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AGENDA
▼Cafeteria Plans 101

▼Plan Eligibility Considerations

▼Benefits Available Under a Cafeteria Plan

▼Permitted Election Changes

▼Flexible Spending Accounts

▼125 Nondiscrimination Testing 



Basic Concepts  

▼ A Cafeteria Plan gives employees a choice 
between non-taxable benefits (e.g., health 
coverage) and taxable benefits (e.g., cash)

▼ Purpose
▼ Avoiding the Constructive Receipt Doctrine
▼ IRS: Cafeteria plan is the exclusive means by 

which an employer may offer a choice without 
the choice itself resulting in taxable income to 
the employee 

▼ Tax Savings for the Employer and Employee



Basic Concepts 
▼Applicable Laws

▼ Internal Revenue Code
▼ §§ 105, 106, 125, 129, 213… 

▼ ERISA?
▼ No, but ERISA may apply to the 

underlying benefits, including the 
Health FSA

▼ Beware: Endorsement



Basic Concepts 

▼125 Cafeteria Plans Requirements
▼ Written Plan Document

▼ SPD?
▼ Only employees may participate
▼ Elections must be made in advance 

and can only be changed during the 
year in limited circumstances 



Plan Eligibility Considerations 
▼ Only employees (including any employees within a 

controlled group) may participate in the cafeteria 
plan
▼ Former employees okay as long as plan is not 

maintained predominantly for them
▼ Temporary employees?

▼ NOT Eligible:
▼ Self-employed individuals
▼ Partners in a partnership 
▼ More-than-2%-shareholders in a Subchapter S 

corporation



What Benefits May Be Offered Under a 
Cafeteria Plan?

▼ “Qualified Benefits,” including
▼ Accident and Health Plans (including dental, vision, 

etc.)
▼ Disability Benefit Plans
▼ Dependent Care Assistance Programs
▼ Health FSAs
▼ Group Term Life Insurance
▼ HSA Contributions
▼ Adoption Assistance
▼ 401(k) Contributions 

▼ Permitted Taxable Benefits, including Paid Time 
Off



Elections and Permitted Election Changes

▼ Types of Elections
▼ Affirmative
▼ “Negative” – Automatic, Default, “Evergreen”

▼ Elections must generally be made before the beginning 
of coverage period
▼ New hires may be allowed to make initial elections 

within 30 days retroactive to date of hire (all pre-tax 
amounts must still be taken from future pay)

▼ Must be irrevocable during the coverage period, unless 
a change is based on a permitted election change event  

▼ Permitted election changes must be set forth in the plan 
document



Permitted Election Changes
Change in Status COBRA Qualifying Event

Cost Changes
• Insignificant Cost Changes (Automatic)
• Significant Cost Changes

Judgments, Decrees, or Orders

Significant Curtailment of Coverage Entitlement to Medicare or Medicaid

Addition or Improvement of Benefit 
Package Option

FMLA Leave

Change in Coverage of Spouse or 
Dependent Under Another Employer Plan

Pre-Tax HSA Contributions

Loss of Certain Other Health Coverage Reduction of Hours

HIPAA Special Enrollment Rights Exchange Enrollment



Flexible Spending Accounts

▼ Health FSAs
▼ Employees may make salary reduction 

contributions up to $2,600 (in 2017) towards 
Health FSA to cover “qualified medical 
expenses”

▼ Dependent Care Assistance Programs
▼ Permits employee to exclude up to $5,000 from 

gross income for amounts paid or incurred for 
dependent care assistance

▼Use-It-Or-Lose-It Rule



Dependent Care Assistance Plans
▼ “Dependent care assistance” generally means 

payment for, or provision of services which if paid 
for by the employee would be considered 
“employment-related expenses” under Code § 21

▼ Dependent care expenses are “employment-
related expenses” only if:
▼ the employee incurs the expenses in order to 

enable the employee (and the employee's spouse) 
to be “gainfully employed” and

▼ the expenses are for the “care” of one or more 
“qualifying individuals”

▼ Employer may permit if employer “reasonably 
believes” that the expenses are employment-
related 



Health FSAs 



Excepted Benefit FSAs 
▼ Excepted vs. Non-Excepted Benefits
▼ In general, group health plan market reforms do 

not apply to a group health plan in relation to its 
provision of benefits that are excepted benefits. 

▼ While health FSAs are group health plans, they will 
be considered to provide only excepted benefits if:
▼ Employer also makes available group health plan 

coverage that is not limited to excepted benefits, 
and 

▼ The health FSA is structured so that the maximum 
benefit payable to any participant cannot exceed 
two times the participant’s salary reduction election 
for the health FSA for the year (or, if greater, cannot 
exceed $500 plus the amount of the participant’s 
salary reduction election)



Health FSAs – Eligible Expenses
What, who, when, how much, and why?

▼ What is the expense for? 
▼ The expense generally must fall within the legal definition of 

medical care as defined in Code §213(d) 
▼Who is the expense for? 

▼ The expense must be for the employee, his or her spouse, a tax 
dependent for health coverage purposes, or an employee's child 
who has not attained age 27 as of the end of the taxable year  

▼When was the expense incurred? 
▼ It must be within the plan year

▼How much is the expense for? 
▼ The amount of the expense must be within the plan limits  

▼Why was the expense incurred? 
▼ It must be primarily for a medical purpose (e.g., generally not for 

cosmetic purposes)



Health FSAs 
▼ Grace Periods vs. Carryovers: Can only have one 

or the other
▼ Grace Periods – Plan may allow participants to 

access unused balances after the end of a plan 
year to pay or reimburse expenses for qualified 
medical expenses incurred during a “grace 
period” of up to 2-1/2 months after the close of 
the plan year

▼ Carryovers – Plan may allow participants’ 
health FSAs to carryover unused balances of 
up to $500 remaining at the end of a plan year 
to be used for qualified medical expenses 
incurred in the subsequent plan year

▼ “Uniform Coverage” Rule



Nondiscrimination Testing
▼ Cafeteria plans may not discriminate in favor of 

“highly compensated individuals” as to eligibility, 
contributions, or benefits

▼ Failing:
▼ In general, HCEs/Keys who made salary reductions 

will be taxed on the amount of those salary 
reductions

▼ Does not affect non-highly compensated employees
▼ Testing generally must be run on the last day of the 

plan year
▼ Of course, employers should monitor compliance 

with testing criteria during the plan year. 
▼ Employers cannot fix nondiscrimination problems 

after year-end
▼ Concepts: Cafeteria Plan Party…



Nondiscrimination Testing
▼ Cafeteria Plan

▼ Eligibility Test
▼ Contributions and Benefits Test
▼ Key Employee Concentration Test

▼ “Highly compensated individuals” include
▼ Officers 5% shareholders 
▼ Employees earning at least the HCE amount 

($120,000 in 2017)
▼ Spouses or dependents of these individuals



125 Nondiscrimination Testing
▼ Eligibility Test: Unless enough (non-HCEs) can get into 

the plan, the plan will fail as being discriminatory 
▼ “Have enough non-HCEs been invited to the party?”

▼ Contributions and Benefits Test (Benefit 
Availability/Utilization): 
▼ A plan will be discriminatory if the HCEs/Keys can 

get more benefits than the non-HCEs/non-Keys 
▼ “Who is being offered drinks?” (Availability Test) 
▼ “Who is actually taking the drinks?” (Utilization Test)
▼ Discrimination in Operation – Cafeteria plan must 

also not discriminate in favor of HCEs in actual 
operation 



125 Nondiscrimination Testing
▼ Key Employee Concentration Test

▼ If the qualified benefits provided to Keys exceed 
25% of the total of all such benefits provided for all 
employees under the plan, the plan will fail the key 
employee concentration test

▼ Key Employees:
▼ An officer with annual compensation in excess of 

the dollar limit for that year ($175,000 for 2017)
▼ A more-than-5% owner of the employer
▼ A more-than-1% owner of the employer with annual 

compensation greater than $150,000 (not indexed)



Nondiscrimination for Underlying Benefits 

▼ Health FSAs (105(h) Tests)
▼ Eligibility Test
▼ Benefits Test

▼ DCAPs
▼ Eligibility Test
▼ Contributions and Benefits Test
▼ More-Than-5% Owners Concentration Test
▼ 55% Average Benefits Test



ACA Reporting 

▼ Deadline to provide Form 1095-C Employee 
Statements extended until March 2, 2017

▼ IRS Filing Deadline remains February 28, 2017, 
if filing by paper, and March 31, 2017, if filing 
electronically

▼ “Good Faith Effort” penalty standard continued 
for 2017 reporting (2016 coverage)
▼ Does not apply to penalties for delinquent 

returns
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