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New proposed cafeteria plan
regulations
! Published in the Federal Register on

August 6, 2007

! Provisions are proposed to take effect
generally on or after January 1, 2009

! Comments were due on November 5, 2007

! The hearing is scheduled for tomorrow at
10:00 a.m.
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 Today we will
introduce you to-

the Winners,

the Sinners, and

Traps for the Unwary
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Nadya’s Winners

! Retroactive enrollment for new hires

! “Spend down” of DCRA for terminated
employees

! Clarification about timing of deferrals

! Different years permitted for HCRA / DCRA
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Retroactive enrollment for new
hires
! New hires can elect coverage retroactive to

the hire date if election made within 30 days
of hire
" Salary reductions used to pay benefits must come

from earnings received after the election date.

" Public comments pressing for 31 day limit
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Retroactive enrollment for new
hires
! Applies for 30 days after hire, not after

eligibility

! Document must include a provision excluding
employees terminated and rehired within 30
days from the optional election for new
employees
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“Spend down” of DCRA for
terminated employees
! Employer may opt to reimburse a terminated

employee for qualified dependent care
expenses incurred after termination
" All other Sec. 129 rules must be satisfied

! Eligibility verification is an issue once the
participant is not a current employee

! Changes in election on termination create
administrative complications
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Clarification about timing of
deferrals
! Payment for coverage in the first month of plan year

using salary reductions made in last month of
previous year is okay

! Advance payments for orthodontia, infertility
services, and certain durable medical equipment
permitted
" But no such flexibility for dependent care expenses

! Deductible carryover from one year to next isn’t
impermissible
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Clarification about timing of
deferrals
! Requires the election to be made before the

date the taxable benefit is “currently
available”
" No significant limitation or restriction on the right

" Circumstances where the employee could receive
the benefit before a particular future time

! No grace period for PTO

! Possible 409A interaction
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Different years permitted for
HCRA / DCRA
! Different qualified benefits may have different 12-

month coverage periods

! Easier to align HCRA with off-calendar year health
plan

! DCRA usually tied to calendar year

! Short years only for valid business reason

" Change of underlying health plan year

! Different coverage periods complicate change in
election administration and creates more than one
enrollment period
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Tonie’s Winners

! Default and evergreen elections

! Two year period for certain benefits

! Adoption assistance

! Individual health insurance policies

! HSA Compatible FSAs

12

Default and evergreen
elections
! New or current employees who fail to elect

may be given a default election for one or
more qualified benefits

! An evergreen election is provided as an
example

! Examples include a notice provision that may
or may not be required

! May be a useful way to address newly born
children
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Default and evergreen
elections
! Not favored because of employee response /

communication challenges
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Two-year period for certain
benefits
! Mandatory two-year coverage period

permitted for dental and vision insurance

! Approves common “two-year lock-in”

! Two requirements
" Premium payments at least annually

" Salary reductions or flex credits from one year
cannot pay for benefits in the next year
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Two year period for certain
benefits
! Status changes?
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Adoption assistance

! Adoption assistance under Code Section 137
is a qualified benefit that may be offered
through an FSA

! Rules similar to DCAP rules apply

! Consider using grace period and reimburse
expenses when incurred, not when the
adoption is finalized

! No phase-out based on modified adjusted
gross income



9

17

Adoption assistance

! No uniform coverage

! Not clear which services are qualified

! Administration may be problematic

! IRS Notice 97-9 continues to define “qualified
adoption expenses” and “reasonable
substantiation”
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Individual health insurance
policies
! Payment or reimbursement of employees’

substantiated individual health insurance
premium is a qualified benefit

! Individual health insurance policies are
accident and health plans as defined in
Section 1.106-1

! See Hrabe v. Paul Revere Life Ins. Co., 951
F.Supp. 1997
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Individual health insurance
policies
! Unintentionally creating a Group Health Plan

! Potential HIPAA and COBRA violations

! No employer control (e.g. Massachusetts
Connector)

! Whose COBRA is it?

! Cafeteria plan rule, not an FSA
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HSA compatible FSAs

! Prior guidance for HSA compatible FSAs in
Rev. Rul. 2004-45 and Notice 2005-86

! Limited Purpose only provides
reimbursements for vision, dental and
preventive care

! Post-deductible only pays after the HDHP
deduction is met

! Combination limited purpose/post-deductible
FSA is HSA compatible
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HSA compatible FSAs

! Limited scope FSA requires more extensive
communication / substantiation

! Post-deductible health FSA poses
administrative challenges, particularly when
combined with limited scope FSA
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Nadya’s Sinners

! Testing rules and “last day of the year”
testing

! Penalties for violations

! Employers may limit HCRA participants to
employees enrolled in its medical plan

! Not-so-automatic debit card substantiation

! After tax benefits for ineligible individuals
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Testing rules and “last day of
the year” testing

! Definitions of “officer,” “highly compensated,”
and “key employee” not aligned with qualified
plan definitions

! Safe harbor rules unnecessarily complicated
and unclear

! Disaggregation rules too restrictive

! “Last day of the plan year” is too late
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Penalties for violations

! Pass-fail / all-or-nothing approach penalizes
all for inadvertent drafting or operational
errors

! No opportunity for retro amendments

! Nondiscrimination rules may result in taxation
of eligible, but non-participating highly-
compensated employees
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Employers may limit HCRA
participants to medical plan enrollees

! May include former employees (laid-off and
retirees)

! May complicate testing if enrolled
participants are predominantly highly-
compensated

! What about employees who participate in a
state-mandated program?

! Limits employer uniform coverage rule risk

! HIPAA Title I Exemptions

26

Not-so-automatic debit card
substantiation
! Technology not yet in line with debit card usage

" Inventory Information Approval System must be
used by merchants

" Separate requirements for substantiation of
medical care expenses incurred at specified
providers/stores

! Copay matches, recurring medical expense
rules too limited / confusing

! Debit card rules of limited value in
reimbursement of dependent care expenses



14

27

After tax benefits for ineligible
individuals
! Leads to confusion about whose expenses

are reimbursable
" Domestic partners not specifically identified

! Guidance for determining the fair market
value of coverage / imputed income is
incomplete
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Tonie’s Sinners

! Documentation requirements

! Treatment of PTO in cafeteria plan

! No “mistake” doctrine

! Group term life taxation inside a cafeteria
plan
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Documentation requirements
! “Exclusive Means” of electing between taxable and

nontaxable benefits

! Content requirement
" description of all benefits and plan year

" eligibility rules limited to employees

" election procedures and irrevocability of elections

" method of employer contributions

"  maximum elective and employer contributions

" FSA use-or-lose rules and uniform coverage rules

! All provisions must apply uniformly to all participants
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Documentation requirements

! Greater degree of clarity about what
constitutes documentation

! Okay to have multiple documents
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Treatment of PTO in cafeteria
plan
! Elective PTO in a cafeteria plan only if there

is a right to substitute PTO for other benefits

! No deferral of compensation
" Nonelective PTO is used first

" Unused elective PTO must be forfeited or cashed
out out before the last day of the Plan Year

" No grace period

! May be of use to employers not located in
California and Massachusetts
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No “mistake” doctrine

! Unofficial IRS position based on “clear and
convincing” standard

! Expectation was an official method for
correcting administrative problems and clear
participant mistakes

! Interaction with claims procedure disclosure
rules creates a need for standard procedure

! Treasury is asking for reasonable alternatives
and may create “EPCRS” type of corrections
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Group term life taxation inside
a cafeteria plan
! Include the cost of group term life insurance

over $50,000 using rules of Section 1.79-3
and Table I, less employee after tax
contributions

! Applies if all or a portion of GTL is provided
through a nondiscriminatory cafeteria plan

! No longer the greater of the Table I costs or
the premiums paid

! Effective 8/6/07(adjust periodic wage reports)
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Traps for the Unwary

! Documentation requirements and state based
carve-outs

! Controlled group rules

! Using after-tax dollars to pay for coverage for
those not eligible for tax-free employer-provided
benefits (e.g. domestic partners)

! Grace period options

! Group term life in a cafeteria plan

! Substantiation of debit card charges

! Including PTO in a cafeteria plan
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The Wish List

! Scrap the nondiscrimination rules and
start over

! Adopt some common sense rules around
corrective measures

! Coordinate with related DOL provisions,
409A, and traditional constructive receipt
doctrine

! Clean up the debit card substantiation
rules to reflect reality


