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§1.01 SMALL BUSINESSAND THE CAFETERIA PLAN

Thehedth caresituationinour country presentsproblemsfor employeesof smal businesses. Many
small busi nessessimply cannot provideany hed thinsurancecoveragefor their employees, othersareonly
abletopay aportion of thepremiums. Asinpast years, hedlthinsurancepremiumscontinuetorisefor small
business; increasesin premiumsfor small businessesthisyear areofteninthe15%to 25%range. Many
small businessessurviveonthemarginandarecareful to provideonly thoseempl oyeebenefitsthat the
company canafford. Becauseof theincreasingly high cost of benefits, small businessesareoftenrel uctant
toprovidelifeinsurance, disability insuranceand dependent careass stancetotheir employees. Asthecost
of benefitsincreases, small businessbecomeslessableto afford these benefitsforitsemployees. Y et
providingthesebenefitsthroughtheprivatesector and thework placeisacritical social concernfor this
country, particularly as the population ages.

Unlessassistanceisforthcoming, small businessesmay beunableto providethesesignificant
benefitsfor their employees. Anemployeebenefit delivery systemwhich could aleviate someof the
additional cogtsinthisareaandsignificantly increasetheavailability of hedthinsurance, disability insurance
and dependent care assistanceisthecafeteriaplan Aseffortscontinuetoincrease employee benefitsfor

small business employees, the cafeteria plan should not be overlooked.

! Cafeteriaplans are defined in Section 125 of the Internal Revenue Code of 1986, as amended, (hereinafter
“Code’ or “1.R.C.") and are therefore sometimes referred to as Section 125 plans.
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81.02 TYPES OF CAFETERIA PLANS
[1] Three Types of Cafeteria Plans

Cafeteriaplansareoneof themorepopul ar employeebenefits. They generally operateinoneof
threeways-- employeepay-all, employer “dollars’ only, or acombination of thetwo. Employeepay-all
plansallowemployeesto select among avariety of benefitsandpay for thesebenefitsby reducingtheir
salaries. (Thisissmilartothesaary deferral electionina401(k) plan.) Employer funded plansprovide
each eligibleemployeeacertainamount of employer dollars, sometimesreferredto as” cafeteriaplan
dollars” whichtheemployeeall ocatesamongavariety of benefits. Somecompaniesrequirethat these
employer “dollars’ bedlocatedfirst tohed thinsurancebenefits, withtheemployeeallocating any remaining
cafeteriadollarsto other benefitsastheempl oyeechooses. Theemployeemay cashout, generally ata
discounted rate, any dollarswhich theempl oyee doesnot useto acquire cafeteriaplan benefits? Thethird
methodinvolvesbothemployer dollarsand employeesal ary reductiondollars. Under thisplandesign, the
employeesfirst allocateemployer provided* cafeteriaplandollars’ amongtheavailablebenefits. The
employeesare aso ableto defer aportion of their salaries, using thesesalary deferral dollarsto select
additional benefits or purchase additional protection.

[2] Tax Benefits of Cafeteria Plans

Regardlessof thetypeof cafeteriaplan offered, each plan allowseligibleempl oyeesto choose

between receiving particular qualified benefitsand cash. Prior tothebeginning of aplanyear, eligible

2 A plan which uses only employer contributed dollars, and does not include either an option for employee
pre-tax, salary deferral dollars or a cash out option (a so-called American Can Plan) is not atrue cafeteriaplan and
does not have to qualify under |.R.C. 8125. Prop. Treas. Reg. §1.125-1, Q& A 2.
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employeesmust €l ect betweenrecelvingtheir full salary, ontheonehand, and deferring aportionof their
salary and/or applyingtheir cafeteriaplandollars, ontheother hand. Theemployeedeferredsalary and
employer cafeteriaplandollarswill thenbeusedto pay for thesel ected benefits. Theel ection, oncemade,
isgeneralyirrevocablefor theplanyear, absent certain ma or changesin circumstances:? If anemployee
choosessalary reduction, theempl oyeedoesnot pay incometaxesonthesalary reductionamount, the
employer doesnot pay FICA (Socia Security and Medicare) and FUTA taxesonthesalary reduction
amount,* and the withheld salary is used to pay for the desired benefit. Thus, the state and federal
governmentsincur reduced revenues(lower income, FICA and FUTA taxes), butimportant socid welfare

benefits are provided through the private sector.

With caf eteriaplans, employeescan pay for awidevariety of benefits, suchashealthinsurance,
childcare, carefor el derly dependents, or out-of -pocket medical costs, with pre-tax dollars, selectingfrom
among thebenefitsoffered only those benefitswhichthey want. Employersachievetax savingsaswell
sincetheempl oyeesalary reductiondollarsand employer contributionsarenot takeninto account when
computing FICA and FUTA taxes® While employers determinethe benefitsto be offered under the
cafeteriaplan, employeeshavetheflexibility to select only theparticul ar benefitsthat areof greatest value
tothem. Thus, flexibility inthesal ection of benefitsand affordability throughtheuseof pre-tax dollarsare

the hallmarks of the cafeteria plan.

% See 81.04, infra, for afurther discussion of the generally irrevocable nature of the election and the
circumstances under which the employee may prospectively modify an election.

* In some jurisdictions, employers will also save on unemployment insurance and worker’ s compensation
taxesif these are tied to the employee' s taxable wages.

® Prop. Treas. Reg. §1.125-1, Q& A 6.
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[3] Premium Conversion Plans

Perhapsthemost s mplecafeteriaplanisthe” premiumonly” planor “ premiumconversion” plan.
Thisplanmay best beviewed asasimplesalary reductionplan. Inasalary reduction plan, prior tothe
beginning of theplanyear, theempl oyeeauthorizesasal ary reductionwhich canthenbeusedtoacquire
specified benefits. Inapremium conversionplan, theonly employeebenefit offeredisheathinsurance.
Therefore, thesalary reduction amount isused by theemployer to pay theemployee’ sshareof health
insurance premiums.

Thepremium conversion plan may beused aspart of avariety of different premium payment
arrangements. Employees may be required to pay the entire health insurance premium. Under this
approach theemployer’ scontributionissimply to createand admini ster acafeteriaplan sothat employees
may convert their premium paymentsfrom after-tax to pre-tax dollars. Under other arrangementsthe
employer may providesomeportionof thepremium, regardlessof thecoveraged ected, with participating
employeespaying thebalance. Inthisinstancetheemployer contributesfundsonly on behalf of the
participating empl oyeeswho are paying for the remaining portion of the premium. Alternatively, an
employer may specify acertainleve of contributionfor employee-only coverageandal ower contribution
(perhapsnone) for that portion of thehealthinsurance premiumrel ating to coverageof theemployee's
family. Regardlessof thelevel of theemployer’ scontribution, however, if theinsuranceisandigiblebenefit
andthecafeteriaplanisproperly structured and administered, theempl oyee’ sportion of the premiumwill

be paid with pre-tax dollars.

[4] Salary Reduction Plans
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A sdary reductionplanisacafeteriaplaninwhich dligibleempl oyeeshaveachoicetoreceivetheir
full salary incashor tohavetheir salary reduced, withthesal ary reducti on used by theemployeeto pay
for oneor moreemployeebenefitsoffered under theplan. Theemployee' selection, oncemadefor aplan
year, is(with certainexceptions) irrevocabl e, and thesa ary reductionamount istakenratably fromeach
paycheck throughout theyear. Recelvinganunreduced salary isessentially the* cashoption” inasalary
reductionplan. If thechoicetodefer salary isoffered under aqualified cafeteriaplan, theemployeeisnot
deemedtobeinconstructiverecel pt of thesal ary reductionamount and thesal ary reductionamountsdo
not congtitute W-2wagesand arenot subject toincome, FICA or FUTA taxes® Inessence, theemployee
has the opportunity to convert the cost of various benefits from an after-tax cost to a pre-tax cost.

[5] Flexible Benefits Plans

Although acafeteriaplan may befunded solely using voluntary employeedeferrals, employer
contributionsmay asobeused. Plansinvolvingemployer contributionsarecalledflexiblebenefitsplans!
Thosethat alsoincludeeither employeesaary deferra sor cash-outsmust qualify under 1.R.C. 8125since
they involveachoi cebetween ataxabl ebenefit (compensationincome) and anon-taxablebenefit. Under
theseplansempl oyeesarepermitted to purchaseadditional non-taxablebenefitsusing salary reduction
dollars and may be permitted to receive acertain amount of cash if they do not want to apply thefull
amount of employer contributed dollarstowardsacquiring non-taxablebenefits. Thecashout feature,

coupledwithemployeesdary deferrals, affordstheemployeesignificant flexibility. If employer cafeteria

® Prop. Treas. Reg. §1.125-1, Q& A 9.

" Asdiscussed at note 2, supra, plansinvolving only employer contributions without a cash out option are
not cafeteria plans and therefore need not qualify under 1.R.C. § 125.
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plan dollars exceedtheamount theemployeecan useeffectively, theempl oyeecan cash out theexcess.
Ontheother hand, if theempl oyer cafeteriaplan dollarsarel essthantheamount theempl oyeeprefersto

spend ontheavailablebenefits, theempl oyeecanincreasetheavail abledol larsthrough salary reductions.

§1.03 BENEFITS OFFERED

|.R.C. 8125(f) definesthebenefitsthat may beoffered under acafeteriaplanas* any benefitwhich,
withtheapplication of subsection (a), isnotincludibleinthegrossincomeof theempl oyeeby reason of
anexpressprovisionof thischapter (other thansection106(b), 117,127, 0r 132).” Thus, medical savings
accounts (1.R.C. 8106(b)), qualified scholarships(l.R.C. 8117), educationa assistanceprograms(l.R.C.
8127) and fringe benefit programs (I.R.C. 8132) are expressly excluded. [1Wide Variety of
Benefits May Be

Offered In Cafeteria

Plans

Theprovisonsexcluding certainitemsfromincome(andthus, allowing thoseitemsto beincluded
inacafeteriaplan) arefoundinl.R.C. 88101-138. Thebenefitsthat may beofferedthrough acafeteria

plan include:

0] Accident or health plan coverage (I.R.C. §106), including traditional group health
insurance, i nsurancethrough health maintenanceorganizations(“HMOS’), insurance
through preferred provider organizations(“ PPOS’”), self-insured medica reimbursement
plans, accidental death and dismemberment policies, hospital indemnity policies, cancer
insurancepoalicies, short andlongtermdisability policies, M edicaresupplementa coverage
and M edicarePart B premiums, employeecontributionsunder aworkers compensation
act, prepaid vision, prepaid prescription drugs and prepaid discount plans

13



(i) Group term life insurance®

(iii)  Adoption assistance (1.R.C. 8137)

(iv)  401(k) cash or deferred arrangement (1.R.C. 825(d)(2)(B)) (although cafeteriaplans
generally may not offer benefits that defer compensation)

(v) Certain contributions for post-retirement life insurance by covered employees of
educational organizations (1.R.C. 8125(d)(2)(C)) and

(vi)  Padvacationdaysand paidtimeoff (rarely included because of administrative problems).
Of thebenefitsexpresdy excludedfromacafeteriapl an, perhapsthemost troubling, fromtheviewpoint
of public policy, islong term care insurance®.

[2] Two Common Benefits Offered Under Cafeteria Plans. Health Flexible Spending

Accountsand Dependent Care Assistance Plans

Two benefitsoften provided under acafeteriaplan arethe heal thflexible spending arrangement

(health FSA)* and the dependent care assistance plan (DCAP).? The health FSA can be used to

8 Group term life insurance for an employee is aqualified benefit. 1.R.C. §125(f). Thus, an employee may
purchase group term life insurance up to the $50,000 limit through a cafeteria plan with pre-tax dollars. Additional
insurance may be offered as a qualified benefit under a cafeteria plan but there is no tax advantage in purchasing this
excess amount under the plan. The premium for the first $50,000 of coverage is excluded from gross income for
federal income tax purposes and is not treated as wages for FICA purposes. |.R.C. 8879(a) and 3121(a)(2)(C).
However, the cost of the insurance coverage in excess of $50,000 (less any amount paid by the employee with after-
tax dollars) is included in gross income for federal income tax purposes and is included in wages for FICA purposes.
I.R.C. 8879(a), 3401(a)(14) and 3121(a)(2)(C).

® Because paid vacation days and paid time off are not often included as an available benefit under a
cafeteria plan, these particular benefits are not discussed further in this chapter.

10 | R.C. §125(f).

1 Hedlth FSAs are governed by avariety of statutes and regulations, including 1.R.C. §8105(h)(6) and
106(c)(2), Treas. Regs. §81.105-11and 1.125-2, Q& A 7 and avariety of other laws.

2 DCAPs are governed by |.R.C. §129.
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reimburse the employee for medical or dental expensesincurred during the plan year that were not
reimbursed throughinsuranceor other arrangements. Thesecouldinclude, for example, insuranceco-pays,
deductibles, glassesand orthodontia. DCA Psenableempl oyeesto useacertainamount of pre-tax dollars
topay for household servicesor careof adependent®if theseare” employment related expenses’ that are

necessary to enable the employee to seek or maintain work.
81.04 CERTAIN BENEFITSINVOLVE RISK AND COMPLICATIONS

Each of thebenefitsthat may beoffered under acafeteriaplanumbrellaissubject toitsown set
of requirementsinorder toqualify for preferredtax treatment. Aswill bediscussed further inthissection,
therulesapplicabletotwo of themorecommon benefits, health FSAsand DCA Ps, requirethat employee
dollarsbeplaced at risk. With respect to health FSAs, but not DCAPs, employer dollarsal so must be

placed atrisk. Inaddition, eachof theindividual benefitsissubject toitsown set of discriminationtesting.

When individual benefitsarepackaged under thecafeteriaplan umbrella,additional requirements
areimposed. Simply becausebenefitsareofferedthroughacafeteriaplan, anentireadditional layer of
discriminationtestsbecomeapplicable. Other rulessignificantly restrict thecircumstancesunder whichan
employee may change an el ection regarding hisor her level of participation during aplanyear. This
additional layer of regul ationsaddsto thecomplexity and cost of administering caf eteriaplansandtends

todiscouragesmall business, inparticular, from offering empl oyeesbenefitsthrough acafeteriaplan. Each

¥ For example, a DCAP may be used to provide child care for dependent children under age 13 or care for
an adult dependent who is physically or mentally incapable of caring for himself.

14 | R.C. §8129(e)(1) and 21(b)(2).
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of these issues will be discussed in the next few sections of this chapter.
[1] Health FSAs

A self-insured medical reimbursement plan isan employer plan to reimburse employeesfor
expenses of medical care not reimbursed under a health and accident insurance policy. The key
characteristic of theseplansisthat they aresdf-insured: sedomisreimbursement provided by acompany
regul ated asaninsurancecompany (e.g., aninsurancecompany or apre-paid heathcareplan). Congress
enacted|.R.C. 8105, whichregul atessalf-insured medical reimbursement plans, inorder todeal withplans
that essentially functioned asmajor medica insurance. Health FSAs, which cover only thoseexpenditures
not reimbursed by the employee’ s major medical insurance plan, were not common at that time.
Nonethel ess, theyfall withinthedefinition of aself-insured medica reimbursement planincludedinl.R.C.
8105.% Inessence, health FSA shavebeen swept upintoasystemof regulation never intendedto apply
tothem. Asaresult, someof therulesapplicabletoatraditional self-insured medical reimbursement plan,

when applied to a health FSA, simply do not make sense.*®

%% See, McCormick and Hickman, Cafeteria Plans, Employee Benefits Institute of America, LLC, Val. I,
Chapter XIX, p. 503 (2002).

16 Although this chapter emphasizes the additional requirements imposed on health FSAs by virtue of their
qualifying as self-insured medical reimbursement plans under 1.R.C. 8105, health FSAs can get swept upin
regulations imposed by other laws aswell. Health FSAs are treated as group health plans for purposes of the
Consolidated Omnibus Budget Reconciliation Act of 1985 (“COBRA”), Pub. L. No. 99-272, U.S.C.A. §1191b(d)(1)
(West 1999), the Health Insurance Portability and Accountability Act (“HIPAA”), Health Insurance Portability and
Accountability Act of 1996 (“HIPAA™), Pub. L. No. 104-191, 29 U.S.C.A. § 1181(f) (West 1999) and the Medicare
Secondary Payer (“MSP”) rules. 1.R.C. 85000(b)(1) and 42 U..S.C. §1395y(b)(1)(v). Most health FSAs are group
health plans within the meaning of COBRA, HIPAA and the MSP rules unless they qualify for an exemption under
therdlevant statute. See, e.g., 62 Fed Reg. 67687 (Dec. 29, 1997). Health FSAs generally are subject to COBRA
unless maintained by a small employer, church or the federal government. Many health FSAs qualify for an
exemption under HIPAA. Most health FSASs, other than government plans and church plans, are also subject to
additional rules and regulations under the Employee Retirement Income Security Act of 1974, Pub. L. No. 93-406
(codified as amended in Titles 5, 18, 26, 29, 42 of U.S.C.) (“ERISA") as employee welfare benefit plans. The layers of
requirements applicable to health FSAs are burdensome, particularly to asmall business.
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[a] Health FSAs Must Exhibit Risk-Shifting and Risk-Distribution Characteristics
Oneof theserul esisthat health FSAsmust qualify asaccident or health plans.*” Essentialy, the
|.R.S. regulationsrequirethat any sdlf-insured medica reimbursement plan, includingahedth FSA, “exhibit
therisk-shiftingand risk-distribution characteristicsof insurance.” ¢ Whilethisrequirement may makesense
when appliedtoasdf-insurance programthat essentialy substitutesfor full-blownma or medical hedlthand
accidentinsurance, applying theserisk-shifting principlestoaplanthat usestheemployee sownsalary to
fill in the gaps under a primary medical insurance plan seems misplaced.
[b] Employee Funds Placed At Risk: “ Use-1t-Or-Lose-It” Feature
Therisk-shiftingandrisk-distributionfeaturesresultin both empl oyersand employeeshavingto
placedollarsat risk. Employeerisk comesintheformof the* useit orloseit” rule.’* Oncetheemployee
electsanamount of salary reductionfor theheath FSA 2 aproportionateamountiswithdrawnfromeach

paycheck. If theemployeedoesnot fileheath FSA claimsequal tothefull salary reductionamountina

Y Prop. Treas. Reg. §1.125-2, Q& A 7.
8 |d.

¥ The*use-it-or-lose-it” feature is derived from Prop. Treas. Reg. § 1.125-2, Q& A 7. When the health FSA
is offered through a cafeteria plan, Prop. Treas. Reg. §1.125-2, Q& A 5 requires that benefits included in the plan not
defer the receipt of compensation. Thus, the Proposed Regulations require that any amounts set aside in one plan
year must be used to acquire benefitsin that plan year, and the employee may not carry over these fundsto a
subsequent plan year to acquire benefitsin that later year.

2 The statutory limit for DCAPsis $5,000 per year (or $2,500 per year in the case of amarried person filing
separately). |.R.C. 8129(a)(1). Thislimit is reduced, however, to the lesser of the employee’ s (or spouse’s) earned
income. |.R.C. 8129(a)(2) and (b). Hedlth FSAs, in contrast, are not subject to aflat statutory maximum but are
limited through a different requirement: the maximum amount of reimbursement which is reasonably availableto a
participant must be less than 500% of the value of the coverage. 1.R.C. 8106(c)(2).
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planyear, heor sheforfeitsthebalance. Theforfeited amountsbecomepart of thegeneral assetsof the
employer. While the employer may choose to use the forfeited amountsto increase the total assets
available todl employeesthefollowingyear under thecafeteriaplan, thisisnot required. Moreover, the
employer isnot permittedtodistributetheunused amount to the specificemployeewhofailedtousehis
or her entiresalary reduction account.? |nessence, thehealth FSA includesause-it-or-lose-it feature
whichforcesemployeestobeconservativeintheir estimateof theappropriateleve of salary reductionand
discourages empl oyees from taking maximum advantage of the benefit.z
[c] Employer Funds Placed At Risk: The Uniform Coverage Requirement

Employer dollars are also at risk in a health FSA. The health FSA must provide “uniform
coverage’ throughout the plan year sothat themaximum reimbursement amount isavail ableat all times
duringtheplanyear (reduced by prior reimbursements). Oncetheplanyear begins, theemployeemay
fileclamsuptotheemployee sfull salary reductionamount, evenif theseclaimsexceed theamount already
withdrawn fromhisor her salary during the plan year and contributed to theempl oyee’ shealth FSA. For

exampl e, assumean employeearrangesto have$50 contributed to hisor her health FSA every twoweeks.

2 Prop. Treas. Reg. §1.125-2, Q& A 7 requires that reimbursements from the plan be used only to reimburse
an employee for medical expenses “previously incurred during the period of coverage.” In other words, funds may
not be used to reimburse an employee for expenses incurred during a prior plan year. Also, the health FSA may not
repay the employee any unused portion of the amount set aside. Moreover, since the amount set aside must be
used solely to reimburse the employee for medical expenses, the employee may not be entitled to the set aside
amounts “in the form of cash or any other taxable or nontaxable benefit (including health coverage for an additional
period) without regard to whether or not the employee incurs medical expenses during the period of coverage.” Id.

In other words, the Proposed Regulations prohibit reimbursing or carrying forward unused set aside amounts to
future plan years.

% Prop. Treas. Reg. §1.125-2, Q& A 7.
2 A similar use-it-or-lose-it feature appliesto DCAPs aswell. See §1.03[3], infra.
2 Prop. Treas. Reg. §1.125-2, Q& A 7 (b)(2).
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Thiswouldamount to salary reductionsof $1,300throughout theplanyear. Theemployeemust beable
toclaimthefull $1,300 (Iessany previoudy reimbursed amounts) at any timeduringtheplanyear. Thus,
if the employeeincursmedical expensesin thefirst month of the plan year and submits$500 of valid
medi cal reimbursement claims, theemployer must reimbursetheful | $500, eventhoughtheemployee' s
salary reductionsat thetimeof theclaimonly amount to $100. Shouldtheemployeeterminateservice
threeweeksl ater, theemployer will havepai d out morethan hasbeenwithdrawnfromtheemployee’'s
salary for hisor her health FSA. This*uniform coverage” rule discourages employersfrom offering
generouscapson health FSAssincethefull amount offeredisat risk even beforetheempl oyeefully funds
his or her account through salary reductions.

[d] Reimbursement Only for Costs Incurred

Employeesmay bereimbursed only for expensesactually incurred. Thiscancreatedifficulties
whenaparticular serviceisprovided over anextended period of timebut theempl oyeemust pay for most
or al of theserviceat thebeginning of trestment. For example, anemployeemay contract for orthodontia,
fertility treatments or prenatal care and pay all or asubstantial portion of the total medical fee at the
beginningof treetment. Under thesecircumstances, thetermsof theparticul ar cafeteriaplan may not permit
reimbursement of theentireamount wheninitialy paid by theemployees ncemuch of themedical trestment

will not beprovided until after theinitial payment.® Thiscanleavetheemployeewiththedoubleexpense

% Prop. Tress. Reg. §1.125-1, Q& A 17. Expenses are treated as having been incurred when the participant
is provided with the medical care that gives rise to the medical expenses, and not when the participant is formally
billed, charged for, or pays for the medical care. Id. For asimilar requirement with respect to DCAPSs, see Prop.
Treas. Reg. §1.125-1, Q& A 18.

% Inan IRS Information Letter (February 19, 1997), the IRS indicated that the employer may have discretion

to reimburse expenses as they are paid in connection with a payment plan even if the charges are front-loaded. The
Information L etter, however, is not binding on the IRS. Accordingly, employers often are advised to correlating
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of (i) havingto pay for themedical careout of pocket beforeit canbereimbursedand (ii) incurringsalary
reductionswhich cannot beclaimed eventhoughthemedical expensehasbeenincurred.?” Many non-
highly compensated employees® (“NHCES’) cannot afford to havewagesdeducted s gnificantly inadvance
of reimbursement and therefore choose not to participate in the DCAP or health FSA.
[2] Dependent Care Assistance Plans

Dependent careassi stanceprogramsthat aredesigned asflexiblespending arrangements® are
subject tothesame* use-it-or-lose-it” requirements® of health FSAsbut are not subject to the special

uniform coveragerequirements? Thus, aswiththehealth FSA, any portion of theDCAPaccount for

reimbursements closely with the actual provision of medical care.

2 A similar problem may arise in the context of dependent care. A child care program, for example, may
require a substantial application or agency fee before the child care provider arrives. The cafeteria plan may not
reimburse this amount when paid, however, since no child care services have yet been rendered. In these
situations, there can be alag between the time when the employee incurs dependent care fees and incurs salary
reductions, on the one hand, and the time when these expenses can be recovered. This problem is particularly
acute for the lower income taxpayer who cannot afford to have his or her salary reduced when
reimbursement is delayed.

% The term “highly compensated employee” is defined and discussed in detail at §1.05[1][d], infra.

% Prop. Treas. Regs. §1.125-2, Q& A 7(c) defines a flexible spending arrangement as a benefit program that
provides employees with coverage under which specified incurred expenses may be reimbursed and under which the
maximum amount of reimbursement that is reasonably available to a participate for a period of coverageis not
substantially in excess of the total premium (including employer and employee contributed amounts) for the
participant’s coverage. Interestingly, the maximum amount of reimbursement in a plan year for most FSAs (whether
health FSAs or DCAPSs) is 100% of the “premium” paid. While the language used is that of an insurance contract,
insurance contracts typically offer at least the possibility that the amount paid out on the contract will far exceed the
premiums paid. Inthetypica health FSA or DCAP, the maximum reimbursement equals the amount contributed.
Thus, the employee can “lose”, by contributing more to the FSA in premiums than are withdrawn in claims, but
cannot “win” by receiving reimbursements in excess of the premium paid in given year.

% Prop. Treas. Rey. §1.125-2, Q& A 5 (no deferred compensation) and Q& A 7 (risk shifting features).

' Prop. Tress. Reg. §1.125, Q& A 7 (b)(8) expressly provides that the “uniform coverage rules’ that apply
to health FSAs do not apply to DCAPs. Thus, the rule in Prop. Treas. Reg. 81.125, Q& A 7(b)(2) providing that
reimbursements will be deemed to be available at all timesif “paid at least monthly or when the total amount of claims
to be submitted is at |east a specified, reasonable minimum amount (e.g., $50)” is not imposed expressy on DCAPs.
Nonetheless, reimbursements under FSAs for incurred expenses may be subject only to “reasonable conditions.”
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which an employee does not file timely claimsisforfeited.

Prop. Treas. Reg. 81.125-2, Q& A 7(c). Excessive delays between the time claims for incurred expenses are submitted
and the time reimbursements are made likely would not be deemed to be “reasonable.” See, Prop. Treas. Reg. §1,125-
1, Q&A 14. Presumably, the uniform coverage rules are not considered necessary to limit the amount of benefit an
employer will offer since DCAPs are subject to relatively low statutory limits on coverage. 1.R.C. §129(a)(1). See note
20, supra.
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81.05 ELECTIONS DIFFICULT TO CHANGE DURING PLAN YEAR
Theelectiontotakeasalary reductioninorder to beableto pay for certainbenefitswith pre-tax
money, or totakeacash out, oncemade, isdifficultto changeduringtheplanyear.® Withinagivenlevel

of salary reduction, however, theempl oyeemay havesomewhat greater flexibility tochangeamongrel ated

benefits, that is to select adifferent coverage option.®

If thecafeteriaplan permits, thesa ary reduction and cash out € ectionsmay bemodifiedwithinthe
plan year only if oneof thirteen eventsoccursand the changeison account of and consistent withthe

event.* These eventsinclude:

) Changeinstatus, including achangein marital status, changeinthenumber of dependents,
achangeinemployment status, adependent’ ssatisfying or ceasingto satisfy eligibility
requirements, achangeinresidence, or thecommencement or termination of adoption
proceedings.

(i) Cost changeswith automati c el ectionincreasesor decreases. For example,if premiums
for health careinsuranceincreaseinthemiddleof theplanyear by asmall percentage, then

%2 In addition to the changes permitted due to various changes in circumstances, discussed in this §1.01[7],
plans generally permit plan administrators to reduce salary reductions of HCEs and key employees (“keys’) if
necessary to ensure that the plan will satisfy all applicable discrimination tests during the plan year. Since
modifications after the end of the plan year are not permitted to correct for discriminatory results, these corrections
must be made during the plan year if HCEs and keys are to retain the favorable tax treatment offered by a cafeteria
plan. “Key employees’ are defined and discussed in 81.05[1][b], infra.

% For example, an employee electing salary deferrals to pay for health care coverage may be able to change
from an HMO to an indemnity plan if, in the middle of the plan year the employe€’ s physician decides no longer to
participatein the HMO. What cannot be changed, however, isthe level of the employee's salary reduction for
health careinsurance. Thus, while the employee may be able to change from the HMO to the indemnity plan, the
employee would not be able to increase salary deferralsin that plan year in order to pay the increased premium costs
associated with the indemnity plan. Similarly, an employee could change the form of dependent care for achild from
day care to in-home care but would not be able to increase or decrease the amount of the employee’ s salary
reduction during the plan year in order to address the increased or reduced cost of the new form of care. This
restriction runs counter to the overall structure of a cafeteria plan which provides employees the ability to select the
benefits most needed and to tailor the amount allocated to that benefit based on ongoing need.

¥ Treas. Regs. 8§ 1.125-3 and 1.125-4.
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(iii)

(iv)

v)

(vi)

(i)

theemployeemay automatically increasesalary reductionsinorder tobeabletopay the
excess premium with pre-tax dollars and maintain the level of coverage.

Significant cost changes. If thecost of abenefitincreasesor decreasessubstantially during
theplanyear, theemployeemay commenceor terminate participationintheparticular
benefit. If thecost of abenefit decreasessubstantially, employeesmay choosetobegin
coverage. Conversely, if the cost of abenefit increasessubstantially, employeesmay
terminatesal ary reductionsconnectedwiththat benefit. Alternatively, anemployeemay
switchfromoneoptiontoanother asaresult of significant cost changes. For example, an
employeewithfeefor serviceindemnity health careinsurancemight decidetoswitchto
HM O coverageif thepremium costsfor theindemnity insuranceincreased significantly
during the plan year and both types of insurance were offered by the cafeteria plan.

Significant curtailment of coverage (with or without total lossof coverage). If thenature
of thebenefitissignificantly reduced (e.g., Significantincreasein co-paysor deductibles),

the employee may select alternative coverage but coverage generally may not be
terminated. If theprovider terminates thebenefit, thentheemployeemay select dternative
coverage or terminate salary reductions associated with the particular benefit.

Addition or significant improvement of benefits package options. Conversdly, if a
coverageoptionimprovessignificantly or if new optionsaremadeavailableduringtheplan
year, employeesmay commencesa ary reductionsinorder to acquirethenew orimproved
benefit.

Changein coveragein another employer’splan. If coverage by aplan availableto a
spouseor dependent changessignificantly, and theplan yearsof thetwo plansarenot
comparable, thentheemployeemay increaseor decreasesalary reductionsinorder to
obtai nor terminatecoveragewithrespect totheparticular benefit under theplanavailable
totheemployee. For example, if ahusband andwifework for different companies, each
of which offers health insurance under a cafeteria plan but the plan years are not
coordinated, andthehusband’ splanoffersinanew planyear asignificantly improved
hedthinsuranceoption, thenthewifemay terminatesa ary withdrawal sinthemidd eof her
planyear inorder toterminateheal thinsurancecoverageunder her cafeteriaplansothat
the family can be covered solely under the husband’ s plan.

L ossof coverageunder agroup health plan of agovernmental or educational institution.
Anemployeemay prospectively add coveragefor theempl oyee, spouseor dependent i
theemployee, spouseor dependent | osescoverageunder agroup health plan sponsored
by agovernmental or educational institution (e.g., State Children’ sHealth Insurance
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Program®).

(viii) LeaveUnder Family Medical LeaveAct (“FMLA”).®* Anemployeetaking leave under
the FM LA may revoke an existing el ection of group health plan coverageand makea
different electionfor theremaining portion of theperiod of coverageprovided under the
FMLA.

(ix)  Changesin401(k) contributions. Althoughthesechangesarenot technically event related,
a cafeteria plan may permit an employee to modify or revoke his or her 401(k)
contribution electionduringaplanyear if thechangeispermitted under the401(k) plan
itsalf.

(x) HIPAA special enrollment rights. HIPAA requiresgroup health plansto provide special
enrollment periods(i) for individua swho declined partici pation becausethey werecovered
under adifferent group health plan at the regular enrollment time and later lost that
coverageand (ii) for individua swho becomedependentsduring theplan periodthrough
marriage, birth, adoption or placement for adoption.

(xi)  COBRA qualifyingevents. Anemployeemay increasesaary reductionsif theemployee,
spouseor dependent loseseligibility for regul ar coverageduetolossof dependent status
or areduction in hours of employment. For example, if an employee’s child loses
dependent coverageunder aheal th plan but remainsadependent for incometax purposes,
theemployeemay increasesaary reductionsinorder to permit thechildtoobtain COBRA
coverage.

(xit)  Judgment, decreeor order. Anemployeemay changesalary reductionsasaresult of a
divorcedecree, legd separation, annulment or legal changein custody under whichacourt
order requirestheemployee, or another person, to assumecertainhealth carecoverage
for a dependent.

(xiii) Medicareor Medicaid. Anemployeemay prospectively reducesalary reductionsupon
becomingdigiblefor Medicareor Medicaid, or, if theemployeel osesdligibility for these
programs, may prospectively increase salary reductions in order to replace medical
coverage.

% 42 U.S.C.A. §81397aa-1397jj (West Supp. 2001), Balanced Budget Act of 1997, Pub. L. No. 105-33 (1997)
(as amended) (added to the Social Security Act).

% Family Medical Leave Act of 1993, Pub. L. No. 103-3, 29 U.S.C.A. §8 2601-2654 (West 1999).
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For non-highly compensated employees(“ NHCES’)*” withminima incomes, makinganirrevocable
election for an entire plan year may involve more financial risk than the employee can comfortably
undertake. Anemployeelivingfrom paycheck to paycheck may beunwillingtoreducethat paycheck for
an entireyear, knowing that he or she may not be ableto reverse the election during that period. The
virtually irrevocablenatureof thed ection significantly reducestheeffectivenessof theplanforlower income
empl oyees, whichalsomakesit moredifficultfor HCEsand key empl oyeesto participateand satisfy the
discrimination tests.®

81.06 DISCRIMINATION RULES APPLICABLE TO CAFETERIA PLANS.

Inorder for participantsand compani esto obtai nfavorabl etax treatment, cafeteriaplansmust
satisfy certainrequirementsdesignedtoensurethat the plansarenot discriminatory and donot unduly favor
highly compensated or key employeeparticipants. |nessence, thenon-discriminationrulesaredesigned
toensurethat benefitsavail ableto highly compensated and key employeesarea so offeredtonon-highly
compensated employees. They a sorequirethat non-highly compensated employeesinfactreceivea
substantial portionof thebenefitsprovided. Thus, thediscrimination rulesaddressissuesof availability and
actual utilization. Whileonecould concelvably arguethat theseruleshel p rank-and-fileempl oyeesof large
companies(probably adifficultargumenttomake...), whenappliedtosmall business, thenet effect often

isthat small businesses simply decline to offer cafeteria plans and employee benefits to any employees.

[1] Applicable Discrimination Tests

% See discussion of highly compensated employees, §1.05[1][4], infra.

% Discrimination tests are discussed in §§1.05 and 1.06, infra.
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Boththecafeteriaplan and thecomponent plansfor each of thebenefitsofferedinthecafeteriaplan
must comply with certaindiscriminationrequirements. Thetwo setsof discriminationtestsmay differ
somewhat. For cafeteriaplans, thediscriminationrulesimposethreeseparatetests. (i) aneligibility test,
(if) acontributionsand benefitstest and (iii) akey employeeconcentrationtest. Thesetestsaredesigned
todeterminewhether highly compensated employeesand key employeesaredisproportionately eligible
for or actually receive disproportionate amounts of benefits.

[a] Highly Compensated Employees

“Highly compensated employees’ aredefinedinl.R.C. 8125(e) toincludeanemployeewhoisan
officer,amorethan 5% sharehol der, highly compensated empl oyeesand aspouseor dependent® of any
of the foregoing.

Thenumber of officersislimitedto50, or if therearefewer than 50 empl oyees, thenthegreater
of 3employeesor 10% of employees. Thus,inavery small business, e.g., onewith25employees, if there
are3officers, thenmorethan 10% of theempl oyeeswould be HCEsonthisbasi sal one, thereby making
itdifficultfor thecompany tocomply withthenondiscriminationtests. Whiletechnically only corporations
have* officers,” for purposesof identifying “highly compensated employees,” sole proprietorships,
partnerships, associ ationsand other unincorporated entitiesarea sotreated ashaving“ officers.”© The
typesof factorstakenintoaccountindeterminingwhoisan* officer” arethesourceof aperson’ sauthority,

the term for which he or she is elected or appointed, and the nature and extent of the individual’s

% For these purposes, the class of individuals considered to be dependents is determined pursuant to |.R.C.
§152.

“ Treas. Reg. § 1.416-1, Q& A T-15.
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responsibilities®

A morethan 5% stockhol der includesany stockhol der owning morethan 5% of thevoting power
or 5% of thevalueof all classesof stock of theemployer ineither thecurrent or precedingplanyear. In
determiningwhoisamorethan 5% stockhol der, stock subject toan option (whether thestockhol der owns
theoptionor hasan optiontoowntheoption) isa so attributed tothestockhol der.* Inan unincorporated
entity, ownershipisdetermined by takingintoaccount interestsinthecapital or profitsof theemployer.

Whilel.R.C. 8125(e) doesnot define* highly compensated,” thestandard applicableto 401(k)
plansisthat whichisgenerally used.® For 2002, employees earning more than $90,000 per year are
deemed tobehighly compensated, andfor 2001, thecompensationlimitis$85,000. Thegeneral approach
istocomparetheprior year’ scompensationtotheprior year’ scompensationlimit. Thus, except for fisca
year plansthat makeacalendar year datael ection,* the2002 threshol d of $90,000will becomparedto
anemployee' s2002 compensationwhentesting for the2003 planyear, and the2001 threshol d of $85,000
will becomparedtoanemployee’ s2001 compensationwhentestingfor the2002 planyear. Notethat

theattributionrulesunder 1.R.C. 8318 must a so betakeninto account when determining whichemployees

“ | R.C. 8416.

*21.R.C. §318(3)(4).

* |.R.C. 88 401(k)(5) and 414(q). In the absence of written guidance by the Treasury, practitioners often
apply concepts and definitions from the laws and regulations governing qualified retirement plans to cafeteria plans.
This practice, although common, must be undertaken with caution where the existing laws or regulations do not
expressly refer to qualified retirement plan concepts.

“|.R.S. Notice 97-45, 1997-33 IRB 7.

* |.R.C. 8414(q).
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own morethan 5% of theemployer’ sstock.* Companieswithalargenumber of employeesreceiving
incomesover theannual compensationlimitationscan reducethenumber of employeesconsidered* highly
compensated employees’ by making certain e ectionslimiting employeeswhoareconsideredtobeinthe
“top—paid group.”
[b] Key Employees

Theconcept of key employeeswas devel oped in the context of qualified retirement plansto
determinewhether aretirement planistop—heavy and thussubj ect tothetop-heavy rules. Exceptforthe
cafeteriaplan, the concept of akey employeeisnot applied to other types of employee benefits. For
purposesof cafeteriaplans, “key employees’ aredefined* asofficers® having annual compensation®

greater than $130,000 (indexedfor inflation), amorethan 5% owner®, or amorethan 1% owner having

46&.

47 Employees who received compensation in the preceding plan year in excess of the |.R.C. §414(q) amount
for that year and (if elected by the employer) were also in the “top-paid group,” that is, generaly in the top 20% of all
employees, are aso included in the definition of “highly compensated employee.” This election can assist
companies with large numbers of employees with large salaries in reducing the number of employees actually treated
as “highly compensated employees’ for discrimination testing purposes. 1.R.S. Notice 97-45, 1977-331.R.B. 7, at
Section V1.

8 The definition of “key employees’ was changed by the Economic Growth and Tax Relief Reconciliation
Act of 2001 (EGGTRA), Pub. L. No. 107-16, for plan years 2002 and later.

* The concepts applicable when determining who is an “officer” for purposes of identifying highly
compensated employees also apply in the context of identifying key employees.

% For definitions of “compensation” see |.R.C. 8414(q) and Treas. Regs. §81.415-2(d) and 1.416-1, Q& A T-
21. Anemployee's Form W-2 for the calendar year ending with or within a plan year may also be used.

1 Asin the concept of “highly compensated employee,” the ownership concepts involved in the definition
of “key employee” take into account both voting power and value of all classes of stock (or other ownership) of the

company.
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annual compensation of morethan $150,000 (notindexed).* Indetermining bothmorethan 5% owners
and morethan 1% owners, theconstructiveownershiprulesof |.R.C. 8318areapplied. Thus,inasmall
business, aspouseworking two daysaweek could be considered akey employeesimply becausethe
other spouse is amore than 5% owner.
[2]  Eligibility Test

Thedigibility tes® determineswhether asufficient number of non-highly compensated employees
are eligible to participate in the plan. Thistest is satisfied if (i) the cafeteria plan benefits a non-
discriminatory classficationof employees® (ii) thesameempl oyment requirement appliestod | employees,
(iif) nomorethan threeyears of employment isrequired for participation, and (iv) participationisnot
delayed beyond the first day of the plan year after the employment requirement is satisfied.®

To benon-discriminatory, aclassification usedtodeterminedligibility to participateinacafeteria
plan must be reasonable and based on objective business criteria such as job categories, nature of
compensation (salaried or hourly wages) or geographiclocation. Inaddition, theclassification may not

haveadiscriminatory effect, that is, regardl essof itsobjectiveapparent reasonabl eness, it generally may

®2|.R.C. §125(b)(2) expressly incorporates the definition used in I.R.C. §416(i). Note that the compensation
limits for determining key employees in the cafeteria plan context are thought not to refer back to the preceding year
(in contrast with the top heavy rules in the retirement plan context). Thus, the 2002 compensation limits are thought
to apply to the 2002 cafeteria plan year for purposes of identifying key employees. Similarly, the data used for
identifying the officers of a company, for purposes of identifying key employees, would be data from the plan year
being tested. McCormick and Hickman, Cafeteria Plans, Employee Benefits Ingtitute of America, LLC, Val. |, p. 860-c
(2002).

52 | R.C. §125(b)(1)(A).

* For purposes of I.R.C. 8125, a non-discriminatory classification of employees is one that the
I.R.S. determines is not discriminatory in favor of highly compensated employees. |.R.C. 8410(b)(2)(A)(i).

% | R.C. §125(0)(3).
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not result in the percentage of NHCEs eligible to participate in the plan being less than 50% of the
percentageof eligibleHCEs(althoughthereare someexceptions). Having separatecafeteriaplansfor
salaried and hourly employees, for part timeandfull timeempl oyees, for employeesindifferentdivisions

of acompany generally is not acceptable.



[3] Contributions and Benefits Test

Thecontributionsand benefitstest®™ hasthreecomponents. The“availability” test determines
whether each dligibleempl oyeewho decidesto participateintheplanisgivenanequa opportunity toselect
qualified benefits. Inother words, it ensuresthat benefitsareequally availableto all participants. The
“utilization” or * concentration” test looksat theactual operationrather thantheplandesigntodetermine
whether HCEsactually recel vedisproporti onate benefits(essentialy becauseNHCEsarenot participating
atasufficiently highrate). Thistest determineswhether HCEs* disproportionately select” non-taxable
benefits while NCHES select taxable benefits The “operations’ test looks at whether the plan
discriminatesinfavor of HCEsinactua operation, for exampl e, becauseabenefitisofferedonly during
aperiod in which HCESs can utilize the plan.
[4] Key Employee Concentration Test

Thekey employeeconcentrationtest requiresthat qualified benefitsprovidedtokey employees
not exceed 25% of thetotal of all benefitsprovidedfor all employeesunder theplan. Asintheretirement

plan context, thecaf eteriapl an discriminationtestsinvol ving key employeesgenerally impact only small

% | R.C. §125(b)(1)(B).

" Prop. Tress. Reg. §1.125-1, Q& A 19. The IRS has not provided clear guidance or any objective test for
determining whether HCEs have disproportionately selected non-taxable benefits in comparison with the selection of
non-taxable benefits by NHCEs. Thislack of an objective standard was one reason Congress gave for enacting the
key employee concentration test in 1984. See, General Explanation of the Tax Reform Act of 1984, prepared by the
Staff of the Joint Committee on Taxation, p. 868 (1984). 1.R.C. §125(g)(2), however, provides a safe harbor for
cafeteriaplans that provide health benefits. These plans will not be treated as discriminatory under the
contributions and benefits test if (a) contributions under the plan on behalf of each participant (i) equal 100% of the
cost of health benefit coverage of amgjority of the highly compensated participants similarly situated, or (ii) equal or
exceed 75% of the cost of coverage of the participant (smilarly situated) having the highest cost health benefit
coverage under the plan, and (b) contributions or benefits in excess of these amounts bear a uniform relationship to
compensation.
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businessplans. Small businessplanshavedifficulty satisfyingthekey employeeconcentrationtest since,
asagenera ruleof thumb, that testisdifficult tosatisfy if key empl oyeesrepresent 10% or moreof thetotal
number of employees. Evenif all eigibleemployeesparticipateand €l ect aparti cular benefit, theplanmay
be“ discriminatory” under thekey empl oyeeconcentrationtest simply becausethecompany hasalarge
proportion of key employees compared with non-key employees. Thisis often the casein smaller
businesses.

For example, if acompany has 3 key employees, each of which elects $2,000 of nontaxable
benefitsunder aplan, and 7 non-key employees, each of which electsthe same $2,000 of nontaxable
benefits, the plan will fail the key employee concentration test ($6,000/20,000 = 30% of benefits
attributabletokey employees, significantly inexcessof the25%threshol d that benefitsreceived by key
employeesmay represent of total benefitsreceived by al employees). Fromapolicy viewpoint, itis
difficult tojustify theapplication of thistest when all employeesareableto sel ect fromthesamebenefits
and choosetoreducetheir sal ariesby theexact sameamount and/or apply thesameemployer cafeteria
plan dollars. Itishardto conceive of alessdiscriminatory plan.

[5] Consequence of Failing Discrimination Tests

If the cafeteriaplan failsany of the discrimination tests, then HCEs and key employeeswho
participateintheplanmustincludeinincomethehighest valueof taxabl ebenefitsthat theindividual could
have sdlected under thecafeteriaplan, including both themaximum avail ablecash-out amount (if any) and

any actual salary reductions® NHCEs, however, may continue to exclude the benefits from income.

% Prop. Treas. Reg. §1.125-1, Q& A 10.
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81.07 DISCRIMINATION TESTSAPPLICABLE TO UNDERLYING BENEFITS

Each of the benefitsoffered in acafeteriaplanissubject to itsown set of discrimination tests.
Becausethischapter focusesontheuseof caf eteriaplansto enableempl oyeestofinancedependent care
for childrenand el derly parentsand to purchaselong term heal thinsurancefor themsal vesand their spouse,
thisarticlewill focussolely onthefour discriminationtestsapplicabletoDCAPs: (i) thedigibility te, (ii)
the contributions and benefitstest, (iii) the more than 5% owner concentration test and (iv) the 55%
averagebenefitstest. Essentidly, if theDCAPdiscriminatesinfavor of HCEsof certainshareholdersor
owners of the employer, benefits provided to HCEs will be included in their income.®
[1] Eligibility Test for DCAPs

Theclassfication of employeesdigibleto participateinthe DCAPmust not discriminate® infavor
of HCEsor their dependents® Thedefinitionof “ highly compensated employees’ for purposesof the

eligibility testfor DCAPsdiffersfromthedefinitionusedfor discriminationtesting of cafeteriaplans® In

®|.R.C. 8129(a)(1) and (d)(1). TheIRS has not issued separate regulations governing the application of
nondiscrimination rules to DCAPs.

& Generally, the |.R.C. 8410(b) nondiscriminatory classification test is used to determine whether a
classification is discriminatory. Under Treas. Reg. §1.410(b)-4(a), a plan satisfies the nondiscriminatory classification
test only if (i) the plan benefits employees who qualify under areasonable classification (e.g., one that is based on
objective business criteria) and (ii) the classification of employees meets a percentage test demonstrating that it is
not discriminatory. Certain safe harbors have been established to provide employers assurance regarding whether
or not the plan satisfies the eligibility test. Treas. Reg. 8§1.410(b)-4(c)(2).

& ].R.C. 8129(d)(3). Because DCAPs are not subject to the “uniform coverage” rule applicable to health
FSAs, the employer does not run the risk of having to reimburse an employee at any time during the year an amount
in excess of that set aside in the employee’ s account. This feature encourages employers to make al employees
(other than excludable employees such as those who have not attained age 21 or completed ayear of service) eligible
for participation. Asdiscussed in note 20, supra, the uniform coverage rule is not needed to limit the amount of
benefit available under a DCAP since that amount is limited by statute to $5,000 per ligible employee or $2,500 per
year in the case of amarried person filing separately. |.R.C. 8129(a)(1).

2 For purposes of a DCAP, HCEs are defined in I.R.C. 8414(q). |.R.C. §8129(d)(2) and (3). As previously
mentioned, 1.R.C. §125(€) does not define “ highly compensated employee” and most practitioners utilize concepts
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theDCA P context, anHCE isdefined asan empl oyeewho ownsmorethan 5% of theshares(or value)
of thecompany or recei vescompensationfromthecompany inexcessof $90,000for planyear 2002 or
$85,000 for plan year 2001.

[2] Contributions and Benefits Test

Available benefits and permissible contributions may not favor HCES® In other words, the
contributionsand benefitstestisdesignedtoensurethat HCEsarenot €ligibletorecelvegreater benefits
than NHCEsor permittedto makesmaller contributionsfor equival ent benefitsascomparedtoNHCEs.
Accordingly, thistest may besati sfied by using thesamemaxi mum benefitsand contributionlimitsfor both
HCEsand NHCEs. Thistest doesnot ook at utilizationrates, but simply comparesthequality of benefits
offered to the two groups and the cost of comparable benefits charged the two groups.

[3] Morethan 5% Owner Concentration Test

No more than 25% of the total amount paid or incurred by the employer for dependent care
assi stanceduringtheplanyear may bepaidtothegroup of individualswho aremorethan 5% sharehol ders
(includingtheir spousesand dependents).* If thisdiscriminationtestisnot satisfied, all HCES, not merely
employeeswhoaremorethan5% owners, will needtoinclude DCAPamountsingrossincome.® While

thisconcentrationtest seemsto mimicthekey employeeconcentrationtest whichisapplicabletocafeteria

developed in the context of qualified retirement plan.
#1.R.C. 8129(d)(2).
#1.R.C. 8129(d)(4).

% | R.C. §129(d)(1).



plans®infact thesearetwo separatetests. Thecafeteriaplantest assessestheconcentration of benefits
providedtokey employees, whilethe DCA Ptest assessestheconcentration of benefitsprovidedtomore
than 5% stockholders. Whilethere may be somedefactooverlapinthetwo categories, cafeteriaplans
offering DCAPsmust satisfy bothtestsseparately. Theuseof two separateconcentrationtestsinthis
contextisanexampleof thecomplexity of discriminationtesting that makessmall businessshy away from
cafeteria plans as too complicated and costly to administer. Itisnot clear what additional benefitis
afforded NHCES by imposing the additional level of discrimination testing.
[4] 55% Average Benefits Test

The55% averagebenefitstestisalsoautilizationtest. Under thistest, theaverage DCA Pbenefit
providedtoal NHCEsmust beat |east 55% of the average benefit providedto al HCES® Whilethemore
than 5% ownersconcentration test comparesaggregatebenefitsof thetwo groupsof employees, the55%
average benefits test compares the average benefit received by all NHCEs with theaverage benefit
received by all NCEs, requiringthat theaveragebenefit received by all NHCEsbeat | east 55%that of the
averagebenefitreceivedby al HCEs. Includedinthevalueof benefitsreceived areonly thoseamounts
actually reimbursed for dependent care, not the amount (including any forfeited amount) of salary
reduction.®

Again, anexamplemay beuseful. Assumethat acompany hastenemployees, two of whomare

HCEs. Assumethat all employeesareeligibleto participateinthe DCAP and that each participating

% The key employee concentration test is discussed at §1.05 [4], supra.
7 |.R.C. §129(dl)(8).

% Prop. Tress. Reg. §1.125-1, Q&A 11 and Q&A 18.
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employee elects a salary reduction of $5,000 and actually receives $5,000 of dependent care
reimbursements. Assumethat both of theHCEsparticipate, but only threeof theNHCESsparticipate. The
average benefit for the HCESis $5,000, that is, [($5,000 + $5,000) + 2 = $5,000]. The average benefit
for the NHCEs is $1,875, that is[($5,000 + $5,000 + $5,000+ 0+ 0+ 0+ 0+ 0) + 8=$1,875]. The
average benefit provided to NHCEs is thus 37.5% of the average benefit provided HCEs ($1,875 +
$5,000 = .375) and the DCAP fails the 55% average benefits test.

Certainemployeesmay beexcluded fromthe55% averagebenefitstest, makingit somewhat easier
to satisfy. Employeesunder theageof 21, employeeswho have not completed ayear of service, and
employeesinacollectivebargai ning unit for whichtherehasbeen goodfaith bargaining over dependent
carebenefitsmay beexcluded. Inaddition, if theDCAPisprovided throughasalary reduction program,
employees with compensation of less than $25,000 also may be excluded.

[5] Utilization Tests Difficult To Satisfy

Boththemorethan 5% owner concentrationtest and the55% averagebenefitstest can bedifficult
tosatisfy. Ingenera, DCAPshavearelatively low utilization rate. While on average 20% to 50% of
eligibleemployeesparticipateinhealth FSAs, only about 2%6to 6% of eligibleempl oyeesparticipatein
DCAPs® Thislow participationrateisdue, inpart, tothefact that only certain segmentsof thepopul ation
canbenefitfromaDCAP: only certainindividua shavechildrenunder age14 or elderly dependentsand
need dependent careassi stanceinorder to beabl eto seek employment. NHCES, however, inparticular

arelesslikely touse DCA Psthan other benefitsbecauseonly employeeswithlower salariesqualify for the

% McCormick and Hickman, Cafeteria Plans, supra, Vol. |, Chapter V, p. 106 (2002).
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dependent caretax credit®and thistax creditisoften moreadvantageousthanthe DCAP. Sinceinmost
circumstancestaxpayersarenot ableto utilizeboth benefits,” NHCEsneeding dependent careass stance
often select the dependent caretax credit rather than the DCAP, achoice not availableto HCEswho,
becauseof their greaterincome, donot qualify for thetax credit. Accordingly, eventhoughtheDCAPmay
beavailableonanon-discriminatory basi s, unlessasignificant portion of acompany’ semployeesneeding
dependent careass stancehavefamily incomessufficiently largeto precludetheir useof thedependent care
tax credit,”” HCEs are unlikely to be able to take advantage of this significant benefit.

Toaddressthisissue, DCAPplansprovidedthroughasaary reduction programarepermittedto
excludefromdigibility employeeswith compensation of |essthan $25,000.7 Thisfigure, however,isnot
indexed for inflation and has not been changed since the dependent care credit was first enacted.
Moreover, EGGTRA changed thecreditto makeit moreadvantageousto middleincometaxpayers,™
thereby making it even more difficult for DCAP plans to satisfy the utilization tests.

Small businesses, inparticular, may findthemorethan 5% sharehol der concentrationtest andthe

55% averagebenefitstest difficult tosatisfy. Asthetotal number of employeesdecreases, thelikelihood

| RC. §21.
| R.C. §21(c).

2 Generally, taxpayers with amarginal tax bracket greater than 15% do better with a DCAP than with the
dependent care tax credit. For married couplesfiling jointly, this represents taxable income over $36,900.

7| R.C. §129(d)(8)(B).

™ For example, effective in 2003, EGGTRA increased the maximum percentage of eligible employment related
expenses which ataxpayer may take into account when using the dependent care credit to 35% from 30%. The
actual percentage which ataxpayer may take into account declines as the taxpayer’ sincome increases. EGGTRA
also increases the amount of expenses per dependent which are considered eligible expenses from $2,400 to $3,000
for one dependent (and up to $6,000 for two dependents).
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that any one group of employees might have a utilization rate that variesfrom the average increases
significantly. Thelarger the group, the more the participation rateswill tend toward the average. In
essence, in asmall business, relatively small changesin the number of NHCEs and HCEs who are
interestedinparticipatinginaDCAParemorelikely todisqualify theHCEsfromachieving preferred tax
treatment than woul d changesby thesamenumber of employeesat alarger company. Thispoint canbe
understood moreeasily by anexample. Let usassumethat 5% of al employeesintheU.S. would be
interested in taking advantage of DCAPs and, for purposes of this example, let usassumethat this
percentage doesnot systematically changewithincomelevels. (Inother words, thisexampl eisnot taking
into account thedi sparateimpact of thedependent caretax credit on HCEsincomparisonwithNHCES.)
Inonecompany with 10,000 NHCEs, approximately 500will want toparticipate. Similarly,in1,000small
businesseswith 10 NHCEseach, approximately 500 will want to participate. Butin many of thesmall
bus nesseswith 10NHCEseach, thenumber of NHCEswantingto participatecould besignificantly more
orlessthan. (Similarly, if theparticipationrateby HCEsnationally were, let ussay 20%, andasmall
businesshad 10 NHCs, thenumber of HCEsinaparti cular small businesswantingto participatecould be
significantly moreor lessthan2.) Ineach of thesesituations, becausethetotal number of HCEsandthe
total number of NHCEs isrelatively small, the actual participation rates by HCEsand NHCEsina
particular small businessmay differ significantly fromthenational average, and many of thesesmaller
businesseswill beunableto satisfy theutilizationtests. Thesecompanieswoul dthusbeunabletomake
thebenefit avail abletotheir HCEs, and thesmall businesscouldvery well loseinterestin offering thebenefit
to any of its employees.

[6] Consequence of Failing Discrimination Tests
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If theDCAPfailsany of thediscriminationtests, then HCEsand key employeeswill berequired

to include their DCAP benefitsin grossincome.™

§1.08 MANY SMALL BUSINESS OWNERS ARE PROHIBITED FROM
PARTICIPATING IN CAFETERIA PLANS.

Another factor that discouragessma | bus nessesfrom offering cafeteriaplansisthat self-employed
individuds, suchassoleproprietors, morethan 2% sharehol dersinaSubchapter Scorporation (“ Sub-S
corporation”), membersinalimitedliability company (“LLC”) and partnersinapartnershipareprecluded
from participatingin cafeteriaplans.’™ For purposesof cafeteriaplans, theseindividual sarenot considered
“employees.” ™

Many small businessesareorganized assol eproprietorships, Sub-Scorporations, partnershipsor
LLCs. Unlikelarge, publically traded corporations(generaly C corporations), whicharetypically owned
by outsiders(pens onplans, insurancecompanies, mutual fundsandindividua investors), smal businesses
typically are owned by key employees or highly compensated employees. In contrast with alarge,

publically traded company, inwhich ownership and management often areseparated, inasmall business,

®|.R.C. 88129(a)(1) and 129(d)(1). The cafeteria plan nondiscrimination rules require the HCEsto include in
gross income any amount that could have been received as cash, that is, the total salary reduction amount, whereas
the DCAP nondiscrimination rules only require the HCE to include amounts actually received as dependent care
assistance.

® The spouse of asole proprietor or partner, however, may participate in a cafeteria plan if the spouseisa
bona fide employee who meets the eligibility requirements and the value of coverage is reasonable in relation to the
services rendered. For purposes of discrimination testing, however, the spouse will be deemed to be a highly
compensated employee and a key employee, regardless of the compensation earned by the spouse. The
spouse/employee may thereby indirectly afford benefits to the sole proprietor or partner as a member of the
employee/participant’s family. The spouse of a more than 2% shareholder of a Sub-S corporation may not
participate in a cafeteria plan, however, because of the ownership attribution rules of 1.R.C. §318.

" Prop. Tress. Reg. §1.125-1, Q& A 4. Theterm “employees’ does not include self-employed individuals
described in 1.R.C. 8401(c). Seealso, |.R.C. § 1372(a) with respect to more than 2% shareholders of a Sub-S
corporation.
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ownership generally isnot separated from management and operation of thebusiness. When ownersof
small businessesrealizethat they will not beabl eto benefit from cafeteriapl answhichthey might want to
offer to their employees, they smply lose interest.”

81.09 CAFETERIA PLANS ARE IMPORTANT TOOL FOR SMALL BUSINESS
[1] Cafeteria Plans Are Valuable Employee Benefit

Thecafeteriaplanisauniqueemployeebenefit ddivery syseminthatit alowsemployeesto sl ect
fromanumber of benefitsthose benefitsand/or mix of benefitsmost needed by theemployee.” Oftennot
appreciated isthat thecafeteriaplanbringsgroup plans of various benefitsto employeesat priceswhich
employeescould not otherwiseobtain. Asdescribed above®, each underlying benefit offered under a
cafeteriaplanistested,in accordancewiththerulesset forthinthe Codefor that parti cul ar benefit, tomake
sureitisnotdiscriminatory. Paradoxically, benefitsbundledtogether inacafeteriaplanaresubjecttoyet
another layer of discriminationtestss mply becausethebenefitsareoffered under acafeteriaplanumbrdla
Not only aremany of theserulesunnecessary; they causesmall bus nessestonot providecafeteriaplans
fortheiremployees. Rather thanensurethat benefitsareavail abletoal employees, thesetests, particul arly

in the context of small business, often result in benefits being available to none.

" A similar problem arises with respect to group term insurance and disability income insurance. Partners
and self-employed individuals are not deemed to be “employees’ for group term life insurance or for disability
income insurance, whether or not these benefits are offered through a cafeteria plan vehicle. Excluding these
individuals from using pre-tax dollars to acquire these benefits dampens enthusiasm to offer these benefits to other
company employees.

™ Indeed the name of this plan, “cafeteria’ plan, reflects the flexibility and selection of benefitsinherent in
this employee benefit.

% See §1.06, supra.



[2] Cafeteria Plans Are Not Widely Offered by Small Business

According to the US Small Business Administration (“SBA”), in 2001 small businesses
represented over 99% of all employers, created about 75% of net new jobsand accountedfor 51% of the
private sector output. Further, the SBA estimatesthat in 2001 small businessesemployed 51% of the
privatesector work forceand 51% of workerson publicassistance, and they represented nearly al of the
self-employed, whichwere7%of theworkforce. Y et few of theemployeesworkingfor asmall business
have accesstoheal thinsurance, dependent careinsurance, health FSAsor other important benefits, inpart
because the company does not sponsor a cafeteria plan.

Section 125 plans are available to roughly one third of all of the nation’s employees.®
Approximately 13% of employeeswhowork for companieswithfewer than 50 employeesarecovered
by a cafeteria plan. 33% of employees who work for companies who employ between 50 and 100
employees are covered by thistype of plan. This percent stays roughly the same until one reaches
companieswho employ morethan 1000 but fewer than 2,500 empl oyees: 49% of theempl oyeesof these
businessesarecovered by cafeteriaplans. 61% of employeeswhowork for businessesthat employ more

than 2,500 employees are covered by cafeteria plans®

[3] Small Business Needs Cafeteria Plans

8 Small Business - Frequently Asked Questions, August, 2001, US Small Business Administration, Office
of Advocacy.

8 News, United States Department of L abor, Bureau of Labor Statistics, Washington, D.C., USDL: 01-473,
December 19, 2001.

8 1d. Section 125 plans for purposes of these statistics include flexible benefit plans, reimbursement
accounts and premium conversion plans.
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When acompany choosesto provideaportion of healthinsurancecoveragefor itsemployees, but
doesnot pay theentire premium, thecost of thepremium paidfor by theemployeescanbepaidfor with
pre-tax dollarsonlyifthecompany sponsorsacafeteriaplanandoffershealthinsuranceasabenefit under
theplan. Thistypeof planisoftenreferredtoasa” premiumconversion” plan (describedinmoredetall
in 81.02[3],supra). Conversely, if thecompany doesnot acafeteriaplan, theemployeemust useafter-tax
dollarsto pay for theemployee’ sportion of thepremium. Because cafeteriaplansallow employeesto
acquirevaluablebenefitsusing pre-tax dollarsand/or employer dollars, cafeteriaplansareconsidered to
beaviablemeansof providingadditiona healthand other benefitsfor employeesandtheir familiesthanthe
employees would otherwise be able to afford.

Not surprisingly, cafeteriaplansarevery popular withemployees. Becauseemployeescanafford
under acafeteriaplan avariety of benefitswhichthey often cannot afford if offered only asanindividud
plan,and becauseemployeesgenerally areableto select only thosebenefitswhichthey want, cafeteria
plansass st empl oyeesinobtainingawidevariety of important benefitsat an affordablecost. Companies
canoffer dental, vision, lifeand supplemental insurancesthat woul d be otherwisetoo expensivefor their
employees. Thecafeteriaplan canoffer flexiblehea th care spending accountswhich allow empl oyeesto
pay for deductiblesand co-paysonapre-tax basis. Often dependent care spending accountsareoffered
in the cafeteriaplan to help employees pay for child care and elder care. With the aging of the baby
boomers, andthustheaging of their parents, thedependent carespending account for el der careisgoing
to become an increasingly more valuable benefit for employees.

Someemployeebenefitscounsd orsbelievethat empl oyeesappreci ateand val uebenefitsmorewhen
they haveassigned dollarsto them through the empl oyee sel ection process. Othersbelievethat when
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employeesareusingtheir owndollarsand haveachoiceof variousheath caredelivery systems, they are
more cost-conscious consumers of health care.

Of real importancetothesmall business, however, isthat acafeteriaplan canallow thesmall business
tooffer more benefitsto itsempl oyees, so thatthebusi nessismoreableto” match” thebenefitsprovided
by larger employersand attract valued employees. Former employeesof larger companiesareoften
dismayed, whenengaged by asmall busi ness, tofindthat their new employer doesnot offer acafeteriaplan
andthey, accordingly, arenolonger ableto sel ect the benefitsthey want and pay for themwith pre-tax
dollars. Thisdisparity intreatment betweentheemployeesof largeand smal | businessentitieshasno policy
justification. Thecompensation of thehighest paid employeesinsmall businessesoftenisinlinewiththet
of mid-management atlarger companies. Thus, anemployeewhoisnot ahighly compensated employee
inhispositionwithalargecompany may suddenly find, whenmovingtoasmall business, that withno
increaseincompensation, hehassuddenly becomeahighly compensated employee. Whilethebenefits
which theempl oyeehad received under acafeteriaplaninthelarger company werenot under scrutiny in
discriminationtesting, s mply becausethesameempl oyee, whenjoiningasmall business, suddenly becomes
part of the* prohibited group,” thesesamebenefitsmay losetheir pre-tax status. Giventheneedtoincrease
accesstohealthinsurance, dependent careinsuranceand other important benefits, theconcernthat ahighly
compensated small businessempl oyeemight receiveatax-freebenefit, and thereby reduceincome, FICA
and FUTA revenues, must beweighedagai nst thebenefitsthat canbedeliveredtoall of thesmall business
employees. Theauthorsbelievethat expandingaccessto critical benefitsthroughaprivatesector approach
rather than public sector fundsisanimportant public policy objectivethat can befostered by creatinga
framework that encourages, rather than discourages, small bus nessto offer employeebenefitsthroughthe
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cafeteria plan umbrella.

81.10 CHANGES NEEDED IN THE CAFETERIA PLAN AREA TO INCREASE

SMALL BUSINESS PLAN COVERAGE

[1] Variety of Factors Discour age Small Businesses From Offering Cafeteria Plans

Cafeteriaplansaregenerally not avail ableto small businessemployees. Thisisduetoanumber of
differentfactors. Asdiscussed above, many small businessownersarenot evenalowedtoparticipatein
their owncafeteriaplan. Anti-discriminationtestsoften cut back thebenefitsof thosesmall business
ownerswho can participatetoinsignificant amounts.® Complex rules, suchaswhen anemployeecan
changean el ectionduringaplanyear®, addtotheproblem. Finally, employeesmay bereluctanttoalocate
their ownmoney toabenefitknowingif they donot“use” themoney, they will “loseit” -- their money will
be allocated to the general funds of the company .’
[2] “Useit or Loseit” Rule Discourages Optimum Level of Employee Elective Deferrals

Complexity inthecafeteriaplan area, perhapsmorethanwithrespect toany other employeebenefit,
iscaused by IRSregulations. When acafeteriaplan isviewed through the“tax lens’ rather than asa
vehicleproviding val uablebenefitsfor employees, onecanend upwithbizarreresults. Thus, rulessuchas

the" useitorloseit” rule, which seemtohavebeendriven by the Treasury 2 arecounterproductivewhen

8 See 81.07, supra.

% See, generally, §81.05 [5] and 1.06 [6], supra.
% See §1.04, supra.

8 See §1.02[4], supra.

8 The Proposed Regulations require that health FSAs and DCAPs include a measure of risk shifting on the
part of both the employer and the employee in order to get around the concepts of “constructive receipt” of the
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viewed through the eyes of the employees and with respect to their impact on employee behavior.
Employees may deliberately alocatefewer dollarsto ahealth FSA than they think they actually need
becausethey arefearful of losngtheir ownmoney. Fromtheviewpoint of thefisc, atleastintheshort term,
thisisgood policy becauseemployeesare sheltering fewer wagesfrom taxesthan they woul d otherwise
but for thisrule. Fromtheviewpoint of health carecostsand preventativemedicine, however, thisisashort
termgainat best. If anempl oyeedefersinsufficient fundsintoahealth FSA becauseof therisk of losing
themoney, and thenforgoesa needed medical test or procedurebecauseit wasnot covered by insurance
and theemployeehad not al ocated sufficientdollarstothehealth FSA, then oftenthetaxpayersasawhole
(society) will bear thecostsinthefuturefor thecareof diseasesnot discovered or properly treated at an
earlier stage.
[3] SoleProprietors,Partners, Limited Liability M ember sand Subchapter -SStockholder sShould

Be Considered Employees and Allowed to Participate in Cafeteria Plans

Asmentioned above, soleproprietors, partners, membersof limited liability companiesand most
stockholdersinaSub-Scorporation arenot allowed to participatein acafeteriaplan.® Thesetypesof
entitiesrepresent asignificant portion of American businessand, for themost part, represent small and

mediumsizedfirms. For example, lastyear about 25.4 millionnon-farmbusinesstax returnswerefiled.

income and the requirement that a cafeteria plan not offer deferred compensation.  Prop. Treas. Reg. 81.125-2, Q& A
7. Essentialy, the constructive receipt doctrine provides that an individual who has a choice between a non-taxable
benefit (e.g., health insurance) and a taxable benefit (cash or wages), and who elects the non-taxable benefit will be
treated for income tax purposes asif he or she had elected the taxable benefit instead. The individua istaxed on the
taxable benefit he or she could have elected. To avoid this result and avoid the treatment that the elective deferrals
involved in health FSAs and DCAPs represent deferred compensation, IRS justifies the imposition of the “useit or
loseit” feature.

¥ See §1.07, supra.



Of these, 17.9 million were sole proprietorships, 2.0 million were partnerships and 5.5 million were
corporations® Thus, approximately 78%of all non-farmbus nessesareorganizedinamanner under which
the owners of the business are not permitted to participate in a business sponsored cafeteria plan.

Totheextent that theownersof theseentitiesarea so employeesof theentities, theownerswill be
discouraged by thisrulefromoffering cafeteriaplansinwhichthey, themsel ves, cannot participate. This
rulediscriminatesagai nst bus nessowner/employeesbased solely uponthetypeof entity inwhichthey are
operatingtheir business. Totheextent that theseentitiesaresmall or medium sized businesses, thisrule
makesitlesslikely that cafeteriaplanswil | beavail ableto employeesof small and mediumsized businesses.
Becausetheseentitieschoosenot to sponsor acafeteriaplan, thisruleworksaparticular hardshiponthe
employeesof small businesses. Asaresult, most employeesof small businessesdonot haveavailableon
apre-tax, moreaffordablebasismany of thebasi c benefitsprovided primarily through employment to
employees of larger corporations.

To encourage small businessesto offer cafeteriaplans, itisimportant that the ownersof themore
typica smal businessentitiesbeconsidered“employees’ for purposesof cafeteriaplans. Aslongasthey
areconsidered“ employees,” they can becovered by acafeteriaplan. Aspotential participantsinthe
cafeteriaplan, they would bemorelikely to sponsor the plan. 1t seemsinherent in human nature, and
clearly an understandabl e decision, that an owner would lose interest in a plan that costs money to
implement and administer and thereforereducesprofitsif theowner isexcluded from participatinginthe

plan.

% Small Business - Frequently Asked Questions, August, 2001, US Small Business Administration, Office
of Advocacy. Whilethisisnot clear, it appears that the 5.5 million corporations include Sub-S corporations as well
as C-corporations.

46



Strangely enough, it appearsthat small businessownerscould participatein someof thepermissible
benefitsoffered under acafeteriaplan,but for thecafeteriaplan umbrellaplaced ontop of thebenefits.
For example, if aDCAPwereoffered outsidethe cafeteriaplan, most expertsbelievethat these small
businessownerscould participateinthe plan. Onceitisincludedinthecafeteriaplan, however, they
cannot.

[4] Changethe Cafeteria Plan Discrimination Rules so that Owners Can Benefit

Becauseof thedallar limitationsand other discriminationrulesimposed on many of thebenefitsoffered
under cafeteriaplans, theseplansareinherently non-discriminatory beforebeing bundledintothecafeteria
plan. Bundlingthesebenefitsintoacafeteriaplan cannotper secreatediscrimination. Tothecontrary,
aswehaveseen, each plan participant hastheability toreducehisor her compensation by thesamedollar
amount (not apercentageof compensation) and/or receivethesameamount of employer dollarsandthen
usetheseamountsto sel ect among theempl oyeebenefitsprovidedintheplan. Becausetheamount of
compensationanemployeemay electtodefer or theamount of empl oyer contributiontheemployeemay
receiveisthesamefor al employeesandisnot tiedtothelevel of compensation, thecontributionamounts
inherently provide proportionately greater benefitstolow income employeesthanto HCEs. Inother
words, thebenefitstolower incomeemployeesaregresater, inrel ationshiptothei r wages, thanthebenefits
provided to HCEs. For example, a$5,000 benefit would equal 20% of thewages of aworker earning
$25,000 per year but only 5% of the salary of an employee earning $100,000 per year. Itishardto

imagineaplanlessdiscriminatorythan acafeteria plan. Under acafeteriaplan, eachindividua benefit
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isseparately tested under itsown discriminationrulesset forthintheCode.** Nevertheless, thecafeteria
planissubjectedtoadditional testsfor all thebenefitsintheaggregate.® For exampl e, thekey employee
concentrationtest requiresthat no morethan 25% of thetotal benefitsused by the plan participantscan
beallocatedtokey employeesasdefinedunder 1.R.C. 8416(i). Aswehaveseen, many small businesses
areunabletosatisfy thistest s mply becausein small businesseskey employeestendtorepresent alarger
proportionof total employeesthanthey doinlarger entities.®® Becausetheability of abus nesstosatisfy
this test depends so highly on the mix of employees, it does not serve to measure “fairness’ or
“discrimination” inthecafeteriaplan. For larger entities, itisessentially ameaninglesstest. For smaller
businesses, however, itisacritica deterrent. Thekey empl oyeeconcentrationtest providesnomeaningful
protection to non-key employees and significantly discourages small business cafeteria plan formation.
[5] Changethe Dependent Care Discrimination Rules

Benefitsoffered under acaf eteriaplanaresubject totwolayersof discriminationtesting. Oneset of
testsappliestothebenefititself, whether or not provided through acafeteriaplan. Thesecond applies
simply becausethebenefitisofferedthroughtheumbrellaof thecafeteriaplan. Whilethestated goal of
thesedi scriminationtestsistoensurethat benefitsarenot offeredtoand utilized by primarily thehighly paid
empl oyees, theeffect oftenisthat thebenefitsarenot offeredat al. Perhapsthemost egregiousexample
of thisduplicative, costly and confusing layering of discriminationtestsari sesinthecontext of thedependent

careassistanceplan offeredthroughthecafeteriaplanvehicle. Threeseparateconcentrationtestsapply:

' See §1.06, supra.
2 See §1.05, supra.

% See §1.05[4], supra.



themorethan 5% owner concentration test and the 55% average benefitstestsapplicableto DCA Psand
thekey employeeconcentrationtest applicabletoall benefitsoffered under acafeteriaplan. Eachof these
concentrationtestsisanactual utilizationtest. Theissueisnot whether benefitsarefairly offeredtoawide
rangeof employeesbut whether asufficient percentageof NHCEsactually takeadvantageof thebenefits
offered. Thesetests, and outdated limitsonthemaximum benefit that may beoffered, needto bechanged
in order to encourage small business to offer DCAPs to their employees.

[a] $5,000 Benefit Limit Needsto Be Increased for Inflation.

TheDCAPhasa$b,000benefitlimit per employee. Thisdollar limit hasbeeninplacefor thelast 20
years. Itissimply not realistictothink that employeescanget quality child careor elder caretoday for
$100aweek. Clearly, thislimitation needsto beincreased significantly tokeep upwiththerealisticcosts
of child or elder care today.

[b] Discrimination Tests Should Be Eliminated to Account for Impact of Dependent Care Tax

Credit.

Aspreviously mentioned, the 5% owner concentration test and the 55% average benefitstest are
particularly difficult teststo satisfy primarily because of the dependent caretax credit.** Imposing a
discriminationtest whichisfaled not becauseof discrimination or any action by theemployer, but because
of acompeting, essentially mutually exclusivetax credit which provideslower incomeempl oyeesbetter
benefitsthanthey canreceivethroughthe DCAPissimply bad policy. If offeringlower incomeemployees

adependent caretax credit, and phasing out thistax credit for higher incomeemployeesisdeemedtobe

% See, §1.05[6], supra.
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goodpoalicy, thenitisundesirableand unfair that thedependent caretax credit would resultinreducing or
eliminating the availability of the DCAP for HCEs.

Becausethe DCAP under acafeteriaplan allowseach employeetoreduce hisor her salary by the
exact sameamount or usethesameamount of “ cafeteriaplan” dollars, all of theselimitations(except for
thedollar cap) operateasunnecessary and additional hurdlesfor thisval uablebenefit. Eventhoughthe
focus hereison small business, apparently these tests often cause much larger plansto fail the anti-
discriminationtestsaswell. Sincethe DCA Pbenefit canalow employeesto providehigher quality child
careor carefor elderly parentsthanthey could otherwiseafford (sincethebenefitsarenot taxedif theplan
isqualified), fromapolicy viewpoint, it would seemdesirableto makesurethisbenefitisavailabletoas
many employees as possible.

[6] TheFlexibleHealth CareSpendingAccount and Dependent Car eAssistanceAccount Should
be Treated as Reimbur sement Accounts Rather Than Insurance

Congressorigindly intendedthat caf eteria plansenabl e empl oyeesto pick and chooseamongavariety
of benefitsrather than simplyreceiveagroup of company selected benefits, some of which werenot
needed or wanted by aparticular employee. Some of these benefits come with tax advantages-- for
instance, if anemployeeiswillingeither toreducehis salary or, if applicable, apply cafeteriadollarstoa
health FSA, thenthedollarscontributedtothehealth FSA arepre-tax dollars. Inpermittingthispre-tax
treatment for flexiblespending arrangements, the Servicerequired an el ement of risk-shiftingand risk-

distributioninherentinanaccident or health plan.* For employers, IRSimposedrisk-shiftingandrisk-

% Prop. Tress. Reg. §1.125-2, Q& A 7, requires that health FSAs essentially qualify as accident or health
plans and that, as aresult, they must exhibit the risk-shifting and risk-distribution characteristics of insurance. To
ensure that the health FSA includes risk-shifting and risk-distribution characteristics, this regulation requires
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distribution characteristicsby requiring uniform coveragethroughout coverageperiod. Therisk shifting
feature imposed on the employee wasthe “use it or loseit” rule.®

By imposingtherequirement of uniform coveragethroughout thecoverageperiod, thel RSintended
toensurethat theemployer would haveaninterestinregulating thearrangement “tominimizeadverse
sel ectionand substantiateclaimed expenses.” Itisnot clear howimposingthisrequirement wouldinduce
anemployerto“minimizeadverseseection.” Whileaninsurancecarrier might declinetoissueaninsurance
contract to anindividual considered an excessiverisk at any cost, application of this concept to the

employment situationistootenuousto bemeaningful . Employment decisionssmply arenot based upon

uniform coverage throughout the coverage period and a twelve-month period of coverage. Prop. Treas. Reg. §1.125-
2, Q& A 7(a)(2). Treasury’sconcern, as expressed in the Preamble to these proposed regulations, was that absent
these insurance-like features, a health plan whose premium was comparable to the maximum level of benefits would
exclude from income amounts paid for personal medical expenses that otherwise would only be deductible under
I.R.C. 8213 to the extent they exceeded 7.5% of adjusted grossincome. By introducing the requirement of uniform
coverage throughout the coverage period, the IRS intended to ensure that the employer would have an interest in
regulating the arrangement “to minimize adverse selection and substantiate claimed expenses.” The IRS analyzed
the arrangement as one in which the employee paid a premium for “health insurance” with respect to which the
maximum reimbursement amount was the same or similar to the amount of the premium. RS was trying to distinguish
health FSAs from a smple health expense reimbursement account that would be akin to an employee-funded defined
contribution plan.

As previously noted, however, health FSAs simply do not have the characteristics of insurance. With
insurance, the purchaser of the contract pays a premium, gaining the potentia of recovering from the insurance
company benefits significantly in excess of premiums paid and risking that the purchaser will have no (or minimal)
valid claims against the policy. Indeed, with most insurance contracts (e.g., car, fire, disability, umbrella), the
purchaser would just as soon not incur any valid claims. The insurance company spreads its risks over alarge
number of contracts, “winning” on some and “losing” on others, but hoping to make a profit overall. With ahedlth
FSA, the employee simply cannot recover more than the amount contributed to the health FSA. Thus, characterizing
salary reductions or employer contributions as premiumsisinappropriate. Thereisno upside potential. Also, health
FSAs do not involve the risk sharing characteristics of trueinsurance. The employer is not in the business of using
alarge number of health FSA accounts to spread the risk that any one employee might withdraw more benefits than
the employee contributes to his or her health FSA account. Indeed, the employer is not looking to make a profit on
the health FSA accounts but is smply offering a benefit to employees a minimal cost to the employer. The employer
is not in the business of insuring or spreading risks. In other words, the analogy to insurance just does not work.

% This feature, unlike the “uniform service throughout the year” requirement, is also afeature of DCAPs.

" Preamble to Prop. Treas. Reg. §1.125-1 and 1-125-2, 54 Fed. Reg. 9460 (Mar. 7, 1989).
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arisk that anemployeemightleaveapositionearly inaplanyear several yearsafter firstbeinghiredby a
company andthereby, incidentaly, receivein health reimbursementsmorethan theempl oyeecontributed
tohisor her healthFSA inaparticular year. The* useitorloseit” rulea soimposesrisk ontheemployee,
but thisrisk certainly isnot onetypical of aninsurance contract. It isdifficult toimagine employees
purchasing“insurance’ whenthemost theemployeecan collectis100% of thepremiumpaid, andif one
did not have claimsup to that amount, then the remaining premiumwasforfeited. Rather, theserules
imposingrisk smply appear tobeaway to stemtheuseof cafeteriaplansand minimizethel ossof revenue
to the fisc from reduced FICA, FUTA and income taxes.

A moreappropriatemodel for thehealth FSA or DCA Pcafeteriaplanisthe401(k) plan. Under this
model , thehea th FSA or DCA Pwoul d function asahealth expensere mbursement account, but therules
restrictingtheemployees' ability tochangetheamount of deferral sandto sel ect different or additional
benefitswouldberemoved. Thus, anemployeewouldhavetheability duringtheyear, onaprospective
basis, to changetheamount of salary deferral sbased on need rather than on an event mandated by the
regulations.

[7] CafeteriaPlansShould Allow EmployeestoChangeT heir Benefit Electionson aPr ospective

Basis Throughout the Plan Y ear

Dueto|RSregulations, employeesareall owed to changetheir benefit el ectionsduring aplanyear only
under limited circumstances® Becausethedollarsthat theemployeesareapplyingtowardsvariousbenefits

aretheir owndollars(whether by salary reductionor by theapplication of cafeteriaplandollars), andmore

% See §1.04, supra.
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importantly, inorder toencourageempl oyeesto e ect needed benefits, empl oyeesshould havetheflexibility
to changetheir benefit el ectionsprospectively at reasonabl e, periodicinterval sthroughout theplanyear.
Just asdefined contribution plansmay all ow employeesto changetheir deferra sprospectively periodically
duringtheplanyear, 0, too, shoul d cafeteriapl ansbepermitted to giveempl oyeesflexibility tochangether
electionsprospectively at morefrequentintervas. Thisincreasedflexibility will makecafeteriaplansmore
useful to employeesinsolving their heal th, dependent careand/or insuranceneeds. For example, inorder
to contain administrative costs, acompany may decidethat changesmay bemadeonly four timesayear.
Thislimitation shoul d beset by thecompany for practical purposes, however, and should not beimposed
by thegovernment ssimply toimposeal eve of risk ontheempl oyeeand discouragel ossof revenuestothe
fisc.
[8] Limit Health FSAsto Specified Dollar Amount and Eliminate Risk Shifting to Employer
Onerational ethat thel RSusedinimposing theuniform coverageruleonemployerswithrespect to
health FSAswasto ensurethat employersbear certain riskscomparabletoaninsurer’ srisk. Thiswas
intended to induce employersto monitor claimsand limit the amount that employerswould permit
employeesto contributeto health FSAs. Limitingthesize of health FSAscould bemoredirectly and
rationally addressed ssmply by imposing anannual dollar limitationsimilar tothat establishedfor DCAPs.
For instance, thelimit could be $10,000, indexed for increasesin the cost of living, with an additional
$5,0001imitif theplan participant hasmorethan onedependent or perhapshascertaintypesof headthcare
problemswhicharegenerally not covered adequately by healthinsurancecoverage(for instance, menta
health care problems). By applying adollar limitation, thejustification forplacing employer dollars
at risk, asdescribed above, becomesunnecessary. Onecouldarguethat by placingemployer dollars
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atriskinthehealth FSA, employerswouldvoluntarily limit thedollar amountsthat theemployeescan
allocatetotheseaccounts. A statutorily imposed limitationalleviatestheneedtohavealimitationimposed
by the companies.

[9] Eliminatethe“Useit or Loseit” Rule

Asdiscussed above, if anempl oyeee ectsto have $5,000 of hiscompensationpaidintoaDCAPand
thenfail sto useuptheentireamount, theamount hedid not useon dependent careisforfeited back tothe
employer. IRSregulationsprohibitthecompany fromgivingtheempl oyee’ smoney back totheemployee
directly orindirectly.® Employeesarejustifiably wary of thisruleand may underestimatenecessary health
and dependent careassi stanceexpendituresbecausethey donot wanttoforfeit their own compensation
back to their employers. Some companies have adopted policies that provide dollars forfeited by
employeesinoneyear will beappliedtobenefitsor “ cafeteria’ dollarsfor all employeesinthefollowing
year. Whiletheintent of thesecompani esislaudatory, thisdoesnot necessarily maketheemployeewho
|ost aportionof hisor her compensationany lessupset toknow that hisor her compensationisproviding
benefitsfor all of the employees.

[a] Optionsfor Dollars Not Used by the Employee

Rather thanforcing employeesto spend health caredollarsonitemsthey do not necessarily needin
order touseuptheir healthFSA dollarsor providingthat employeesmust forfeit unused dollars, therules
could bechanged sothat thetotal amount that an empl oyeeor empl oyer could contributeinasingleyear

totheemployee' shealth FSA would belimited, but employeescouldeither “ carry over” unuseddollars

® Prop. Tress. Regs. §81.125-1, Q&A 7, 15 and 18.
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tothenext year or sweepthemintoa401(k) plan(if availableandif IRC 8415limitationshavenot been
exceeded). Inthismanner, employeeswould not beall owedto exceed any of thecafeteriaplanlimitations
regardingtotal annual contributionstoaheath FSA, butif needed, employeeswould beallowedto carry
over unused contributions to subsequent years until the total amount was consumed.

A carryover would aso provide a needed “cushion” for low and middle income taxpayers. As
mentioned earlier, many lower income taxpayers cannot afford to reduce their salaries and wait for
reimbursement at alater date; their cash flow issuch that every dollar isneeded immediately. Some
employees cannot absorb in their budget even atwo week delay. For these employeesparticularly,
carryingover unused portionsfromoneyear tothenextwoul d providethemwiththecashflow tobeable
toelect salary reductionsinthe second yearand reap thebenefitsof thetax-freetreatment at theend of
that year. Thissmplechangewould enablethesetaxpayerstoafford better quality childand/or elder care
and to allow them to incur necessary medical expenses which are not covered by insurance.

§1.11 ADD LONG TERM CARE INSURANCE ASA QUALIFIED BENEFIT

L ongterm careinsurance shoul d beaquaified benefit whichemployersareableto makeavailableto
employees on apre-tax basis under a cafeteria plan. As a matter of policy, employees should be
encouraged toplanfinancially for thepossibleneed forlong term care. For many employees, longterm
care insurance would be the vehicle of choice,
but theempl oyeesareunwillingto purchasethisinsuranceonan after-tax basisusingannual or quarterly
premiums.

A cafeteriaplanthat allowsemployeesto selectal ongterm careinsuranceplan (possibly talloringit



totheir needswithdifferentlevel sof coverageand different priceranges) would assist empl oyeesinmaking
an educated decision and would encourage wider coverage by making this employee benefit more
affordable. Not only wouldthe group price likely be lower than what each employee could obtain
individualy, but using pre-tax dollarsto purchasetheinsurancewould al so maketheinsurancemore
affordable.

Makinglong term careinsurance available on a pre-tax basisthrough payroll deduction (orinan
employer dollar plan, through* cafeterid’ plandollars) may significantly increasetheability of NHCESto
planfortheir futurepossiblelongterm careneeds. Premium conversionplansand401(k) plansrely upon
payroll deduction for their success. Based upon the success of the 401(k) plan, one can assumethat
employeeswhodecidetofinancetheir longterm carethrough purchasinglongtermcareinsurancearemore
likely to purchasethisinsurance protectionifthey canfinancethe purchasethrough payroll deduction.
Whether employeesaremorelikely toselectlongterm careinsuranceasabenefit choicewhenthey donot
have to find a plan on their own remains to be seen.

81.12 MEDICAL SAVINGS ACCOUNTS COULD BE ADDED AS A QUALIFIED BENEFIT

Toreducethecurrent cost of healthinsurance, someemployeesmay chooseto select ahealth care
insuranceoptionwhich hasalarger deductibleand self-insurethedifferential. Somehealth careexperts
believethat healthinsurancewith higher deductibleswoul dlead to cost efficiencies. Therisk, of course,
isthat anemployeeel ectsapolicy with ahigher deductiblein order to achievethe near term savingsof
lower premiumsbut failsto self-insure. If theemployeefailsto set aside sufficient fundsto cover the
deductibl e, thentheempl oyeemay beunableto afford necessary health careproceduresor tests. If asa

result of not undertaking theseprocedures, emergency complicationsarise, theempl oyee, by selectingthe
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policy withthehigher deductible, may ineffect simply beshifting hisor her health carecostsfromthe
individual to society.

If offering hedlthinsurancewithlarger deductiblesbut |ower premiumsisanideaworthy of trying, then
employeesneed amechanismwhichwouldallow themto effectively self-insureuptothedeductible.
AllowingMedical SavingsAccounts(“MSAS’) to bean optionunder thecafeteriaplanwouldbeanideal
way to seeif employeeswould choosetoset asidefundsfor futureheal th carecostsif they coulddothis
onapre-tax basis. TheFedera government could permit companiesto offerM SAsand highdeductible
insurancecoverageasalinked choi ceunder acafeteriapl an, thereby affording employeesanother option.

81.13 THE SIMPLIFIED SMALL BUSINESS CAFETERIA PLAN

Consideration should begivento providing small businesseswith asimplified cafeteriaplan. The
SIMPLE401(k) planisanappropriatemodd . Thisvoluntary smplified plandesigncould providereduced
discriminationtestinginexchangefor s mplifieddigibility requirementsand required employer contributions
of cafeteriaplandollars. Similar tothe SIMPLE 401(K) plan, theemployer’ srequired contributioncould
beanonel ectivecontribution of 2% of compensationfor all NHCEsor possibly a 3% match of NHCES
salary reductions.®
[1] Changethe Cafeteria Plan Eligibility Rulesto Those of the 401(k) SIMPLE

Changingthecafeteriaplandigibility rulestothoseusedinthe401(k) SIMPLE woul dallow empl oyees

to become dligibleto participate in the cafeteria plan sooner than under the current rules. Currently,

100 \with a nonel ective contribution, an issue arises as to the use of that contribution if the employee
chooses not to participate in any of the benefits offered under the cafeteria plan. It would appear that a nonelective
contribution safe harbor would have to be coupled with a cash out option. To encourage the employee to use the
employer dollarsto acquire benefits, the cash out option would probably have to provide the employee only a
fraction of the employer’s nonelective contribution.
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employeesgenerally must wait threeyearstobecomeeligibleto participateinafirm’ scafeteriaplan. If
eligibility rulessimilar tothosethat apply tothe SIM PL E401(k) wereused, thenempl oyeeswould have
toattainage21 andwork 1000 hoursayear to qualify,although employerscould reduce either or both
requirements. Thischangewouldincreasetheavail ability of cafeteriaplan coveragetomoresmal | business
employees. AsintheSIMPLE401(k) plan, small bus nesseswouldbringeligibleemployeesinonanentry
datefor ease of administration. The plan could providefor two entry dates (or more, if the company
desired). Again, asintheSIMPLE401(Kk) plan, oneentry datewoul d coincidewiththebeginning of the
plan year and the second would be the first day of the seventh month of the plan year.
[2] Streamlinethe Discrimination Tests Applicableto the Small Business Cafeteria Plan

Theauthorsrecommend that under aSimplified Smal BusinessCafeteriaPlanonly thosediscrimination
testsapplicabletoanindividua underlying plan benefit woul d beappliedtothat benefit, but theoverarching
discriminationtestsimposed simply becausevariousbenefitsare packagedtogetherinacafeteriaplan
wouldbediminated. Whiletheindividual benefitswould continueto besubject tothedi scriminationtests
set forthinthel RC,theauthorswoul d hopethat thedollar limitation and thedi scriminationtestsapplicable
to DCAPswouldbesubstantially changed so asto makethi sva uabl ebenefit avail abletomoreemployees.
Thisisof particular importance because, asdiscussedin 81.06 [5],supra, many NHCEs sel ect thetax
credit, which causes the plan to fail the DCAP discrimination tests.
[3] Mandatory Employer Contribution

Just as safe harbors have been created to assist employers offering 401(k) plansto comply with

discriminationrequirements, o, too, theauthorsbelieve, safeharborsfor satisfying discrimination standards



couldbecreatedtoensurefairnessand adequate protection of employees, whilesufficiently smplifyingthe
adminigtrativeand cost burdensfor smal| businessesand sufficiently increesingthelikdihoodthat HCEsand
keys will achieve favorable tax treatment in order to encourage small businessesto offer cafeteria plans.
Forexample, inorder toqualify for theSimplified Small BusinessCafeteriaPlan, thecompany would
berequiredtomakeacontributiononbehalf of all eligibleplan participants. Thiscontributioncouldbe
similar tothat required under the SIMPL E401(k). Under the SIMPLE 401(k), theemployer isrequired
tomatchtheemployee’ selectivecontributiononadollar-for-dollar basisupto 3% of compensationfor
theplanyear or to make nonel ective contributionsof 2% of compensationfor each eligibleemployee,
whether or not aparticular employeeel ects, inaddition, toauthorizesalary reductions. Thisemployer
nonel ectivecontributionwould bemadefor al igibleemployeeswho haveat least 1,000 hoursof service
duringtheplanyear Theemployer al somay substitutethe 2% nonel ectivecontributionfor amatching
contributionif eligibleemployeesarenatified of thesubstitutionwithinareasonabletimeprior totheperiod
inwhichemployeesmay enter salary reductionagreements.:> Some compani esmight choosetorequire
employeestoallocatethesedollarsto healthinsurancecoverage, if they werenot already covered, but
other employersmight prefer toallow their empl oyeesto sel ect thebenefitsthey themsel vesdeem most
needed. Fromapolicy viewpoint, boththenonel ective contributi on option and thematch option have

advantages. Thematchwould hopefully provideanincentivefor employeestomakesalary reduction

101 For ease of administration, the safe harbor could employ a*“look back” rule: if the employee had 1,000
hoursin the prior year, he or she would be covered by the plan in the current year. In this manner, digibility
determinations could be made prior to the beginning of the plan year. Thiswould be important in structuring
qualifying employee elective deferrals.

102 | R.C. §401(K)(11)(B).
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contributionsto* purchase’ thevariousneeded benefits. Ontheother hand, thenonel ectivecontribution
would provideacontributionfor all eligibleempl oyeessothat thel ower incometaxpayerswho cannot

afford to reduce their salaries can still benefit.



§1.14 CONCLUSION

Cafeteriaplansoffer aflexiblevehiclethroughwhichemployeesmay sel ect amongavariety of benefits
offered andinmany casesusepre-tax dollarsto acquirethebenefitsmost useful tothem. Whether funded
withemployeesalary reductiondollarsor employer cafeteriaplandollars, or acombination of both, the
cafeteriaplan providesaflexible private sector method for encouraging greater accessto health care,
dependent care, (hopefully, inthefuture, longterm careinsurance) and other benefits, inadequateaccess
towhicharecons dered sgnificant publicpolicy issues. Enablingemployeestoacquirethesebenefitsusing
pre-tax dollarsresultsinreducedincometax, FICA and FUTA revenues. Y et theincreased ability of the
privatesector to providetheseimportant benefitsfor workersandtheir families, rather thanrelyingonthe
public sector to provide these benefits, may well justify the loss of revenues to the fisc.

Existingstatutesand regul ations, however, discouragesmall businessfrom offering cafeteriaplansto
their employees. Antiquatedlimitsontheval ueof dependent careass stanceplansthat may beofferedto
employees, multiple layers of discrimination testing on benefits and plans that are inherently not
discriminatory, risk shifting requirementsthat areinappositeand discourage optimum useof benefits,
regul ationsthat excludeownersof many busi nessesfrom participatingin cafeteriaplans, exclus onof long-
term careinsuranceand medical savingsaccountsasqualified benefitsand limitationsonemployee’s
flexibility tochangetheir € ectionsprospectively withinaplanyear dl convergetodiscouragesmal | business
from offering caf eteriapl ansand empl oyeesfromtaking maximum advantageof cafeteriaplansthat are
offered.

TheSimplified Small Busi nessCaf eteriaPlan may offer just theadded incentiveto encouragesmall

businessestooffer critical benefitsthrough acafeteriaplanumbrella. By reducingdiscriminationtesting,
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creatingsafeharborsusing required employer contributionsand simplifying eligibility requirements, a
Simplified Small BusinessCafeteriaPlan, basedlargely onthe SIMPL E401(k) model, may enablealarger
percentage of employersto makebasic employeebenefitsavailabletoworkersandtheir familiesat an
affordable cost and ensure that the choice to work with asmall businesswill lessfrequently require

empl oyeestoforegothetax-advantaged accessto benefitsformerly availabletothem under cafeteriaplans.

62



Userddac/ArticlesNY U Cafeteria Plan (final)



