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Legal Issues for Nonprofits
Employee Benefits & Cafeteria Plans:  Allowing Employees to “Opt Out” of  Benefits in Exchange for Cash
Prepared by Community Legal Resources with the assistance of

Michael J. Friedman, Honigman Miller Schwartz and Cohn LLP

Our organization pays the monthly health insurance premiums (approximately $300/month) for all of our full-time employees.  Recently, one of our employees asked if we could drop her from our health insurance, giving her an additional $300/month in income instead.  Can we do that? 

While allowing an employee to “opt-out” of health coverage in favor of a little extra money each month may seem simple enough, it is actually a much more complicated issue.  Doing so can have unintended consequences not only for the employee asking for the change, but also for your other employees.  If the opt-out isn’t done as part of a formal “cafeteria benefit plan,” all of your employees may find themselves paying taxes on the amount you pay for their health benefits.  While there are other potential pitfalls, the tax consequences are often felt by employees first. 

Why Can’t Our Employees Just “Cash Out?”
There are two general types of benefits:  taxable and non-taxable.  In general, the IRS will treat an employee who has a choice between the two types of benefits as having received all taxable benefits.  Under this “constructive receipt” rule, both employment and withholding taxes must be paid on the full value of all benefits combined. If the employee is not given a choice, taxes must only be paid on the taxable benefits; the non-taxable benefits remain un-taxed.  
By allowing your employee to have cash instead of a non-taxable benefit (say, $300 cash instead of paying a $300 insurance premium), you are allowing that employee to exercise the type of choice that triggers constructive receipt.  This means that taxes must be paid on that additional money.  Allowing one employee to have a choice also indicates that all employees have a choice.  Everyone who receives these benefits would also be taxed on the $300 – even if they did not choose to have the extra cash.   
Doing it According to Plan – Cafeteria Plans and Their Benefits
If you want to give your employees a choice between non-taxable benefits and the cash equivalent, it can be done through a formal cafeteria plan.  Cafeteria plans allow for non-taxable benefits to remain un­taxed, even though the employee has a choice. Just as importantly, they allow employees to make different choices without affecting the tax status of their colleagues.  One may choose to use $300 pre-tax to purchase health insurance, for instance, while the other chooses to take that $300 as part of her taxable salary. 
Making the Plan Work – Doing it Right
In order to be a valid, a cafeteria plan must be established in a written document.  It must include, among other things, a description of the available benefits, the rules governing the plan, the procedures for making choices and how employee contributions are made.  The plan must be applied consistently to all employees who are similarly situated. By establishing and administering a written plan, you are making sure that everyone is treated fairly and equally, reducing the likelihood of future labor disputes. 
In 2007, the IRS issued proposed regulations that specified in greater detail than it had before what information had to be included in a cafeteria/section 125 plan document, and the kinds of benefits that could be provided.   In these proposed rules (final regulations have not yet been issued), the IRS emphasized that compliance with IRC Section 125, and these rules, "is the exclusive means by which an employer can offer employees a choice between taxable and nontaxable benefits without the choice itself resulting in inclusion in gross income by the employees." The proposed regulations also emphasized that unless the plan complies with Section 125 and these rules, it will not achieve the intended tax savings for the employees.  It is likely these rules will be finalized in 2009, with a January 1, 2010 effective date.  By that time, current cafeteria plan documents will have had to be amended and restated.
Structuring a Cafeteria Plan
The main benefit of a cafeteria plan is tax-savings for employees, but there are a number of options for providing these tax savings. Cafeteria plans may provide any one or a combination of the following: 
· Pre-Tax Payment of Required Contributions. If you establish a cafeteria plan, eligible employees will be able to make required contributions to certain of your benefit programs with pre-tax, instead of after-tax dollars.  Only certain types of benefits can be offered on this tax-advantaged basis. For example, health insurance, life insurance and adoption assistance may be offered, but others, such as long-term care insurance and deferred compensation, are not permitted. 
· Flexible Spending Accounts. Flexible spending accounts (an “FSA”) are accounts created by employees voluntarily agreeing to have specific amounts deducted from their compensation to pay for certain expenses on a pre-tax basis. One kind of FSA allows the payment of medical care expenses that cannot be reimbursed through other programs available to the employee (for example, medical copayments or deductibles, or orthodontia work not covered under any dental plan). The other allows employees to pay for dependent care expenses (for example, child care or elder care). 
· Buy/Sell Vacation Days.  Allows people to exchange vacation days for cash and vice-versa, so long as no compensation is deferred into a subsequent year. 
· Opt-Out Bonus Program. Allows employees to opt-out of your health care program in exchange for a cash payment.  You can require that the employee show proof that he or she has other coverage available to be eligible for the cash bonus.  

Regardless of what benefits you choose to include, it is important that the plan only be applied going forward. The tax benefits available under a cafeteria plan cannot be applied retroactively.  If any employees receive, in addition to their standard compensation, payment or reimbursement before the plan is established, the employee must pay taxes on those additional payments. 
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