Medical Loss Ratio (MLR) FAQs

On December 7, 2011, the Department of Health and Human Services (HHS) issued final rules on the calculation and payment of
medical loss ratio (MLR) rebates to health insurance policyholders. Rebates are scheduled to begin being paid during 2012. The
following questions and answers provide information on the federal tax consequences to a health insurance issuer that pays a MLR
rebate and an individual policyholder that receives the MLR rebate. Information is also provided on the federal tax consequences to
employees when a MLR rebate stems from a group health insurance policy. These FAQs were last revised on April 2, 2012.

A. Insurance Company

Q1. Insurance Company issues health insurance both in the individual market and the group market during 2011. After determining
that it is required to pay MLR rebates on both types of policies issued by Insurance Company during 2011, Insurance Company
pays the rebates to the individual policyholders as cash payments in July 2012, and pays the rebates to the group policyholders as
premium reductions for coverage in July 2012.

What are the federal tax consequences to Insurance Company?

Al. MLR rebates paid by Insurance Company, either as cash payments or as premium reductions, are return premiums. Return
premiums reduce Insurance Company’s taxable income. The year in which Insurance Company takes the reduction and whether
Insurance Company may take an estimated reserve for the return premium are not addressed by this FAQ.

For a cash rebate paid to an individual policyholder, Insurance Company is not required to file a Form 1099-MISC with respect to
that payment or furnish a Form 1099-MISC to the individual policyholder unless (1) the total rebate payments made to that
policyholder during the year total $600 or more, and (2) Insurance Company knows that the rebate payments constitute taxable
income to the individual policyholder or can determine how much of the payments constitute taxable income. If Insurance Company
is required to file a Form 1099-MISC with respect to the rebate payment, it must also furnish a copy to the individual policyholder.
See Q&As 2 through 4 below for guidance on whether a cash payment or premium reduction constitutes taxable income to an
individual policyholder.

For a rebate paid to a group policyholder as a premium reduction, Insurance Company is not required to file a Form 1099-MISC or
furnish a copy to the group policyholder unless (1) the group policyholder is not an exempt recipient for Form 1099 purposes, (2)
the total rebate payments to that group policyholder during the year total $600 or more, and (3) Insurance Company knows that the
rebate payments constitute taxable income to the group policyholder or can determine how much of the payments constitutes
taxable income. Exempt recipients for which Forms 1099 generally are not required to be provided include corporations, tax exempt
organizations, and federal and state governments. Insurance Company can rely on a recipient’s claim of exempt recipient status on
a Form W-9; see the Instructions for Form W-9 or the General Instructions for Certain Information Returns. See Q&As 5-14 for
guidance on whether a premium reduction or cash payment constitutes taxable income to employees participating in a group health
plan. (Q&As 5-9 address after-tax premium payments and Q&As 10-14 address pre-tax payments.)

B. Policies Purchased on the Individual Market

Q2. In 2011, Aaron purchased and paid premiums for a health insurance policy for himself. Aaron does not deduct the premium
payments on his 2011 Form 1040 and does not receive any reimbursement or subsidy for the premiums. Based on his enroliment
during 2011, Aaron receives a MLR rebate on July 1, 2012.

Is Aaron’s MLR rebate subject to federal income tax?

A2. No. The MLR rebate that Aaron receives on July 1, 2012, is a rebate of part of his 2011 insurance premiums (a purchase price
adjustment). Because Aaron did not deduct the premium payments on his 2011 Form 1040, the rebate is not taxable whether
received as a cash payment or applied as a reduction in the amount of premiums due for 2012.

Q3. The facts for Beatrice are the same as the facts for Aaron in Question 2 except that she deducts the premium payments on
Schedule A of her 2011 Form 1040.

Is Beatrice's MLR rebate subject to federal income tax?

A3. Yes. The MLR rebate that Beatrice receives on July 1, 2012, is a rebate of part of her 2011 insurance premiums (a purchase
price adjustment). Because Beatrice deducted the premium payments on Schedule A of her 2011 Form 1040, the MLR rebate that
Beatrice receives on July 1, 2012, is taxable to the extent that she received a tax benefit from the deduction, whether the rebate is
received as a cash payment or applied as a reduction in the amount of premiums due for 2012. For more information on
determining whether there is a tax benefit from the deduction, see Itemized Deduction Recoveries in Publication 525, Taxable and
Nontaxable Income.




Q4. The facts for Charlie are the same as the facts for Beatrice in Question 3, except that Charlie is self-employed so that he
deducts the premium payments on line 29 of his 2011 Form 1040.

Is Charlie’s MLR rebate subject to federal income tax?

A4. Yes. The MLR rebate that Charlie receives on July 1, 2012, is a rebate of part of his 2011 insurance premiums (a purchase
price adjustment). Because Charlie deducted the premium payments on line 29 of his 2011 Form 1040, the MLR rebate that Charlie
receives on July 1, 2012, is taxable to the extent that he received a tax benefit from the deduction, whether the rebate is received
as a cash payment or as a reduction in the amount of premiums due for 2012. For more information on determining whether there is
a tax benefit from the deduction, see Non-ltemized Deduction Recoveries in Publication 525, Taxable and Nontaxable Income.

C. Group Policies — Employee After-Tax Premium Payments

In Questions 5 through 7, assume that the MLR rebates are provided only to employees participating in a group health
plan both in the year employees paid the premiums being rebated (in these examples, 2011) and the year the MLR rebates
are paid (in these examples, 2012).

Q5. In 2011, Daniel participated in his employer’s group health plan and received health coverage under the group health insurance
policy purchased directly by his employer under the plan. The plan provides that Daniel's employer pays for 60% of the premium for
each employee, and the employee pays for 40% of the premium on an after-tax basis. Daniel does not deduct the premiums on his
2011 Form 1040.

On July 1, 2012, Daniel's employer receives a MLR rebate of part of the 2011 group health insurance policy premiums. The MLR
rebate is made in the form of a reduction in the current year premium for coverage under the group health insurance policy. In
accordance with the terms of the group health plan and consistent with applicable Department of Labor (DOL) guidance, 60% of the
rebate is used to reduce the employer portion of the premium due for 2012, and 40% of the rebate is used to reduce the employee
portion of the premium due for 2012, but only for participants under the plan who also were participants under the plan during 2011.

Because Daniel participated in the plan during 2011 and 2012, he is entitled to a MLR rebate. As a result of the rebate and
corresponding premium reduction, Daniel’'s premium for 2012 coverage under the group health plan is reduced.

Is Daniel's MLR rebate income subject to federal income tax?

A5. No. The MLR rebate that Daniel receives in 2012 is a rebate of part of his 2011 insurance premiums (a purchase price
adjustment). Daniel paid taxes on his compensation as an employee and used part of the after-tax income to pay his portion of the
2011 premiums. He did not deduct the premiums; therefore, the rebate is not taxable when applied as a reduction in the amount of
premiums due for 2012. In addition, because the MLR rebate is a return of amounts that have already been subject to federal
employment taxes, the rebate is not subject to federal employment taxes.

Q6. Would Daniel's MLR rebate be subject to federal income tax if the insurance company had paid the MLR rebate in cash and
then the employer distributed the MLR rebate in cash to Daniel (consistent with applicable Department of Labor (DOL) guidance)
rather than reducing the premiums due for 2012?

A6. No. If Daniel receives a cash distribution because of the MLR rebate, the cash also is a reduction in the cost of his 2011
insurance premiums (a purchase price adjustment) and is not taxable. In addition, because the MLR rebate payment is a return of
amounts that have already been subject to federal employment taxes, the payment is not subject to federal employment taxes.

Q7. Would Daniel's MLR rebate be subject to federal income tax if Daniel had deducted his premium payment on his 2011 Form
1040?

A7. Yes. If Daniel deducted the premium payments on his 2011 Form 1040 and receives a MLR rebate in 2012, the MLR rebate is
taxable to the extent that he received a tax benefit from the deduction, regardless of whether the rebate is provided as a cash
payment or a reduction in the premium due for 2012. For more information on determining whether there is a tax benefit from the
deduction, see Itemized Deduction Recoveries in Publication 525, Taxable and Nontaxable Income. Because the MLR rebate is a
return of amounts that have already been subject to federal employment taxes, the rebate (whether applied to reduce Daniel's 2012
premium or provided as a cash payment) is not subject to federal employment taxes.

In Questions 8 and 9, assume that the MLR rebates are provided to all employees participating in a group health plan in
the year the MLR rebates are paid (in these examples, 2012), regardless of whether an employee participated in the plan in
the year the employees paid the premiums being rebated (in these examples, 2011).

Q8. In 2011, Doris participated in her employer’s group health plan and received health coverage under the group health insurance
policy purchased directly by her employer under the plan. The plan provides that Doris’'s employer pays for 60% of the premium for



each employee, and the employee pays for 40% of the premium on an after-tax basis.

On July 1, 2012, Doris’s employer receives a MLR rebate of part of the 2011 group health insurance policy premiums. The
employer may distribute the MLR rebate in cash or in the form of a reduction in the current year premium for coverage under the
group health insurance policy. In accordance with the terms of the group health plan and the applicable DOL guidance, the
employer applies 60% of the MLR rebate to reduce the employer portion of the premium due for 2012, and 40% of the rebate to
reduce the employee portion of the premium due for 2012 for all participants under the plan, regardless of whether the employee
who receives the MLR rebate participated in the plan during 2011.

Because Doris participates in the plan during 2012, she is entitled to a MLR rebate. As a result of the rebate and the corresponding
premium reduction, Doris’s premium for 2012 coverage under the group health plan is reduced.

Is Doris’s MLR rebate subject to federal income tax?

A8. No. Doris receives the MLR rebate due to her participation in her employer’s group health plan during 2012, and would not
have received the MLR rebate had she failed to participate in the plan during 2012. Therefore, the MLR rebate is a purchase price
adjustment that reduces the cost of her 2012 insurance premiums and is not taxable regardless of whether Doris deducted the 2011
premium payments on her 2011 Form 1040. If Doris deducts the premiums she pays for health care coverage on her 2012 Form
1040, the amount of the MLR rebate reduces the amount of her deduction because she is paying less for premiums. If Doris had
received the MLR rebate in cash, instead of as a premium reduction, Doris’s rebate also would not be subject to federal income tax
and would reduce the amount of any 2012 deduction for premiums paid by Doris on her Form 1040. In either case, Doris’s rebate
would not be wages subject to employment taxes.

Q9. In 2012, Edwin begins working for the same employer as Doris (and thus he did not participate in the plan during 2011). Edwin
participates in the plan beginning on his first day of employment. When his employer distributes the MLR rebate as a reduction in
Edwin’s 2012 premiums, Edwin’s premium for 2012 coverage under the group health plan is reduced.

Is Edwin’s MLR rebate subject to federal income tax?

A9. No. The MLR rebate Edwin receives is a purchase price adjustment that reduces the cost of his 2012 insurance premiums and
is not taxable. If Edwin deducts the premiums he pays for health care coverage in 2012 on his Form 1040, the amount of the rebate
reduces the amount of his deduction because he is paying less for premiums. If Edwin had received the MLR rebate in cash,
instead of as a premium reduction, Edwin’s rebate also would not be subject to federal income tax and would reduce the amount of
any 2012 deduction for premiums paid by Edwin on his Form 1040. In either case, Edwin’s rebate would not be wages subject to
employment taxes.

D. Group Policies - Employee Pre-Tax Payments

In Questions 10 and 11, assume the MLR rebates are provided only to employees participating in a group health plan both
in the year employees paid the premiums being rebated (in these examples, 2011) and the year the MLR rebates are paid
(in these examples, 2012).

Q10. Frances participates in her employer’s group health plan and receives health coverage under the group health insurance
policy purchased directly by her employer under the plan. Frances pays her portion of premiums on a pre-tax basis under her
employer's cafeteria plan. The plan provides that Frances’s employer pays for 60% of the health insurance premium for each
employee, and the employee pays for 40% of the premium.

On July 1, 2012, Frances'’s employer receives a MLR rebate of part of the 2011 group health insurance policy premiums. The MLR
rebate is made in the form of a reduction in the current year's premium for coverage under the group health insurance policy. In
accordance with the terms of the group health plan and consistent with applicable DOL guidance, the employer applies 60% of the
rebate to reduce the employer portion of the premium due for 2012, and 40% of the rebate to reduce the employee portion of the
premium due for 2012, but only for participants under the plan who also were participants under the plan during 2011.

Because Frances participates in the plan during 2011 and 2012, she is entitled to a rebate of $X. As a result of the rebate and
corresponding premium reduction, Frances’s salary reduction contribution under the cafeteria plan for 2012 is reduced by $X.

Is Frances’s MLR rebate subject to federal income tax?

A10. Yes. Because the MLR rebate is distributed as a premium reduction, the amount Frances pays for premiums through a salary
reduction contribution in 2012 is decreased by $X. Consequently, in 2012 there is a corresponding increase of $X in her taxable



salary that is also wages subject to employment taxes.

Q11. Will Frances also have an $X increase in taxable income during 2012 if the MLR rebate is provided in the form of a cash
payment and the employer distributes the MLR rebate to Frances in cash (consistent with applicable DOL guidance) instead of
reducing premiums for 2012 coverage?

Al1l. Yes. Frances will have $X more taxable income in 2012. The amount that Frances paid for premiums for health insurance was
subtracted from her salary on a pre-tax basis under her employer's cafeteria plan because it was used to pay for health insurance
premiums. The MLR rebate is a return to Frances of part of that untaxed compensation that is no longer being used to pay for
health insurance. Therefore, the MLR rebate that Frances receives in 2012 is an increase in taxable income that is also wages
subject to employment taxes.

In Questions 12 through 14, assume the MLR rebates are provided to all employees participating in a group health plan
during the year the MLR rebates are paid (in these examples, 2012), regardless of whether the employee who receives the
MLR rebate participated in the plan during the plan year covered by the MLR rebate (in these examples, 2011).

Q12. Fred participates during 2011 and 2012 in his employer’s group health plan and receives health coverage under the group
health insurance policy purchased directly by his employer under the plan. Fred pays his portion of premiums on a pre-tax basis
under his employer's cafeteria plan. The plan provides that Fred’s employer pays for 60% of the health insurance premium for each
employee, and the employee pays for 40% of the premium.

On July 1, 2012, Fred's employer receives a MLR rebate of part of the 2011 group health insurance policy premiums. The MLR
rebate is made in the form of a reduction in the current year's premium for coverage under the group health insurance policy. In
accordance with the terms of the group health plan and consistent with applicable DOL guidance, the employer applies 60% of the
rebate to reduce the employer portion of the premium due for July 2012, and 40% of the rebate to reduce the employee portion of
the premium due for 2012, for all participants in the plan (regardless of whether a participant was also a participant in the plan
during 2011).

Because Fred participates in the plan during 2012, he is entitled to a rebate of $X. As a result of the rebate and corresponding
premium reduction, Fred’s salary reduction contribution under the cafeteria plan for 2012 is reduced by $X.

Is Fred's MLR rebate subject to federal income tax?

Al12. Yes. Because the MLR rebate is distributed as a premium reduction, the amount Fred pays for premiums through a salary
reduction contribution in 2012 is decreased by $X. Consequently, in 2012 there is a corresponding increase of $X in his taxable
salary that is also wages subject to employment taxes.

Q13. Will Fred also have an $X increase in income during 2012 if the MLR rebate is made in the form of a cash payment and the
plan distributes the MLR rebate to Fred in cash instead of reducing premiums for 2012 coverage?

A13. Yes. Fred will have $X more taxable income in 2012. The amount that Fred paid for premiums for health insurance was
subtracted from his salary on a pre-tax basis under his employer's cafeteria plan because it was used to pay for health insurance
premiums. The MLR rebate is a return to Fred of part of that untaxed compensation that is no longer being used to pay for health
insurance. Therefore, the MLR rebate that Fred receives in 2012 results in an increase in taxable income that is also wages subject
to employment taxes.

Q14. George begins working for the same employer as Fred in 2012 (and thus he did not participate in the plan during 2011). He
participates in the plan during 2012. As a result of the rebate and corresponding premium reduction, George’s salary reduction
contribution under the cafeteria plan for July 2012 is reduced by $X.

Is George’s MLR rebate income subject to federal income tax?

Al4. Yes. Because the MLR rebate is distributed as a premium reduction, the amount George pays for premiums through a salary
reduction contribution is decreased by $X. Consequently, there is a corresponding increase of $X in his salary and the additional
salary is taxable income that is also wages subject to employment taxes.

If George receives an $X cash payment, he will have $X more taxable income in 2012. The amount that George paid for premiums
for health insurance was subtracted from his salary on a pre-tax basis under his employer's cafeteria plan because it was used to
pay for health insurance premiums. The MLR rebate is a return to George of part of that untaxed compensation that is no longer
being used to pay for health insurance. Therefore, the MLR rebate that George receives in 2012 is an increase in taxable income
that is also wages subject to employment taxes.



