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Public Employees’ Benefits Program 

HEALTH SAVINGS ACCOUNT (HSA) 
 
 

 

 

One of the key benefits of an HSA is a triple tax advantage! An HSA is a tax advantaged 

savings account for medical expenses. Basically, it is your own savings account for medical 

expenses that you own forever and can even invest and grow. An HSA is tax advantaged in 

three key areas: contributions, earnings, and distributions. The goal of an HSA is easy; to 

amass as much of a safety net, or nest egg, as possible to cover future medical expenses. 

 
Summary of benefits of an HSA 

 
• Receive tax-free contributions from PEBP 

• Employees may voluntarily contribute to their HSA through pre-tax payroll deductions 

• Use to pay out-of-pocket medical expenses during the deductible and/or coinsurance 

phase of benefits 

• Contributions are tax deductible from gross income 

• Funds grow tax-deferred 

• NEVER taxed when used for qualified medical expenses 

• Funds rollover from one year to the next - no “use it or lose it” 

• Portable – the funds in the account are yours so the money goes with you wherever 

you go 

 
1. HSA contributions are tax free 

 
Similar to a 401(k), money you contribute is pre-tax. This means you do not pay income taxes 

on the money you contribute to your HSA. For example, if you earn $35,000 per year, and 

invest $3,000 in your HSA, you will pay tax on $32,000 of income. You save an amount equal 

to your contribution multiplied by your tax rate. 

Example: $3,000 contribution x 25% tax rate = $750 tax savings 

What is the advantage? You keep more of the money you earn, instead of paying it out in 

taxes. So, a $3,000 contribution is only costing you $2,250. 
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HSAs can be especially beneficial at tax time! 
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2. Your HSA earnings grow tax free 

Capital gains occur when you sell an asset at a higher price than what you paid for it. 

Basically, you pay tax on your profit. With an HSA, you do not owe taxes on your interest 

income or capital gains that accrue in your health savings account. 

Why the advantage? Consider the concept of compound interest. Instead of paying your 

investment gains out in taxes, those gains can further grow and the gains on the initial gains 

can grow. The net result is that your money will be worth more over time. By contributing to 

your HSA each month, and making long term investments, you can grow it into a nest egg 

for medical expenses or retirement. 

 

 
3. Disbursements are tax free 

 
The primary purpose of an HSA is to use the funds to pay for qualified medical expenses – 

tax free. You are not taxed on distributions used to pay for qualified medical expenses for 

yourself, your spouse, or your dependents (regardless of whether they are covered by the 

insurance plan). Distributions may be deferred to later taxable years to pay, or reimburse 

qualified medical expenses as long as the expenses were incurred after the HSA was 

established. At age 65, you can treat certain insurance premiums (e.g., Medicare Part B 

premiums and retiree share of employer sponsored health care) as qualified medical 

expenses (if not otherwise reimbursed by a Health Reimbursement Arrangement). At age 65, 

you can also take money out of the HSA for non-medical reasons, penalty free but subject to 

normal income taxes. 

 
 

Control over expenses 
 

 
HSAs allow you to control your medical finances because you determine where your HSA 

money is spent. You decide how much money you want to set aside for health care costs. 

HSAs can be used to pay out-of-pocket medical expenses that apply to your deductible and 

coinsurance (for you and your tax dependents) regardless of whether or not your dependents 

are covered by your insurance plan. Unlike Flexible Spending Accounts, money in an HSA 

rolls over from year to year. 

 

HSAs give you the freedom to choose the medical care you prefer! 
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Variety of Uses 
 

Using pre-tax dollars, you can pay (or get reimbursed) for your share of the cost of eligible 

health care expenses for most medical, dental and vision services, including qualifying 

medical services provided by out of network providers, and some benefits that are excluded 

from your health plan. For a list of qualified medical expenses, visit www.irs.gov and search 

Publication 502. 

 

What is a Qualified Medical Expense (QME)? 

Qualified Medical Expenses (QME) are the costs of diagnosis, cure, mitigation, treatment, 

or prevention of disease, and the costs for treatments affecting any part or function of the 

body. These expenses include payment for medical services rendered by physicians, 

surgeons, dentists, and other medical practitioners. They include the costs of equipment, 

supplies, and diagnostic devices needed for these purposes. 

 

How can I pay for my QME? 

Pay using your HSA – when you incur a medical expense, you can pay for it directly out of 

your HSA. This can be in the form of a debit card or a check. 

Pay out-of-pocket – you can instead opt to pay for your expenses out-of-pocket and 

reimburse yourself at the time of your choosing. The advantage here is the “at the time of 

your choosing.” This can be that same day or anytime in the future. Paying out-of-pocket 

allows you to build up unreimbursed QME credits. Look at it as a backup “emergency fund” 

as you can pull money – tax free – from the HSA in a pinch. Either way, make sure you save 

your receipts when paying out-of-pocket. Proper record keeping is important in the event of 

an IRS audit and reconciling your future HSA reimbursement. 

 

What are the benefits of an HSA? 

• Receive tax-free contributions from PEBP and employees may voluntarily contribute to 

their HSA through pre-tax payroll deductions 

• HSA funds may be used to pay out-of-pocket medical expenses during the deductible 

and/or coinsurance phase of benefits 

• Contributions are tax deductible off gross income 

• Funds grow tax-deferred 

• NEVER taxed when used for qualified medical expenses 

• Funds rollover from one year to the next, there is not “use it or lose it” provision 

• Portable – you own the money so it goes with you wherever you go 

 

An HSA can be used to pay for most health care related expenses. 

http://www.irs.gov/
http://www.irs.gov/
http://www.irs.gov/
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What does the Consumer Driven (high deductible) Health Plan offer? 

• Monthly premium cost is generally lower than an EPO or HMO plan 

• An HSA with PEBP with tax-free contributions 

• Flexibility to use in-and-out of network providers 

• Worldwide coverage 

• Pays 100% of covered in-network health care expenses after the annual out-of-pocket 

maximum is met 

• Eligible preventive care services are covered 100% when received from in-network 

providers 

 
Is an HSA plan the right choice for me? 

 
1. Do you want to save money for current and future health care expenses? 

HSA plans have two primary components – health insurance coverage and a tax advantaged 

savings account. You can use the money in the savings account to pay for your current and/or 

future health care related expenses, but you also own the money in the account regardless 

of whether you change your health plan, change jobs or retire. Also, HSA funds can be turned 

into a long-term health care savings plan by investing money in mutual funds or other 

opportunities. 

 
2. Which type of health plan offers a better financial value? 

Do you prefer to save money by paying lower monthly premiums in exchange for paying 

some of the initial costs of your health care services out of your own pocket (i.e., deductible)? 

Or, would you rather pay a higher monthly premium in exchange for your insurance plan 

covering a portion of your costs from day one (i.e., copayments)? With an HSA plan you can 

put money into your tax advantaged savings account to build interest, and use it TAX FREE 

for qualified medical expenses during the deductible and coinsurance phase of your benefits. 

 
3. Have you considered all of the relevant costs for each plan? 

To compare plan options, you should consider all of the cost elements associated with each 

plan: monthly premiums, deductible/coinsurance, annual out-of-pocket maximums, and 

copayments. Depending on your health needs, the Consumer Driven Health Plan (CDHP) 

may cost less overall than repeatedly paying an EPO or HMO plan’s copayments and higher 

monthly premiums. 

 
4. Will I lose unused money in the HSA? 

HSA plans do not have a “use it or lose it” provision. HSA plans let you rollover your unused 

dollars from one year to the next, so you don’t have to worry about ever forfeiting your money. 
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2018 HSA Contribution Limits 

2018 offers employees additional opportunities to save for current and future health 

care expenses with an HSA. 

For calendar year 2018, HSA holders can choose to save up to $3,450 for an individual and 

$6,850 for a family (HSA  holders 55 and older get  to  save  an extra  $1,000  which means 

$4,450 for an individual and $7,850 for a family) – and these contributions are 100% tax 

deductible from gross income. 

 
 Calendar Year 2018 Calendar Year 2017 

 
Contribution Limit 

Catch-Up 

Contribution 

(age 55+) 

 
Contribution Limit 

Catch-Up 

Contribution 

(age 55+) 

Single $3,450 $1,000 $3,400 $1,000 

Family $6,900 $1,000 $6,750 $1,000 

 
Note: While PEBP allows adult children (up to age 26) to be covered as a dependent, the 

IRS has a different definition of a dependent for HSAs. IRS provisions do not allow you to 

use HSA funds for a dependent that cannot be claimed on your tax return. According to the 

IRS definition, a dependent is a qualifying child (daughter, son, stepchild, sibling or 

stepsibling, or any descendant of these) who: 

• Has the same principal place of abode as the covered employee for more than one-

half of the taxable year 

• Has not provided more than one-half of his or her own support during the taxable year 

• Is not yet 19 (or, if a student, not yet 24) at the end of the tax year or is permanently 

and totally disabled 

 

Health Savings Account FAQs 

How does an HSA plan work? 
 

• An HSA works in conjunction with the Consumer Driven Health Plan (high deductible 

health insurance). 

• You can receive tax-free distributions from your HSA to pay or be reimbursed for 

qualified medical expenses you incur after you establish the HSA. If you receive 

distributions for other reasons the amount you withdraw will be subject to income tax 

and may be subject to an additional 20% tax. (Exceptions: The additional 20% tax does 

not apply to distributions made after the account beneficiary dies, becomes disabled 

or turns age 65.) 
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How do I qualify for an HSA? 
 

To be eligible for an HSA, you must meet the following requirements: 
 

• You must be an active employee covered under an IRS qualified high deductible health 

plan; such as the Consumer Driven Health Plan 

• You have no other health coverage except what is permitted under “Exceptions” below 

• You or your spouse cannot be enrolled in a Medical Flexible Spending Account or HRA 

• You are not enrolled in Medicare, Tricare, Tribal, etc. 

• You cannot be claimed as a dependent on someone else’s tax return 

• You are not a retiree 

 
Exceptions: 

 

Exceptions to other health insurance include the following: accidents, dental care, disability, 

long-term care, vision care, Workers’ Compensation, and specified illness or disease 

policies. 

What is single (or self-only coverage) and what is family coverage as it pertains to a 

high deductible health plan with an HSA? 

Single or self-only coverage is the Consumer Driven Health Plan (CDHP) covering only an 

employee. 

Family coverage is the CDHP covering an eligible active employee and at least one other 

individual (whether or not that individual is an eligible dependent). Family example: Employee 

and his dependent child are covered under the CDHP. 

May I still contribute to an HSA after attaining Medicare? 
 

No, after you attain Medicare, your contribution limit is reduced to zero beginning with the 

first month you enrolled in Medicare. 

What happens to my HSA when I die? 
 

Your HSA will be treated as your surviving spouse’s HSA, but only if your spouse is the 

named beneficiary. If you do not have a surviving spouse or your spouse is not your 

beneficiary, then the savings account will cease to be an HSA and will be included in the 

federal gross income of your estate or named beneficiary. 

 
When can I start to use the funds in my HSA? 

 

Once the HSA account is established and funds are deposited into the account. 
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What expenses are qualified for reimbursement from my HSA? 
 

You are eligible to receive tax free reimbursement for qualified health expenses not covered 

by your insurance as defined by Section 213(d) of the Tax Code. A list of these expenses is 

available on the IRS website at www.IRS.gov. HSA distributions used for any other purpose 

other than the qualified medical expenses are taxable, and the appropriate tax rules will 

apply. 
 

Are “catch up” contributions permitted for those 55 and older? 
 

Individuals aged 55 and over may contribute an additional $1,000 above the maximum for 

each tax year. 

Are there penalties for using HSA funds for nonqualified expenses? 
 

Those under age 65 (unless totally and permanently disabled) who use HSA funds for 

nonqualified medical expenses face a penalty of 20 percent of the funds used for such 

expenses. Funds spent for nonqualified purposes are also subject to income tax. 

 
What are the three tax advantages of an HSA? 

 

• Cash contributions to an HSA are 100% deductible from your federal gross income (within 

IRS limits) 

• Interest on savings accumulates tax deferred 

• Withdrawals from an HSA for “qualified medical expenses” are free from federal income tax 

 
What if I am no longer an eligible individual? For example, if I change coverage to an 

EPO or HMO plan or enroll in Medicare? 

If you are no longer an eligible individual, you can still receive tax-free distributions to pay or 

reimburse your qualified medical expenses. However, you can no longer contribute money 

to your HSA. 

 
What is the “Last Month Rule”? 

 

The Last Month Rule states that if you are covered by an HSA eligible health plan on the first 

day of the last month of a given year, you are considered an eligible individual for the entire 

year. In turn, you can then contribute to the HSA for that full year. 

Example: If you enrolled in the CDHP on July 1, 2018 and retained coverage under that plan 

through December 1, 2018, you are covered per the Last Month Rule. This means you are 

considered an eligible employee for the entire year in 2018. This allows you to contribute up 

to the 2018 contribution limit. However, you must also take into consideration the Testing 

Period. 

http://www.irs.gov/
http://www.irs.gov/
http://www.irs.gov/
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How does the Testing Period work? 
 

Under the Testing Period if you use the Last Month Rule you must also remain an eligible 

individual (retain your same coverage under the CDHP or other high deductible health plan) 

for the following 12 months. If you fail to remain an eligible individual (i.e., if you change 

coverage from the CDHP to an EPO or HMO or enroll in Medicare, etc.) any “extra” 

contributions you made as result of the Last Month Rule must be included in your gross 

income in 2018. Also, a 20% additional tax applies to this amount. Your excess contributions 

are determined by the contribution limit divided by 12 months, compared to your time eligible. 

 
Example 1 – no problem 

 
Paul is covered as “employee-only” under the CDHP on December 1, 2018 and is able to 

take advantage of the Last Month Rule. He contributes the maximum to his HSA for the year 

although he only had coverage for one month. He retains employee-only coverage under the 

CDHP for the next calendar year so he passes the Testing Period. 

Example 2 – problem 

 
John was covered as “employee only” under the CDHP on December 1, 2017. He was able 

to take advantage of the Last Month Rule, so he contributed the 2017 calendar year 

maximum to his HSA even though he only had coverage for one month. 

In 2018, John continues making monthly contributions through June 30, 2018 (6 months) 

then he changes his medial plan from the CDHP to an EPO or HMO. As a result, he failed 

the testing period in 2018 (he did not maintain CDHP coverage through December 1, 2018). 

This changed his eligibility to 7 months (December 2017 through June 2018). As a result, he 

has to declare 11 months of contributions (January 2017 through November 2017) as income 

in 2018, and pay a penalty on that amount. 

Where can I get more information about HSAs? 
 

For more information about HSAs, refer to Publication 969 available at www.IRS.gov or call 

HealthSCOPE Benefits at 1-888-763-8232. 

http://www.irs.gov/
http://www.irs.gov/
http://www.irs.gov/

