This Fact Sheet is designed to provide a general overview of the benefit program, service, or

regulatory act it describes. The information included in this document is not a substitute for legal
or professional opinion relative to a plan sponsor’s particular fact pattern. Your ArlenGroup
A DIVISION OF ALLIANT INSURANCE SERVICES, INC. consultant can answer more specific questions relative to its application for your organization.
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http://www.arlengroup.com/facts/fact_cdhp.pdf
http://www.actuary.org/pdf/health/dc_june02.pdf
http://www.ncpa.org/pub/bg154
http://www.strategy-business.com/press/sbkw2/sbkwarticle/23130?pg=all
http://www.upenn.edu/

