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Exactly what “to benefit” means in a health FSA is not clear. Does 
it mean that someone is merely eligible to elect health FSA coverage, or does it 
mean that the person has actually elected such coverage? Many employers take 
the aggressive approach that being eligible to elect health FSA coverage is 
enough. This interpretation makes it easier to pass the test (e.g., if more than 70% 
of all employees are eligible, but only 25% of employees elect health FSA 
coverage, the test would be passed). However, the conservative approach is that 
in order to benefit, an employee must have elected health FSA coverage or have 
been provided free health FSA coverage by plan design. If Widgets, Inc. is 
conservative and is concerned that it may not pass the eligibility test (e.g., 
because mainly HCEs have elected health FSA coverage), it could provide $100 
in annual health FSA coverage to each employee via an employer seed 
contribution to the plan. With such a seed contribution, all employees are clearly 
benefiting under the plan. 

b. Benefits Test

Under the benefits test, the benefits provided to HCEs under the 
plan must be provided to all other participants. Required contributions should be 
identical for each benefit level. The maximum benefit level that can be elected 
cannot be based on percent of compensation, age, or years of service. The type of 
benefits reimbursable must be identical for all participants. The health FSA must 
not have different waiting periods. 

3. DCAPs—Four Nondiscrimination Tests
Mr. DoGood has his test results for the cafeteria plan and the health 

FSA—there’s only one plan left. The DCAP has to pass four nondiscrimination 
tests. For a DCAP, an employee is an HCE if he or she is a more-than-5% owner 
during the current or preceding year or if his or her compensation during the 
preceding year exceeded the dollar limit for that year ($95,000 for 2005; $90,000 
for 2004).

a. Eligibility Test

A DCAP must benefit employees who qualify under a 
classification that does not discriminate in favor of HCEs or their dependents. 
This ensures that a minimum number of non-HCEs are eligible to participate in 
the plan. The reasonable classification test for DCAPs is like the one for cafeteria 
plans, with some exceptions (e.g., HCEs are defined differently). 

b. Contributions and Benefits Test 

Contributions and benefits that are available to eligible employees 
under the DCAP must not favor HCEs or their dependents. One way to satisfy 
this test is to make the maximum DCAP benefits and contributions the same for 
HCEs and non-HCEs. 

C. What’s a Cafeteria Plan and Why Have One?
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1. Premium-Only Plan (POP) Description
Here’s how people save money with a POP:

Mr. DoGood’s got it now: a POP really makes sense for a business like 
his. Employees are already making after-tax payroll deductions to pay for their 
share of insurance costs. Just setting up the POP and telling payroll to take those 
same deductions on a pre-tax basis means that everyone gets to save money. A 
cafeteria plan helps employers in other ways, as well. In addition to enabling the 
employer to save on its share of FICA (Social Security and Medicare) and FUTA 
(federal unemployment) taxes, a cafeteria plan can:

• help recruit employees and keep them satisfied;
• increase flexibility to design employee benefits for diverse 

employee needs;
• in some states, save on state unemployment insurance and 

workers’ compensation taxes;
• cushion the blow of huge premium increases; and
• increase employee awareness of the cost of each benefit.
“I like it,” says Mr. DoGood, “but every silver lining’s got a cloud. 

Where is it here?” Well, the IRS doesn’t dish out tax goodies without getting 
some assurances that they’re being used properly. So Widgets, Inc. will have to 
meet some legal requirements, most of which are highlighted in other Sections in 
this short course. Mr. DoGood should be fine, so long as he gets good legal 
advice in setting up and operating his plan. 

“That’s the catch I was worried about,” says Mr. DoGood “Attorneys! 
I’m not MegaCo., you know, I’ve got a small budget and can’t afford more 
administrative staff right now.” No problem. The POP shouldn’t cost much out-
of-pocket other than set-up costs, which should be minimal. To get things started 
from an administrative standpoint, Mr. DoGood needs to tell the payroll folks 
what they have to do and needs to explain the plan to his employees. Someone 
also needs to handle the distribution and collection of election forms. 

2. Setting up a POP
“Okay, I’m sure Widgets, Inc. could use a POP!” says Mr. DoGood. 

“What do we have to do?” Here’s a step-by-step action plan for setting up a POP 
(a POP Action Plan).

S t e p  # 1 :  Employee completes election form, agreeing to a salary 
reduction, which will be used to pay the employee’s share
 of insurance premiums

 

S t e p  # 2 :  Employee’s next paycheck reflects tax savings (less taxable 
 wages, more take-home pay than if employee had paid for 
premiums with after-tax dollars)

S t e p  # 3 :  Employer pays health insurance premiums (both employer’s 
and employee’s share) to the carrier, and employee gets 
health coverage 

 

S t e p  # 4 :  Employer saves FICA and FUTA taxes on the salary reduction
 

Employee’s election is 
irrevocable for the 
12-month plan year, 

 
 

with some exceptions 
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a. Decide Design Features for a POP

Mr. DoGood’s already decided on a POP, but he’ll have to answer a 
few questions so that the POP can be designed to fit Widgets, Inc. and its 
workforce. Who should be eligible to participate? What insurance premiums 
(e.g., medical, dental, etc.) should be paid pre-tax under the POP? Can 
employees who don’t want health insurance get cash instead? (The employer will 
not have to make a premium payment for them.) Should employees be able to 
change their choices outside of open enrollment, if they are permitted to do so 
under the law? Whatever Mr. DoGood decides, the answers to these questions are 
subject to some legal restrictions, as discussed later in this short course. 

b. Prepare the Plan Documents, Subject to Attorney Review

The plan document must meet specific legal requirements under 
the Internal Revenue Code (“the Code”), so Mr. DoGood should make sure that 
the plan document is prepared or reviewed by an attorney. Widgets, Inc. can 
satisfy the Code’s requirements for a POP with a single plan document. The 
employer should already have separate plan documents for the insurance plans 
covered under the POP. 

c. Adopt the Plan Through Board Resolution, etc.

Widgets, Inc. must adopt the plan before its effective date. 
Adoption of a plan requires the same kind of documentation that an entity uses 
for other major business actions. As a corporation, Widgets, Inc. should adopt the 
plan by a valid board resolution. 

d. Distribute the Communication Documents to Employees, etc.

Widgets, Inc. needs to tell its employees what the POP does and 
help them to understand their options. This can be done through a cafeteria plan 
summary and election form. Mr. DoGood should also confirm that employees 
have already received summary plan descriptions (SPDs) for all of the insurance 
benefits that they can choose under the POP. 

e. Obtain Signed Election Forms From Employees

Employees should sign election forms reflecting whether they want 
to pay for their share of insurance costs with pre-tax dollars. The forms should 
specifically authorize payroll to make those pre-tax deductions.

f. Instruct Payroll to Deduct Premiums Pre-Tax

Upon receiving the signed election forms, Widgets, Inc. should 
enter the elections into the payroll system. This requires telling the person who 
prepares payroll (either internal staff or the outside vendor, if any) to start 
deducting the employees’ shares of their insurance premiums on a pre-tax basis. 
The result is that income tax withholding and FICA withholding will be based on 
each employee’s reduced wages (gross pay, less the pre-tax deductions). 

g. Pay Adjusted Salaries

Employees’ pay stubs covering the first pay period will look 
different than they did before. Their salaries will still be reduced to reflect 
payment for insurance costs. However, the stubs will reflect less taxable wages 
and more take-home pay than if employees had used their salaries to pay for 
coverage with after-tax dollars. 

P. How Can You Prevent Discrimination Problems?
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example, if a nontaxable benefit is offered to all participants but only HCEs elect 
it.

A cafeteria plan must also not discriminate in favor of HCEs in 
actual operation. An example of discriminatory operation could be a plan’s 
duration (or offered benefit) that coincides with the period during which HCEs 
utilize the plan (or benefit). 

Red flags are raised in this area by employers that vary benefits 
and/or contribution rates by seniority, if many of the long-term employees are 
HCEs, or by employers with multiple locations that vary benefits and/or 
contribution rates by location. 

c. 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. Keys differ from HCEs, although there is 
some overlap. For 2005, a Key is someone who is an officer with annual 
compensation in excess of $135,000 (as indexed for cost-of-living adjustments); 
a more-than-5% owner of the employer; or a more-than-1% owner of the 
employer with annual compensation greater than $150,000. (Watch out for small 
“Subchapter C” corporations with shareholder-employees participating in the 
cafeteria plan—the key employee concentration test is often failed even when the 
other tests are passed.) 

2. Health FSAs—Two Nondiscrimination Tests
Let’s assume that Mr. DoGood’s cafeteria plan passed all of the cafeteria 

plan nondiscrimination tests. Now he has to test the health FSA under a second 
group of tests, which apply to self-insured medical reimbursement plans. These 
differ in some respects from the tests for the cafeteria plan. Under a common (but 
aggressive) interpretation of the rules, a health FSA that is funded with salary 
reduction contributions will usually satisfy the applicable nondiscrimination 
requirements if all “non-excludable employees” (employees who must be 
included in the plan) are eligible and if all are able to elect the same amount of 
coverage. 

An individual is an HCE for these purposes if he or she is (a) one of the 
five highest-paid officers; (b) a more-than-10% shareholder; or (c) among the 
highest-paid 25% of all employees (other than excludable employees who aren’t 
participants). 

a. Eligibility Test

Health FSAs may not discriminate in favor of HCEs as to 
eligibility to participate—i.e., an employer must invite more than just the “top 
dogs” to the party! Certain employees may be excluded—e.g., those who haven’t 
completed three years of service. Permitted exclusions must be applied 
uniformly, and not just for testing. 

To satisfy eligibility criteria, a plan must benefit one of the 
following: (1) 70% or more of all non-excludable employees; (2) 80% or more of 
all employees who are eligible to benefit, if 70% or more of all non-excludable 
employees are eligible to participate under the plan; or (3) employees qualifying 
under a classification that does not discriminate in favor of HCEs (the 
nondiscriminatory classification test). 



Cafeteria Plans: The Short Course

Page 36  ■   March 2005 © Employee Benefits Institute of America Inc. (EBIA)

employer leasing entities. For example, if Mr. DoGood owns 100% of Widgets, 
Inc. and 100% of another company as well, then employees of both companies 
will need to be considered. Parent-subsidiary and brother-sister business 
relationships and affiliated service groups are “red flags” (i.e., these groupings 
raise nondiscrimination issues that need to be looked at closely by anyone 
running the tests). 

a. Eligibility Test

This is the “Who is being asked to the party?” test. The cafeteria 
plan must not discriminate in favor of HCEs as to eligibility to participate. 
“HCEs” includes someone who is an officer; a more-than-5% shareholder; highly 
compensated; or a spouse or dependent of the first three individuals. Although 
“highly compensated” isn’t defined for this purpose, most employers use the 
401(k) definition—i.e., those whose compensation during the preceding year 
exceeded the dollar limit for that year ($95,000 for 2005; $90,000 for 2004). 

Widgets, Inc.’s plan will pass this test if it satisfies three 
requirements: (1) it benefits a nondiscriminatory classification of employees; (2) 
the same employment requirement applies to all employees, with no more than 
three years of employment needed to participate; and (3) entry isn’t delayed 
beyond the first day of the plan year after the employment requirement is met. 

Following up on the first requirement, in order for a classification 
to be nondiscriminatory it must be reasonable—i.e., based on objective business 
criteria, such as job categories, nature of compensation (e.g., salaried or hourly), 
and geographic location. Also, the group of employees in the classification 
benefiting under the plan must not discriminate in favor of HCEs. In general, a 
plan will pass this part of the test if the percentage of non-HCEs eligible under 
the plan is at least 50% of the percentage of eligible HCEs. If the percentage of 
eligible non-HCEs is less than 50% of the percentage of eligible HCEs, then the 
plan may still pass under certain conditions. Whoever does these tests needs to 
recognize some legal subtleties with respect to who can and can’t be counted. 
Certain types of workers must be included and excluded, and some may be 
excluded.

Some plan designs raise red flags in this area. These include 
separate cafeteria plans for different groups (e.g., having one plan for hourly 
employees and another plan for salaried employees), plans excluding part-timers, 
plans covering employees in one division but not in another, and plans with 
different entry dates for different employee groups. 

b. Contributions and Benefits Test

This is the test that asks, “Who’s being offered the appetizers?” 
(regarding the availability of cafeteria plan benefits) and “Who’s actually taking 
the appetizers?” (regarding the utilization of benefits). The test has three parts: 
availability, utilization, and nondiscrimination in operation.

The availability test is satisfied if (1) all similarly-situated 
participants get the same employer contributions (e.g., it’s okay that there’s a 
greater contribution for those who take family coverage than for those who take 
employee-only coverage); or (2) a plan gives each participant an equal 
opportunity to select the same benefits. 

A plan will fail the subjective utilization test if nontaxable benefits 
are disproportionately selected by HCEs, even if benefits are available to 
everyone on a nondiscriminatory basis. The utilization test would be failed, for 

C. What’s a Cafeteria Plan and Why Have One?
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h. Provide Insurance Coverage

With the POP, Widgets, Inc. provides the same insurance coverage 
(e.g. health, dental, etc.) that it did before. The underlying benefits haven’t 
changed, just the way they are financed. 

Here’s a short summary of the POP Action Plan:  

3. Employee Tax Savings With a POP 
Now, if Mr. DoGood puts the POP in place, how much will his 

employees really save on taxes? Let’s take Jane as an example. She’s married and 
has one child. The company pays for 80% of Jane’s own health insurance but 
nothing for her family. She pays $6,400 in premiums ($700 for her share of the 
employee-only premium, plus $5,700 for family coverage) under Widgets, Inc.’s 
health insurance plan. Jane earns $75,000 and her husband (a student) earns no 
income. They file a joint tax return. 

POP Cafeteria Plan No Cafeteria Plan

1.  Adjusted Gross Income $75,000 $75,000
2.  Salary Reductions for Premiums ($6,400) $0

3.  W-2 Gross Wages $68,600 $75,000

4.  Standard Deduction ($10,000) ($10,000)
5.  Exemptions ($9,600) ($9,600)

6.  Taxable Income (lines 3-4-5) $49,000 $55,400

7.  W-2 Gross Wages $68,600 $75,000
8.  Federal Income Tax (line 6 @ tax schedule) ($6,620) ($7,580)
9.  FICA Tax (7.65% of line 3) ($5,248) ($5,738)
10. After-Tax Premium Payments $0 ($6,400)

11. Pay After Taxes and Premium Payments
 (lines 7-8-9-10)

 $56,732 $55,282
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