Matt W. Zeigler
Zeigler & Associates, P.C.

ATTORNEYS AND COUNSELORS AT LAW

Phone: (248) 643-9530 . Fax:(248) 643-0843 « E-Mail: matt@zeiglerlaw.com

SECTION 89
INTERNAL REVENUE CODE
TAX ON EMPLOYEE FRINGE BENEFITS
By: Matt W. Zeigler, Esq.

Michigan Tax Lawyer, published First Quarter, 1989; Vol. 15, No. 1

© Zeigler & Associates, P.C., 3001 W. Big Beaver, Suite 408, Troy, MI 48084-3105



R—
—

First Quarter

‘What's Inside...

» Impact of the
Technical and
Miscellaneous
Revenue Act of

-~ 1988 on Estates
and Trusts

*Determining the
Amount of Part-

nership Debt .

- Includablein a
Partner’s Basis

~under the New

 Regulations -

. Sectan 89 Internal

e i AN

Also Inside,..

* Chairperson's
© Letter

Reports
* State & Local
Tax Update
* Section News
* Short Subjects

¢ Committee -




SECTION 88, INTERNAL REVENUE CODE
TAX ON EMPLOYEE FRINGE BENEFITS
PART .
EMPLOYERS, EMPLOYEES, AND QUALIFICATION RULES §83(k).

PAGE

. OVERVIEW, PRELIMINARY COMPLIANCE AND EFFECTIVE DATES........ 26
A, DVEIVIBW......coitienirmmimenmsrsis st s assse s ses st s sassssasssensrscasese st nsinonss 26

B, Preliminary Complianee........co.oervmriennnes ST 4

C. EHectiVe Date.....cc..c ettt s e st e e s cen s 28

. EMPLOYERS COVERED.........covcmermmirm i nncsss s s asssnssosasssssssssesnss 29
A, Controlled Group BUIES.......cccoimionimesccn i sresrsssssssisssos e sssssons sssess sosuses 28

B. OHEr EMPIOVETS.....ocvcceecerrestene st e seesee st as s conse s st ns s 29

C. Separate Line of BUSINESS RUIBS ...t vviaes s v 29

D. Exceplion for ChLITheS ...t sesinisnn et s s esssssinns 30

E. No Exception for Charties.......u i, 30

F. No Exception for Federal, State or Local Government........coccoovminenn 30

G. Large Employer Special RUlB.......... e s o 30

H. Small Employer Transitional Rule for Part-time Employees................ 31

1. Employers with Only Highly Compensated Emplovees.............ccooceeiae. 31

.. EMPLOYEES EXCLUDED......cc.coicimimcerriorcoraarasecsimssscossies sesssasseasenssss msrassenss 3
AL INGENEIAL ...t cceerves i nnrrar s s e s s issesrere srs st asssrsasent st s ararens 31

B. Part-time, Temporary Employees and "Nomally Work™..........cco e 32

C. Students Hired under a Work-Study Program.........covvvvvincn v 32



D. FOrmer EMpIOYEeS. ..ot cciiis it rmrresenesmnee s srescssnnsvatasnssnans 32
E. Union EmplOyees.......cocuv e ieecrceecsee et vssesescasosneasscembanessnns et essansssane 33

F. Employees Covered under Core Plan with Another Employer;
Swomn Statement EXCIUSION........ccrvreiirie e e 34
V. EMPLOYEES INCLUDED......o.cccccvr et tenesessessessesssasssasreess sseneesen 38
A, Common Law EMPIOYEE...... i e 38
B. Leased EmMpIOyess. ...t s 38
C. Self-employed INAVIAUEIS. ... s e ae s 38
D. SOIE PIOPHEION. ... vevnrcorrecrrrrrcres s e tassserenssassenesasesssimssssmesssassecs npassemsasees 39
B PaMINIEIS..ce e ccerrrssreinessasssnerameassssscassnssenessanscensassss cestosss messsesnmmsosrersnssnsassassess 39
F. Oer ErmDIOVEES. . i irvve e re v s smserasnssss srasssvasssassvasssnessmenssse sansnanses 39
V. HIGHLY COMPENSATED EMPLOYEES........ccovcimiimmnrmenserm e ssssseans 39
PLANS COVERED......cccorcereirconni s smrasessssonserenssesessscamsssnansesssmsrscscnsmannssesnsens 39
A, PIans COVEIBA.....crvmmrenimorminimianssnmomsmsie s smmasssssemnasesens 39
B. PIans Nt COVEIE(. ... et cin i ccramaerecnscnnccor sncssecorsnsnsessesans 40

C. Separate Rules For Determining Value of Plans Subject {o

§89(k) And §83(a). §89(k): Value of the Benefits........ceeevvrvevivvervinnnns 40
. STEFS FOR QUALIFICATION: DESCRIPTION AND DISCLOSURE..........41
A REOUINBITIENME . eeicrrerrererseerrrrssersecssnssanenssressmsssss sreans cesmsssas s sacs seessesesssssssenns 41
B. Section §89(K) Requirements........c..o.cen e e 41
C. Plans COvVEIBa........ccmiie s rsonsvrc e asssosssessimsses s s nessosssenans 41
D. The Writing Requirement: §83(k)}{1)}A}); Transiional Rule...........cc...... 42
E. Legal Erforceability: §89K)TIB.cc.ovvvviririncimmrenicrccsncinnnecsconeneas 44
F. Reasonable Notification: §89K)(1HC)une e nen e 44
G. Exclusive Benefit: §89(KI 1D ) oo o ieecurrcrivssseescrsseenerscanreresasserans 46



H. Indefinite Period Of Time: §890K(IXE). oot 47

SWOI ‘N S i ATEMEN I EPRIFAIAI I PR L AN FF R FFFFFIAIIANAFFFT S b F i FFrdrnTT Rl swFr

MM AmET IR RN R R A AR AR AN IS TN 50

{




t,x o
\' i .

Feature
Articles

Michigan Tax Lawyer—1st Quarter 1589

...5ome or
perhaps ali
employees will
have to pay tax
on the value of
the employer-
provided fringe
benefits.
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Section 89 Internal Revenue Code

Tax on Employee Fringé Benefits

By: Matt W, Zeigler

Employers, Employees, and
Qualification Rules §89(k).

I. OVERVIEW, PRELIMINARY
COMPLIANCE AND
EFFECTIVE DATES.

A. Overview.

Section 89 of Internal Revenue
Code (“§89”) was passed as a part
of the Tax Reform Act of 1986*
("TRA 19867). §89 imposes a tax on
the frinpe benefits that are pro-
vided to employees and paid for by
their employers who deduct these
benefits as business expenses
under various sections of the Inter-
nal Revenue Code (the “Code”).
Unless certain coverage or eligibil-
ity requirements and/or certain
writien documentation standards
are met, some or perhaps all em-
ployees will have to pay tax on the
value of the employer-provided
fringe benefits.

The effect of §89 is primarily to
raise revenue to help meet the
deficit of the federal government
and secondarily (the stated primary
purpose) to broaden the coverage of
various health eare and other em-
ployee fringe benefit programs to
more employees without regard to
compensation. The General Expla-
nation of the Tax Reform Act of
1988, the so-called “Blue Book”
(“BB”), anticipates that the revenue
effect of this provision is to raise
additional taxes of $72 million in
1988, $128 million in 1989, $140
million in 1890 and $154 million in
1991, for almost a half a hillion
dollars in total.

The Technical and Miscellane-
ous Revenue Act of 19882
(“IAMRA™) passed by Congress and
signed by President Reagan on No-

vember 10, 1988, provided some
temporary relief to some of the
more stringent provisions of §89.
TAMRA included comprehensive
explanatory provisions in a Confer-
ence Report, called the Statement
of Managers (“5.M."). (Reference to
the 8. M. in this article will be to
the Government Printing Office
edition, dated QOctober 21, 1988.)

Proposed Regulations. The
Proposed Regulations to §89 (the
“Regulations”) were published on
March 7, 1989 and were 219 pages
in length. (54 CFR 9460.) The pro-
posed Regulations contain specific
languape which permits an em-
ployer to rely on them. Generally,
the Regulations delayed four of the
five qualification/disclosure issues
until 1990 and the fifth one only to
July 1, 1989 (the “reasonable noti-
fication” rule). The nondiscrimina-
tion rules were not delayed, so em-
ployers and employees face the
issue of additional income tax or
penalties in 1989, But employers
are now permitted an election to
use a short testing year in 1989 so
long as the second testing yearis a
full 12 months in duration.
§1.89(a)-1, Q&A-6(b)2).

Although comprehensive, the
Regulations did not address the
following issues: multiemployer

plan rules adopted in TAMRA,; the

separate line of business rules of
section 414(r); the availability of
employer disaggregation under
section 89; the group-term life
insurance rules; and the applica-
tion of section 89 to former emplay-
ees and the exclusion of employees
under §88(h). These areas arefo

" be addressed in future guidance,

This monograph is written incorpo-
rating the relief and changes
provided by TAMRA znd the Regu-
lations.

r——
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The Tax. Section 89 taxes the
employer-provided fringe benefits
under a discriminatory employee
benefit plan. The gross income of a
highly compensated employee who
is a participant in a discriminatory
employee benefit plan during any
testing year shall include an
amount equal to such employee’s
excess benefit under the plan.
§89(a).

The Excess Benefit, Under
§89(h), the excess benefit of an
highly compensated employee is
the amount over the highest per-
mitted benefit. The highest per-
mitted benefit is determined by
reducing the nontaxable benefits of
the highly compensated employees,
beginning with the highly compen-
sated employees with the highest
nontaxable benefit, until the plan
18 not discriminatory. To compute
the excess benefit, there shall be
taken into account all plans of the
same type. Nontaxable benefit
means any benefit provided under
a statutory employee benefit plan
as defined in §89(i) which includes
the cost of group-term life insur-
ance under §79.

What 8§89 Is Not. §89 covers
many kinds of employer-provided
fringe benefit plans, but it is does
not require (1) an equalization of
employee fringe benefits; (2) any
minimal level benefit or coverage;
(3) mandated minimum of number
or classifications of nonhighly com-
pensated employees who must be
covered by health or accident in-
surance; or (4) prohibit highly
compensated employees from re-
ceiving more valuable benefits
than other employees. Instead, the
general idea behind §89 is that if
the level of employer-provided
fringe benefits supplied to highly
compensated employees as com-
pared to those supplied to non-
highly compensated employees ars
significantly unequal, the highly

compensated employee must pay
tax on the amount of the differen-
tial, the “excess benefit.”

Transitional Relief for 1989
and 1990. The Regulations pro-
vided a transitional rule that will
substantially simplify §89 compli-
ance for many employers. This
rule permits an employer to pass
the 76% Benefits Test if it elects to
treat all of the health coverage
provided to a portion (20% in 1989;
40% in 1990, subject to some maxi-
mum and minimum numbers) of
its highly compensated employees
as a taxable benefit. §1.89(a)-1;
Q&A-2(a). If this transition rule is
used, then a 80%/66% Eligibility
Test may be substituted for the
90%/50% Eligibility Test. §1.89(a)-
1, Q&A-2(b).

B. Preliminary Compliance.

If an employer does nothing in
response to §89(k), every employee,
whether highly or not highly com-
pensated, will have to pay income
tax on the value of the employer-
provided fringe benefits. To avoid
thiz consequence, an employer
must, starting, in part on July 1,
1988 and then fully beginning at
the earliest, in January 1990, de-
scribe in writing and give notice to
eligible employees of the provisions
of the employer-provided fringe
benefit plans.

A summary review of the em-
ployee population and the coverage
and eligibility conditions of each
employee benefit plan should be
conducted first. This review
should determine the number and
kinds of plans, the identification of
highly compensated employees, the
cost of the benefits, the criteria for
eligibility and the amounts of any
employee contributions for cover-
age. This overview should be
performed early and before gather-
ing large volumes of employee
information.

...the general

idea behind §89

is that if the
benefits...are
significantly
unequal, the
highly
compensated

employee must

pay tax on the
amount of the
differential.
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Ifit appears that at least 80% begin on and after Januvary 1,
of the nonbighly compensated but 1989. If your health care or other
eligible employees may not be cov- fringe benefit plan year begins on
ered, then an employer conld January 1, 1989, then that is the
explore whether minor, cost effec- effective date. If your health care
tive adjustments to the eligibility or other fringe benefit plan year
criteria for that particular plan begins, for example, on May 1,
might increase the percentage of 1889, then that is the effective
nonhighly compensated employees date. The Regulations did not
included under the plan. TAMRA change these dates either for the
allows employers, at their option, qualification rules of §89(k) or for
Section 89 to test one or more times in 1989 to the nondiscrimination testing.
generally is determine whether or not the tests §1.89(a)-1, Q&A-10{a). However,
effective forall  2re met. special transition rules have de-
plans for the Finally, plan provisions should layed the immediate effect for the

- plan years that
begin on and
after January 1,
7983,
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be reviewed for any “discrimina-
tory provision” which will, by its
terms or by its operation under all
facts and circamstances, discrimi-
nate in favor of highly compen-
sated employees. Such a provision
could cause any otherwise gquali-
fied plan benefit to become tazable
to highly compensated employees.
An employer could modify the plan
design so0 that the discriminatory
effect is eliminated or, alterna-
tively, broaden the otherwise dis-
eriminatory provision to include
nonhighly compensated employees.
The rules do provide a type of
compliance transition period.
Until January 1, 1990, or until the
beginning of the second testing
year beginning after December 31,
1988, the Regulations setout a
compliance standard whereby an
employer will be treated as having
satisfisd §89 if the employer makes
a reagonable and good faith “effort”
to comply with §89 and its legisla-
tive history. The “effort” must
include the gathering and analysis
of employee information. Whether
the employer's effort is in good
faith will be based upon the facts
and circumstances and upon
whether the employer always re-
solves unclear issues in its favor,

C. Effective Date.
Section 89 generally is effective for
all plans for the plan years that

qualification rules. (See below.}
Bpecial trangition rules also have
provided some simpler methodol-
ogy for the nondiscrimination
rules, but only for plan years that
begin in 1989,

For plans covering employees
who are subject to a collective
bargaining agreement (“CBA™), the
sffective date is January 1, 1989,
unless the CBA was ratified on or
before March 1, 1986. If the CBA
was ratified on or before March 1,
1988, the effective date of §89 is
the plan year beginning after the
earlier of the date on which the
CBA terminates (disregarding ex-
tensions after February 28, 1986)
or January 1, 1891, If the CBA
was ratified after March 1, 15886,
the effective date of 889 is the first
day of the plan year beginning
after Decemher 31, 1988, The
Regulations add a modification to :
this provision: if both union and
nopunion employees are covered (
under the same plan, and §89 is :
not yet effective for the employees
covered by the CBA, the non-union
employees must be tested for the
nondiscrimination rules in 1989
and the union employees tested
under the delayed effective date
rules. §1.89(a)-1, Q&A-10(a)(2)(iii).

Congress, in the Conference
Commitiee Agreement, discussed
the issue of the effective date of
§89 with respect to employers who
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changed the plan year of their
employee benefit plans to “delay
substantially” the effective date of
the nordiscrimination rules. The
Conference Committes Notes state
“The conferees expect that Treas-
ury rules will disregard such
changes for effective date pur-
poses™.

Moreover, the Regulations pro-
vide a special rule (and exceptions)
also designed to prevent effective
date delays. The rule is that §89
becomes effective, for health and
group-term life insurance plans, on
the anniversary date “... of the
plan’s first plan year beginning in
1988.” §1.89(a)-1, Q&A-10{(bX3).
There are three exceptions to this
rule: (1) if the health plan’s year
commences not more than 3
months later in 1989 than it did in
1988 and the selection of the new
plan year was for bona fide busi-
ness reasons unrelated to §89; (2)
if there in a new and unrelated
health ecare insurance carrier and
the change of the carrier was for
bona fide business reasons unre-
lated to §89; and (3) if there is a
selection of a uniform plan year so
long as the first day of the plan
year is the same as that which
began in 1988 for plans of the
same type that provide at least
25% of the total employer-provided
benefits provided by all plans of
the same type doring 1988 and the
selection of the new plan year was
for bonafide business reasons
unrelated to §89. Other permis-
sible events will permit differing
effective dates for §89, for example,
the institution of substantially new
plans; and changes resulting from
mergers or acquisitions. Id.

II. EMPLOYERS COVERED,

A. Controlled Group Rules.
Employees working for members of
a controlled group under §414(1)
are treated as single employer for

purposes of §89. Specifically
included are: members of a con-
trolled group of corporations
(§414(b)); members of partnerships
or sole proprietorships under com-
mon control {(§414(c)); members of
an affiliated service group
(§414(m)); leased employees
(§414(n)); and separate organiza-
tions or other arrangements de-
scribed in regulations under
§414{0).

B. Other Employers. The defini-
tion of employer also includes: an
individual owning all of an unin-
corporated business, who is treated
&s his own employer; and a part-
nership, which is treated as the
emplover of each pariner, and the
partners are treated as employees.
§88()(6).

C. Separate Line of Business
Rules,

1.These rules allow for qualifi-
cation and festing based upon
separate lines of business,
without the need to apply the
controlled group rules bridging
one line of business to another.
As a precondition to the appli-
cation of these separate line of
business rules, the plan must
meet the classification test of
§410(b)(1)(B). This qualified
plan minimum ¢overage rule
requires that the plan must
cover a fair cross-section of
employees, i.e., a representa-
tive number of employees in
each pay bracket. If that
classification {est is passed,
then the separate line of
businass must meet the follow-
ing conditions of §414(x):
(a) there must be a bona-
fide business reason for the
separate line of business,
or there must be operating
units in separate geo-
graphic areas at least 35 29
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miles apart operating for a
bonafide business reason;
{b) the separate line of
business must have 50 or
more eligible employees;
{¢) the employer musi
notify the IRS of the elec-
tion to treat this line of
business as separate; and
{d) the separate line of
business must meet regu-
latory guidelines (that are
yet to be published) or the
employer must receive a
ruling from the Secretary
permitting the geparate
treatment.

2. There iz a safe harbor
rule {(§414(33)) for meeting
the regulatory guidelines
deseribed above in subpara-
graph (CY1Xd). This safe
harbor rule cannot be satisfied
if there is & concentration of,
or an absence of, highly com-
pensated employees in that
separate line of business. The
safe harbor rule is: the per-
centage of the highly compen-
sated employees in that line of
business may not be (a) less
than 50% and {(b) more than
200% of the percentage of
highly compensated employees
of the employer considersd as
a whole. The employeris
treated as meeting the “not
less than 50%” requirement if
10% or more of all highly com-
pensated employees of the em-
ployer perform services for
this line of business.

3. TAMRA provided some

clarification of the safe harbor
rules. The safe harbor is met
if, (a) the above requirements
were met for the preceding
year, and (b) no more thana
“de minimis number” of em-
ployees were ghifted to or from
the line of business after the
close of the preceding year,
and the employees shifted

after the close of that preced-
ing year contained a substan-
tially proportional number of
highly compensated employees.
$414(r)(3XB).

4. The rules for excluded em-
ployees under §§89(h)(2) and
(3), discussed below, shall be
separately applied for different
§mes of business. §88(h)(4).

D. Exceptxon for Churches.
Emplovee benefit plans which are
maintained for church employees
by a church or a church-controlled
organization as defined by Code
§3121(w)(3)A) and (B) are not cov-
ered by §89. §89G)(4).

E. No Exception for Charities.
Even though a plan is maintained
by an organization that is exempt
from tax under §501(a), the chari-
table organization must comply
with §89, The Regulations state
this explicitly with respect to the
§89(k) plan qualification require-
ments. §1.89(k-1, Q&A-2(a)(1).

F. No Exception for Federal,
State or Local Government.
There is no exception for govern-
mental units under §88. The
underlying concept is that if the
governmental unit does not want
the income from a discriminatory
health or other fringe benefit
programs included in the wages of
its employees, then the federal,
state or local governmental unit
employer must comply with the
gualification and nondiscrimination
rules of §89. §1.89(k)-1; Q&A-

2 aX1) The Ragulations have
added a large employer rule for
employers with over 5,000 employ-
ees to ease the burden of complying
with §89. (See G, below.)

G. Large Employer Special
Rule. The Repulations provide for
a comprehensive sel of rules for
large employers with over 5,000
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active emplovees on at least 1 day
of each quarter of a testing year.
§1.89(a)-1, Q&A-2(c)(3).

H. Small Employer Transi-
tional Rule for Part-time
Employees. Generally, any
employer who has one or more
employees must comply. However,
TAMRA provides a phase-in rule
for small employers who have less
than 10 employees on a normal
working day during a testing year.
For purposes of the 80% Coverage
Test only, such small employers
may, for testing years beginning
in 1989, exclude those part-time
employees normally working 35 or
less hours per week; for testing
years beginning in 1990, exclude
those employees normally working
25 or less hours per week; and for
testing years beginning in 1991,
exclude those employess normally
working 17-1/2 or less hours per
week. TAMRA §6070; S.M., p.165.

I. Employers with Only Highly
Compensated Employees. If an
employer has only highly compen-
sated employees, then the require-
ments of §89(d), the eligibility test,
and §89(e), the benefits test, do
not apply. §89(G)(12). However,
the qualification/ disclosure rules
of §89(k) do apply.

1. EMPLOYEES EXCLUDED.

A, In General. An employer may
exclude the following employees,
both nonhighly compensated and
highly compensated (some excep-
tions) for all testing purposes:
1. for “core” plans, health, ac-
cident and the like, employees
who have not completed 6
months of service; for “non-
core” plans, life insurance,
dental plans and the like, 1
year of service;

2. employees normally work-
ing less than 17 1/2 hours per
week;

3. temporary employees
normally working 6 months or
less during any year;

4. employees under age 21;

5. union employees (but see
the discussion below); and

6. non-resident aliens with no
U.S. source income.

These exclusions apply unless
the employer provides for a shorter
period of service or lesser age re-
quirements under the plan, and, in
such event, the shorter period or
lesser age is applicable for testing.
§89(h)X1). Furthermore, if the
gmployer covers any excluded
employee under a plan, then all
similarly excluded employees must
be taken into account for purposes
of testing all plans of the same
type. §89(h)2).

These exclusions are available
only if the employer imposes the
same exclusions on all plans of the
same type (§89(h)(3)(A)), except if
there is a difference in waiting pe-
riods for core and noncore benefits
provided by health plans.
§89(hX3X(B).

If the employer has a group of
employees who are under the age
requirement or who fail to meet the
minimum service requirement but
who are nevertheless covered
under a plan of the employer, then
such plan may meet the require-
ments of §89 separately with
respect to the excluded employees.
If the plan covering excluded
employees passes the §89 testing
requirements alone, then such
employees may be excluded in
determining whether other plans of
the employer pass the require-
ments of §89. §89(h)}(5).

For purposes of the initial
service rules (six months or one
year), benefits provided under a

31
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core aceident or heglth plan may
be considered provided under a
separate plan from noncore bene-
fits. BB, p. 799-800.

B. Part-time, Temporary Em-
ployees and “Normally Work”.
TAMRA provided a new meaning
to the concept of “normally work”.
§89(hX1)XB) and {(C) and S.M,,

p. 55. Basically, this is an elapsed
time rule, not an actual counting of
bours. An employee is considered
to “normally work” the average
number of hours worked in the
testing year prior to the testing
date. However, it is not a pure
average, rather it is the average of
the “scheduled” hours of service.
(Hours of service has the same
meaning as the qualified plan defi-
nifion.) To ealculate this average of
scheduled hours, weeks not worked
or scheduled for work are disre-
garded. Further, this average of
hours scheduled is to be made in
good faith and is to take into
account periods in which it is
expected that hours worked will be
higher due to seasonal business
cycles,

Employees with less than 80
days of service are considered fo
“normally work” (1) the average
number of hours worked during
the prior testing year, or (2}if the
employes did not work at least 60
days during the prior testing year,
the average number of hours such
employee is scheduled to work as
of the testing date, during the
longer of (i) the next 60 days, or (i)
the period between the testing date
and the end of the testing year.
8.M., pp. 55-56.

The entry date or the enroll-
ment date can be delayeduptoa
maximum of 31 days following
completion of the initial service re-
guirement. 8.M., p. 57.

C. Students Hired under a
Work-S{udy Program, Students

hired under a work-study program
and to whom core health plan cov-
erage is made available by their
employer may be excluded as not
eligible under §89(h}1XG). These
students must be performing
services as described in Code
§3121(b)(10), which are, generally,
services performed by an enrolled
student who is employed by that
same school or university.

D. Former Employees. $89()(3)
requires plans to test former
employeas separately for nondis-
crimination purposas. Although
the Secretary is dirscted to address
this subject by regulation, {(and the
Regulations published {0 date have
not addressed this matter) the
Blue Book indicates that the
employer can may restrict the class
of former gmplovees to be tested to
those who have reached a certain
retirement age, those who retired
after a certain amount of years, or
those who are on disability retire-
ment. In addition, “employers may
make reasonable assumptions re-
garding mortality, so that they do
not have to determine those former
employees not covered by a plan
who are still alive.” BB, p. 809.

TAMRA (§3021(cX2), S.M.,
pp.52-53) provided that employees
who separated from service hefore
January 1, 1985 and who ware not
reemployed after that date are not
to be considered in determining
whether the plans are non-dis-
¢riminatory under §89. If a former
gmployee is reemployed after
Januvary 1, 1989, then the “grand-
Tathered” status of that former
empleyee 18 lost.

Benefit increases after Dacem-
ber 31, 1988 to former employees
who separated from service before
January 1, 1989 are disregarded if
they are provided in the “same
manner” to employees who sepa-
rated both before and after Decem-
ber 31, 1988 and are nondiscrimi-

e
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natory with respect to those em-
ployees who separated after De-
cember 31, 1988. A Federally
mandated increase in benefits with
respect to a former employee sepa-
rated from service prior to Decem-
ber 31, 1988 is not considered a
benefit increase.

Benefit reductions after De-
cember 31, 1988 to former employ-
ees who separated from service
before January 1, 1989 are to be
tested under a special rule (See
S.M., pp. 52-53) which is designed
to prevent discrimination in favor
of highly compensated former em-
ployees through a nonuniform re-
duction in benefits. These benefit
reductions are to be tested subject
to the same exceptions applicable
to benefit increases.

E. Union Employees. Although
§89(hX(1)(E) provides for an exclu-
sion of union employees, employers
who cover under any employee
benefit plan subject to §89 any of
their employees covered by a col-
lective bargaining agreement,
whether a single employer unit or
a multiemployer bargaining unit,
must include those union employ-
ees with the group of non-union
employees for purposes of testing
employer-provided benefits under
8§89 after the applicable effective
date. This is true unless neither
the plan nor any other plan of the
same type is available to any em-
ployee in that unit. BB, p. 798.
This rule seems incongruous with
the qualified plan rule which is
written in the same manmner.

The Regulations, confirming
this interpretation, have clearly
taken the position that union em-
ployees, unless certain narrowly
defined events have oceurred, must
be tested with the group of non-
union employees. Union member-
ship alone does not of itself give
rise to a valid employee exclusion.

Rep. §1.89, Explanation Of Rules,
at paragraph 1.

There is a narrowly defined
rule which allows union employees
to be excluded from the group of
non-union employees for nondis-
crimination testing purposes. An
employer may disregard union
members from the testing group
including non-union employees if
the collective bargaining unit were
offered a benefit in bargaining, and
refused to accept that particular
fringe benefit, e.g. dental coverage.
Then the employer could exclude
those union employees for purposes
of testing the dental plan only.
§89(h)(1)(E).

Another special rule relates to
the eligibility criteria with respect
to multiemployer plans and how
they are applied. The rule is that
the initial service, part-time
status, seasonal status, and age
provisions, (§89(h)(1)(A)-(D)), are
not taken into account in determin-
ing the extent to which the statu-
tory exclusions are applied with
respect to the other plans of the
employer. For example, if the core
union plan had a one month serv-
ice requirement, and the non-union
plan had a three month service re-
guirement for core health benefits,
the fact that the union plan had a
shorter service requirement would
not, of itself, reduce the employer’s
service exclusion for the non-union
employees to one month with
respect to its non-union core health
plans. §89(h)(6). This special rule
does not apply if the multiemployer
plan is on behalf of any employee
who performs professional services.
(“Professional services include the
following services: legal, medical,
engineering, architecture, actuarial
science, financial, consulting, ac-
counting and such other services as
the Secretary shall determine.”
S.M., p. 57 and §89(g)}(3XEX1ii).

Moreover, if there is any cross-

33
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over between non-union partici- .
pants in 8 union plan and vnion
participants in a non-union plan,
then the separate status accorded
those plans under the above spe-
cial rules will not be available.
BB, p.798-800.

Written Election. An em-
ployer may elect in writing o
include union employees for test-
ing purposes even though, under
the delayed effective date rules for
collegctively bargained plans, those
union employees otherwise would
be excludable. “Such an election
must be made with respect to all
collectively bargained employaes,
regardless of bargaining unit, and
once made applies to all subse-
quent testing years. Such an
election does not accelerate the
otherwise applicable effective date
with respect to the application of
the qualification rules of section
89(k} to such collectively bargained
plan or plans. However, if the
employer makes an election under
this paragraph (2)(2)iv), then the
nondiscrimination rules of section
89 are effective with respect to
such plan or plans and thus a
highly compensated employze
within the group of otherwise
excludable employees (i.e., nonex-
cludable by reason of such elec-
tion), may have an excess benefit
under section 89(b)". §1.89(a)-1,
Q&A-10{a)(2)(iv).

F. Employees Covered under
Core Plan with Another Em-
ployer; Sworn Statement Ex-
clusion.

1. In General. Employees
and/or their family members
whao are covered with core
health benefits of another em-
ployer may, at the employer’s
election, be excluded from
{esting for core health plans.
§89(g)2). The effect of a
failure to have an adequate

sworn statement fo this effect
is that the presumptions set
forth in §89(g)(2XC) will apply.
{See F. § below.) Special rules
apply, but the use of these
statements may help increase
the percentage of employees
covered under the plan, and
thus lower the cost for those
that may have to pay taxes.

To axclude employees from
testing under this exclusion,
an smployer must obtain from
the employes who has other
coverage, an adequate “sworn
statement”. An adeguate
sworn statement must identify
whether that “...employee has
a gpouse or any dependents,
and, if so, the number of de-
pendents and the current re-
ceipt by the employee and any
spouse or dependents of core
health coverage under a plan
of another employer or the
employer of the spouss or de-
pendent.” §1.89(a)-1, Q&A-
3(c)(4)(i). A sworn statement
is not required to be notarized
or to be completed on a form
approved in advance by the
Commissioner. S.M., p. 46,
The sworn statement also
must identify the core cover-
age from the first employer, if
any, the identity of the other
emplayer and the core cover-
age from the other employer.
§89{g)2XB).

a. Triennial/Annual collec-
fion. After the sworn
statements are initially
collected, then they need
only be collected once every
three years. If an em-
ployer does not obtain
adequate sworn state-
ments from substantially
all of its employees, or
from a representative
sample of employees, dis-



Feature

Michigan Tax Lawyer—1st Quarter 1983 Articles
cussed. below, then the event that other types of
employer must obtain coverages are made avail-
them annually. §1.89(a)-1, able to an employee during
QEA-3(e)4)(v). ‘ this open enrollment
b. Fact Collection Date. period, then those same
The collection of facts may coverages are to be made
relate to the facts in exis- available to an employee
tence on any date within 6 whose coverage from the
months of the actual other employer has ceased
collection and need not re- and is now electing under
late to the facts in exdis- the first employer’s plan.
tence on the annual testing The same rule applies in
date. For nondiscrimina~ the event an employee is
tion testing purposes, the single and elects coverage
collection fact date must under the plan of another
precede the {esting date, employer and then has a
and the gne closest in time family. The Regulations
o the testing date is the made this special rule
one that must be used. effective for tesiing years
S.M., p. 47. beginning after December
. Option To Retarn; 31, 1990, This rule then, is
effective 1/1/81. Once a not applicable for plan
nonhighly compensated years beginning in 1989 or
employee has signed a 1880. If this eleciion is not
sworn statement indicat- available to the nonbighly
ing that either he or she or compensated employee,

a member of the em- f"?}*‘%‘h employee may not be
ployee’s family has core &&regargieé for purpeses of
medical coverage else- the election to exclude em-
where, and after that other ployees g’% the h?sis of a
employer-provided cover- ¢+ EWOIn Sialement.

age hays ce%sed for any (§89(g)2XE). (S5.M,,
reason, §89(g}2)E} pro- pp.46-48). §1.89(a)-1,
vides that the employee Q&A-3(c)6).

must be allowed to elect d. IRS Model Language;
coverage under the plan of Other Reasonable Method.
the first emplover even if TAMRA directed the TRS to
an election is not otherwise and the IRS has supplied
available. This election model language, (not a
period (to elect back in) model form) that must be
must be no shorter than 30 included in a sworn state-
days. The terms and con- ment. See the sample
ditions of the election back language contained in

into the first employer's §1.89(a)-1, Q&A-3(eX4)({i).
plan must be the same as (A sample sworn statement
if such employee was form is appended to this
making the election during meonograph.) In lieu of

a subsequent open enroll- including information
ment period; for example, about the employer-pro-
reentry into the plan could vided health coverage

be conditioned on a show- being received by an em-
ing of insurability. In the ployee under the em- 35
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ployer’s health plans, an
employer may use any
other reasonable method to
enable it to determine, for
each testing year, the
extent to which an em-
ployee who 1s receiving
core health coverage under
a plan of ancther employer
also is receiving emplayer-
provided health coverage
from the employer. Id.

e. Effective Date: 1380,
The Regulations do not
allow employers to dalay
the collection of adequate
sworn statements for years
beginning in 1989, 3o, for
testing years beginning in
1888, they will have to be
collected in order to utilize
the exclusion, However,
the Regulations do state
that the sworn statements
used in 1989 cannot be
relied on for testing years
beginning after 1989
unless they are made
under penalty of perjury
and contain a description
of the employee’s current
employer-provided core
health coverage and the
other requiraments stated
above. §1.8%(a)-1, Q&A-
(e} (41

2. 75% Benefits Test and
80% Coverage Test Only.
TAMRA provided that employ-
ees excluded from the first
employer's testing based upon
sworn statements now could
be excluded from the 80% Cov-
erage Test, rather than the
76% Benelfits Test only as
provided originally by TRA
1986. §89(g)(2)XA).

3. Coverage at No Cost; Ex-
clusion without Sworn
Statement. In the event that
an employer makes available

to an employee the employee-
only core health coverage at no
cost and the employee rejects
that coverage, then that
employer may exclude that in-
dividual as if he or she signed
a sworn statement, Similarly,
if an employes is eligible to
receive family-only coverage
under a core health plan of the
employer with a "substantial”
employer-provided benefit at
no cost and the employee
rejects that coverage, the
employer may treat such
employee as having completed
an adequate sworn statement
that the employee has no
family or has a family all the
members of which receive
other core health coverage.
§1.89(a)1, Q&A-3(c)(4)E:).

4. 80% Eligibility Test Pre-
requisite. Before an em-
ployer may exclude those
employees who have provided
sworn statements indicating
that they have core coverage
elsewhere, that employer must
first pass the 80% Coverage
Test on the basis of eligibility
to participate, rather than
coverage. §BB{p)2)(A). Ifthe
plan being tested does not
pass the special 80% Eligibil-
ity Test, those employees
excluded by the sworn state-
ments would be eliminated
only from the 75% Benefits
Test. However, this exclusion
from the 75% Benefits Test
applies only to the testing of
the health or accident plan of
the employer; the exclugion
does not apply to any other
type of plans even if aggre-
gated with plans of a different
type for purposes of the 75%
Benefits Test. BB p. 802. 8o,
the effect of a failure to pass
the special 80% Eligibility
Test is to exclude an employee

ey
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from being tested under the
75% Benefits Test only for the
core health plan, but that
same employee could not be
excluded from the testing of
the group-term life insurance
plen. §1.89(a)-1, Q&A-3(c)T).

8. Dual Adverse Presump-
tion of Family Status, In
the absence of a sworn state-
ment, there is a dual adverse
presumption: on the one
hand, nonhighly compensated
employees shall be {reated for
testing purpeses as not having
other coverage and as having
a spouse and dependents with-
out gther coverage. On the
other hand, a highly compen-
sated employes shall be
treated as a single person with
other coverage. A sworn
statement can defeat this
presumption of family or
single coverage. §1.89(a)-1,
Q&A-3(c)(4). The employer
has the option of testing
family coverage separately.
Simply put, this presumption
operates so that a nonhighly
compensated employee has a
family unless there is a sworn
statement indicating that such
person is single, and a highly
compensated employee is
single unless there is a sworn
statement indicating that such
person has a family.
$89(g)(2)C).

Thig presumption may be
defsated as follows: an em-
ployee who has signed a sworn
statement representing to the
employer that his spouse or
dependenis have coverage
under the accident or health
plan of another employer or
that he is single, may be ex-
cluded from testing the Em-
ployer’s dependent coverage
plans. Such an employee i
appropriately considered

under the employer’s plans as
a single person, Similarly, an
employee who has signed a
sworn statement representing
to the emyployer that he has
coverage for himself elsewhere
may be excluded from testing
the employee-only plan. Fur-
ther, if a plan requires differ-
ent levels of co-payments
depending upon which plan
the employee chooses for
coverage, then that employee
will be prasumed to participate
in the plan for which he or she
is paying.

6. Special 133% Rule for
Highly Compensated. In
addition, there is a special
133% rule which prevents an
employer from disregarding
highly compensated employees
who may have signed a sworn
statement. If any highly
compensated employee re-
ceives an employer-provided
benefit under sll health plans
of the employer which is more
than 133%of the average em-
ployer-provided benefit under
all such plans provided for the
nonhighly compensated em-
ployees, the employer may not
disregard such employees,
their spouses or dependents.
Further, that employer may
not elect to apply the 75%
Benefits Test separately with
respect to coverage of spouses
or dependents by such plans,
§89(gX2)(D) and §1.89(a)-1,
QEA-I{cXE).

7. Other Ineligible Employ-
eges, Ifanemployeeisina
class of employees wha are not
eligible for the accident or
health plan of this employer
and that ineligible employee
signs a3 sworn statement
representing that he or she
has covarage elsewhere oris
single, then that employee can 37




(" ceature

Articles

Michigan Tax Lawyer—ist Quarter 1988

38

be disregarded for purposes of
the 75% Benefits Test or the
B0% Coverage Test even
though, if this employee lost
that coverage or acquired a
family, he or she would not be
eligible for such coverage.
S.M., p. 48.

8. Election in Writing. For
purpose of the 80% Coverage
Test and the 75% Benefits
Test, the Regulations provide
that an employer may elect in
writing to test emploves-only
coverage separately from
family-only (spouse and de-
pendent) coverage. §1.89(a})-1,
QE&A-3(c)(1)
9. Sampling, Toaidin
determining whether a plan is
discriminatory, TAMRA
{(§89(2X2)B); 8.0, p. 36-37)
provides that statistically
valid random sampling can be
used for purposes of identify-
ing the kinds of coverages
available to the nonhighly
compensated employees for
testing purposes. To be valid,
such sampling must be con-
firmed by an independent
third person, and there must
be a 95% probability that the
results obtained will have a
margin of error not greater
than 3%. §1.89(a)-1, Q&A-
5(d).

IV. EMPLOYEES INCLUDED

A. Common Law Employee.
“The term ‘employee’ generally
means an individual who performs
service for the employer maintain-

ing the plar and who is...a common

law employee of the employer....”
§1.88(a)-1, Q&A-1(D(B)H).

B. Leased Employees. leased
employecs are treated in the same

manner as employees of the em-
ployer for whom they perform
services. The ERISA exermption
with regpect to individuals covered
by a safe-harbor plans (§414(n)X5))
does not apply to §82 testing.
§1.89(a)-1, Q&A-L{H(6)iNA); BB,
p- 793. The rule of §414{n)(1)(B)
permitting a recipient to take info
account certain benefits provided
by the lessor is available with
respect to the benefits under §89.
§1.89(a)-1, Q&A-LH(BYENA).
However, the Regulations added a
special rule with respect to leased
employees:
Nevertheless, a leased employee
may be disregarded by an em-
ployer-recipient when testing its
health plans if the emplayer-
recipient treats the health cover-
age received by the leased em-
ployee from the leasing organiza-
tion as health coverage received
from another employer and, on
such basis, applies the rules of
Q&A-3 (relating to sworn siate-
ment exclusions) of this section
with respect to such leased
employee. Notwithstanding the
immediately preceding sentence,
no leased employee described in
this paragraph (f)(6)(il) may be
disregarded as having coverage
from another employer unless
the value of employer-provided
core health benefits actually
received by the leased employes
from the leasing organization
under its plan is at least 50 per-
cent as valuable as the highest
employer-provided core health
benefit available to any highly
compensated employee of the
employer-recipient. §1.88%(a)-1
Q&A-L{(EX[NA).

C. Self-employed Individuals,
“Employee” means any self-em-

ployed individual, as defined in

§401(c) (1). 8§89() (6)A) and
§1.89(z)-1, G&A-1{D6XH)L
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D. Sole Proprietor. Anindivid-
ual who owns the entire interestin
an unincorporated trade or busi-
ness shall be treated as his own
employer. §89(GX6)XB).

E. Partners. Each partner shall
be treated as an employee of the
partnership and the partnership
as the employer. §89GX6)B).

F. Other Employees. The term
employee also means any “..indi-
vidual who is treated as an em-
ployee with respect to the em-
ployer for purposes of the provision
(e.g., section 108) that provides for
the exclusion of the benefit being
tested under section 897,

§1.89(a)-1, Q&A-L(HH6)().

V. HIGHLY COMPENSATED
EMPLOYEES

Highly Compensated Employees.
(1} A highly compensated employee is
an employee who, during the current
year orin the preceding year, was (a)
a 5% or more owner; (b) earned wages
in excess of $75,000 (1988: $78,353;
1989: $81,720); {c) earned wages in
excess of $50,000 (1988: $52,235;
1989: $54,480) and was in the top
20% of all employees based on wages;
or {d) an officer with wages greater
than $45,000. In addition to these
shortened definitions, §414{(q} of the
Internal Revenue Code and regula-
tions thereunder provide more elabo-
rate details. Section 414{gX6)(A) and
(B) attributes income earned by
certain family members of the highly
compensated employees to that
highly paid employee. §414(q)(5)
raquires that at least 1 officer be
taken into account, and that a maxi-
mum of 50 officers, but not less than
the greater of 3 or 10% of the employ-
ees, shall be treated as officers.
TAMRA (§414{g}12)) provides a
simplified method for determining
who is a highly compensated em-

ployee: an employer may elect during
any year to reduce the amount in {b)
from $75,000 1o $50,000 and to ignore
the application of paragraph (¢}
ahove.

TAMRA (5.M., p. 54) clarified the
fact that the nondiserimination rules
of §89 do not apply if an employer has

no nonhighly compensated employees.

§89G3(12).

V1. PLANS COVERED.

A. Plans Covered. All statutory
fringa benefit plans, as defined in
§89(i}, are covered by §88. The
general rule is that any plar which
pays a non-taxable employer-pro-
vided benefit, is subject to the new
qualification and nondiscrimina-
tion niles and a resultant taxin
the event of failure to pass those
tests. Specifically, both the qualifi-
cation and nondiscrimination parts
of §89 cover the following group
plans providing employees with
henefits that are tax-free under the
Code sections indicated: group
health or accident insurance,
(§§105 and 1086} including self-
insured medical reimbursement
plans; accidental death and dis-
memberment. plans {(§105); and
group life insurance (§79) (al-
though some special rules apply).
In addition, the qualification rules
of §88(1k), but not the nondiserimi-
nation rules of §89(r), also apply
to: a qualified tuition reduction
program (§117(d)}; a cafeteria plan
{§125(c)) (some special rules apply);
fringe benefit programs providing
no-additional-cost services
{§132(b)); qualified employee dis-
counts {§132(c)); employer operated
eating facilities {§132(e)(2)); and
plans to which §505 applies (volun-
tary employee’s beneficiary asso-
ciations (“VEBAs")); exempt or-
ganizations under §501{c}9); and
supplementary vnemployment
benefit funds under exempt
§501(c)17), even if maintained

as
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under a collective bargaining
agreement. Some individual work-
ers, disability compensation plans
may be covered (See B, below).
81.89(k)-1, Q&A-2(b)4). Thersis
1o exception if any of these plans
are maintained by a multiemployer
bargaining group. Such a planis
maintained by all of the contribut-
ing employers in that group.
§1.89(k)-1, Q&A-2(e).

Under §89(1)(2), an employer
may, at its option, elect to treat the
following additional plans as statu-
tory benefit plans for purpeses of
the nondiscrimination rules, but
an election with respect to any one
plan shall apply with respect to all
plans of the same type as the
elected plans: a qualified group
legal services plan (§120(b)); a
dependent care assistance program
(§128(d)); and an educational
assistance plan (§127(b)). (Note
that with respect to an educational
assistance plan and a group legal
services plan, at the time of this
writing, the exclusion from income
for the employee-beneficiary have
not been extended by TAMRA and,
thus, there are no pre-tax benefits
which are employer-provided.
Unless that status changes, educa-
tional assistance plans and group
legal services plans are not subject
to §89.)

Plans which fail the various eli-
gibility and coverage testing under
§89(a), even if the entire value of
the employer-provided coverage
thereunder is treated as an excess
benefit under §89(b)}, still must
comply with the disclosure rules of
§89(k). §1.89(k)-1, Q&A-2(g).

An accident and health plan
maintained pursuant to a qualified
pension or annuity plan under
§401(h) is subject to the §859(k)
qualification standards. §1.89(k)-
1, Q&A-2(b)(5).

B. Plans Not Covered. Section
89 does not apply to plans that pro-

vide taxable benefits to employees,
such as short or long-term disabil-
ity plans or other wage continu-
ation programs where the benefits
paid to the employee are taxable
and are included in his or her gross
income and reported on Form W2
or 1099. Workers compensation
plans maintained pursuant to
state or federal laws, the benefits
of which are excludable under
8104(aX1) of the Code, are not
subject to the qualification rules of
§89(k). However, accident and
health plans maintained pursuant
to state or federal laws, the bene-
fits of which are excludable under
§105(b) or (c) of the Code do not
qualify as a workers compensation
plans and they are subject to the
qualification rules of §89(k).
§1.89(k)-1, Q&A-2(b)(4). These
would include payments for the
loss of a bodily member or function
which are computed without refer-
ence to the period of absence from
work,

The only specific exception to
§89 is for church plans as dis-
cussed above.

C. Separate Rules for Deter-
mining Value of Plans Subject
to §89(k) and §8%(a). §89(k):
Value of the Benefits. Those
plans which are subject to §89(k)
have employer-provided “...benefits
received by an individual that is
attributable to employer contribu-
tions, including salary reduction
contributions under a cafeteria
plan.” §1.89(k)-1, Q&A-1(b)2).
“Benefits” means “..those pay-
ments, reimbursements, products
and services provided under the
plan to a participant on account of
such participant’s claim, need or
event that is covered under the
plan. §1.89(k)-1, Q&A-1(b)1). The
plans subject to §89(k) are dis-
cussed at length at §1.89(k)-1,
Q&A-2.
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§89(a): Value of the
Coverage. For plans which are
subject to §89(a), the nondiscrimi-
nation rules, the employer-pro-
vided benefit is defined (§1.89(a)-1,
Q&A-1(£)(3)) as the “value of the
coverage” or “the value of the enti-
tlement to receive payment” as a
result of injury or sickness and not
the value of the services or benefits
received under the health plan,
For group-term life insurance
plans, the “value of the coverage”
i5 the cost of the insurance deter-
mined under §79(c) assuming the
employee is age 40. §89(g)(3)C).
Any death benefit paid under a life
Insurance plan is not included for
purpeses of the nondiscrimination
testing. §1.89(a}-1, Q&A-1(a)(1).
In the case of other plans, the
“value of the coverage” is the value
of the employer-provided benefits
provided rather than the value of
the coverage (i.e., the same defini-
tion as for the qualification rules,
above), §1.89(a)-1, Q&A-1(fX3).

VII. STEPS FOR QUALIFICA-

TION: DESCRIPTION AND
DISCLOSURE.
A. Requirements. In order to

avoid the tax on the value of bene-
fits of all the nonhighly and highly

compensated employees, all of the

fringe benefit plans subject to
§89(k) need to be adequately
described and disclosed to all
employees. If a plan is not formal-
ized in writing, either by a single
document or by a collection of
decuments (as discussed below),
then all of the employees covered
by that plan, both nonhighly
compensated and highly compen-
sated alike, will have to pay the
tax on the value of the benefits.
This result will cccur whether or
not any of the plans pass the non-
discrimination testing. The plans
subject to §89(k) are discussed at
length at §1.89(k)-1; Q&A-2.

B. Section 89(k) Requirements.
Section 89(k)(1) requires that the
gross income of any employee shall
include an amount equal to the em-
ployer-provided benefit unless such
plan meets the following criteria:
(1) the plan is in writing;
(2) the employee’s rights
under the plan are legally en-
forceable;
(3) employees are provided
reasonable notification of
benefits available under the
plan;
(4} the plan is maintained for
the exclusive benefit of em-
ployees; and
(5) the plan was established
with the intention of being
maintained for an indefinite
period of time.

The Regulations have signifi-
cantly elaborated on each of these
requirements. The earliest date
for compliance relates to the rea-
sonable notice provision in (C)
which date has been delayed to
July 1, 1989. The remaining four
plan provisions have been delayed
to the first day of the second plan
year beginning after December 31,
1988.

C. Plans Covered. Those plans
that are described in paragraph VI.
A., above, are covered under the -
qualification rules of §89(k). The
qualification rules have been
broadened under the Regulations
to include “...plans without regard
to whether they are statutory
employee benefit plans (as defined
in §89(i)) subject to the nondis-
crimination rules of section 89 and
without regard to whether they are

-subject to Title I of ERISA.”

§1.8%(k)-1, Q&A-2(a)(1). In addi-
tion, plans maintained by em-
ployee organizations as defined in
§3(4) of ERISA or maintained pur-
suant to one or more collective bar-

41
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gaining agreements also must
meet the requirements of §89(k)."
§1.89(k)-1, Q&A-2(a)2). Regard-
less of the employer's election to
include the legal services plan, the
educational or dependent care
assistance programs as statutory
employee benefits programs, as
discussed in paragraph V1., above,
these plans must comply with
§89(k), provided that, for the group
legal services and educational
assistance programs, §§120 and
127, respectively, are in effect.
§1.89(k)-1, Q&A-2{c).

One possible alternative dis-
cussed for an employer to avoid
§89 altogether was for the employ-
ees {o form a separate group re-
ceiving a group status from an
insurance carrier and to pay for
the premium cost in all after-tax
pmployee payments. Aside from.
the practical matter of whaether a
carrier would agree to this ar-
rangement, the §89(k) question
was did such a plan have to comply
with the qualification rules. The
Regulations provided the answer;
“...a plan ‘maintained by an em-
ployer’ {and subject to §89(k)) is
any plan of, or subsidized by, an
employer who employs partici-
pants in the plan. A plan is main-
tained by an employer even if the
cost of such plan is borne by the
emplayees (including their spouses
and dependents) through after-tax
employee contributions, as long as
the value of the coverage under the
plan for any employes is greater
than such employee’s after-tax
contributions.” §1.88k)-1, Q&A-
2(a)(2). This position is to forestall
grossing up a highly compensated
gmployee’s pay and deeming that
total cormpliance with §89. How-
ever, with respect to health plans,
if the after-tax employee contribu-
tions equal or exceed the COBRA
premium, under §4980B(f)(4), then
that plan is not required to comply
with §89(k). §1.89(k}1, Q&A-

2(bX1). With respect to group-
term life insurance plans, a planis
subject to §89(k), if 1t is & plan
described in the regulations under
§79. §1.89(k)-1, Q&A-2(a)(1).

D. The Writing Requireraent:
§890c)(1)(A); Transitional Rule,
Under TAMRA, a plan is ade-
quately described and disclosed
under the provisions of subsection
§89(kX1XA) (the “writing” require-
ment) with respect to any testing
year if the provisions of the plan
are contained in & single docu-
ment, or a collection of documents,
which mest the following criteria:
(a) the plan iz in writing before the
close of such year; (b} the employ-
ees had reasonable notice of the
plan’s essential features or or
before the beginning of such year;
and (¢) the provisions of the writ-
ten plan apply for the entire year.

Delaved Effective Date. The
Regulations delayed the efective
date of the written documentation
requirement beyond the TAMRA
extension. This requirement now
does not have to be met for plan
yvears beginning in 1885. The
effective date is, instead, the Inter
of {1) the first day of the second
plan year commencing after De-
cember 31, 1988 or (2} “...the day
following the end of the 12-month
period beginning on the first day of
the first plan year in 1989 that the
plan is subject to section 887
§1.89(k)-1, Q&A-3(d)4).

Single Document. A “single
written document” means one
document containing all material
terms of the plan which are either
contained in one written instru-
ment, or incorporated by reference,
or incorporated using a combina.
tion of both methods. A singla
written document can incorporate
by reference several written doco-
ments, and/or several different
plans can be incorporated info a
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single written instrument. The well as any maximum Iimita-
kinds of documents that can be in- tion on employer contributions
corporated by reference are a very on behalf of any participant;
wide variety of instruments, in- terms relating to the timing or
cluding insurance policies and amount of salary reduction or
contracts, collective bargaining employee contributions to the
agreements, third party interpre- plan; terms relating to deduct-
tations of material terms relating ibles, co-payments or similar
to the plan and annual returns. requirements, including any
§1.88(k)-1, Q&A-3(b)(1) and (2). dollar limit on any benefit;

The single document must conditions precedent or subse-
contain a recitation of the qualifi- quent with regard to a partici-
eation requirements of §89(k)(1)(B) pant’s qualification or contin-
and (D) and any information that ued qualification for any
is required under any other provi- coverage or benefit, including
sion of the law. §1.89(k)-1, Q&A- any Hmitations or restrictions
3(c¥2). The fact that the various relating to benefits, such as a
plans are treated as separate plans pre-existing condition limita-
under the principal of disaggrega- tion; provisions relating to the
tion does not require more than procedure under which claims
one “gingle written document” as are to be made and evaluated
discussed above. §1.89(a)-1, Q&A- for reimbursement; provisions
4{a). relating to health continuation

“Material Terms of The coverage under section 4980B;
Plan” has the same meaning as and the procedures or circum-
the required contents of a sum- stances under which the plan
mary plan description under may be terminated, including
ERISA. §1.89(k)-1, Q&A-3(c)(4) a statement, if applicable, that
provides a nonexclusive list of the plan may be terminated at
requirements of the single docu- will by the employer.
ment: At the ABA meeting of the Em-

..the eligibility rules govern- ployee Benefits Section of the

ing plan participation; terms Section on Taxation held in
relating to the periods during Toronto in August 1988, an IRS
which coverage or benefits are representative addressed the
provided; descriptions of disclosure requirements. The
available benefits; the proce- following suggestions made at that
dures governing participants’ meeting have not been included in
elections under the plan, in- the Regulations. At that time, the
cluding the period during IRS suggested that a description of
‘which an election may be the plan benefits should contain
made, the extent to which the following: a provision that
elections are irrevocable, and ERISA and §89 prevail over incon-

-the periods with respect to sistent or conflicting insurance

which elections are effective; contract language; an identifica-
the manner in which employer tion of fiduciaries or trustees and
contributions may be made ‘an allocation of responsibility
under the plan, such as by among them; an identification of
salary reduction agreements the payment procedures; language
between a participant and the that ERISA and §89 preempt state
employer and by nonelective laws; and an “anti-alienation”
employer contributions, as provision. :
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TAMRA adds the concepts of
“testing year” and “testing day™; -
§89(g)(6)X(D)(E) specifically provides
for the designation of a testing day
in the plan. Nevertheless, the
Regulations specifically provide
that the testing day need not be
specified in the §89(k) single writ-
ten plan document, even though
the testing day election must be
made in writing. §1.89(a)-1, Q&A-
5(c). This election, along with
many other elections relating to
nondiscrimination testing, “must
be written in 2 manner that will
allow a reconstruction of the em-
ployer’s method of testing.” -
§1.89(a)-1, Q&A-1(g). In the event
the employer fails to designate a
testing day, it is the last day of the
testing year. §89(g)6)(D)(i).
Thus, under the Regulations, the
elections relating to testing, while
they must be in writing, are not
subject to §89(k).

Modifications, amendments or
extensions to the material terms of
the plans also must be in writing
prior to the effective date of the
change. §1.89(k)-1, Q&A-3(dX1).
However, if a change has a de
minimus impact on the eligible in-
dividuals, is nonmaterial, or is
simply a clarification, then the
written plan amendment does not
have to be made until 120 days
following the effective date of the
change. Retroactive modifications
of material terms of plans which
expand coverage, which will last 12
or more months, which are nondis-
criminatory and notice of which is
provided to those eligible, are
permitted so long as these and
certain other conditions are met.
§1.89(k)-1, Q&A-3(d)(2)(ii).

E. Legal Enforceability: §89
(k}(1)(B). “A plan is considered
legally enforceable only if the
conditions required for an em-
ployee to participate, receive
coverage and obtain a benefit are

definitely determinable under the
terms of the plan and an employee
satisfying such conditions is able to
compel such participation, cover-
age and benefit.” §1.89(k)-1, Q&A-
4(a). '

Employer Discretion. The
exercise of some types of discretion
by the employer, plan administra-
tor, fiduciary, actuary or third
party administrator will cause the
plan to fail this requirement.

Some examples of this kind of
discretion are as follows: employer
discretion regarding the right of an
employee to participate in the
plan, and the waiver of one of the
written conditions of the plan or
the imposition of a condition that
is not contained in the written
documentation. Moreover, if the
plan contains unclear objective
conditions for participation which
are within the control of the em-
ployer, then that is impermissible
discretion. §1.89(k)-1, Q&A-4(b).
However, if the written plan in-
strument contains objective condi-
tions relative to the administration
of the plan or clear objective condi-
tions for participation, or if discre-
tion is exercised based on medical
opinions, that is permissible.
§1.89(k)-1, Q&A-4(b)2). The
Regulations define what is and
what is not the permissible exer-
cise of discretion by an employer,
§1.89()k)-1, Q&A-4(b)2)(1)-(v).
Delayed Effective Date. The
Regulations have provided a de-
layed effective date for this provi-
sion, i.e., the first day of the second
plan year beginning after Decem-
ber 31, 1988. §1.89(k)-1, Q&A-4(e).

F.ReasonableNotification:
§89(k)(1)(C). The employer, or
the plan administrator under a
multiemployer plan, has the obli-
gation to provide the notice re-
quired under §89(k)(1)XC). The em-
ployees who are eligible to receive
the benefits under the plauns, not
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their spouses or dependents or The notice must state that
others who derive their coverage the single written plan docu-
from the employee, are the persons ment is available to all eligible
entitled to the notice. The notice is employees for ingpection, at no
mandatory even though any elec- cost, and that copying, at the
tion, waiting period or service pre- ermitted cost, is available

gF P
requisite has not been completed. upon reasonable notice.
The notice requirement applies to §1.80(k)-1, Q&A-b(e).
ail former employees and gualified
beneficiaries entitled to continue 2, Method of Notification. Al-
health coverage as determined though the emplover has the pri-
under COBRA. §1.88(k)-1, Q&A- mary obligation {c provide the
5{a). notice, the duty can sat%‘.sﬁgd ifan
1. Contents of the Notice. otherwise adequate notice is pro-
"The notice must summarize vided by an insurance company,
fairly the material tevms of health maintenance organization
the plan which are significant or other health care entity. Notice
o the employea. The terms of must be made in conformity with
; inel all material aspects of 29 CFR
the notice are to include at c :
Towing: §2520.104b-1(b}1). This notice
least the following: ; e
21 deseription of must be prz_méed to each eligible .
;;]?Dg;ngfi Dlo b0 parf;ici- employee either by hand or by mail
pate in ﬁhilpian' §ganer a1 with ﬁ]ést class pssdzage p;:e;éazd to
description of the coverage the las knownkad . ﬁ%ﬁ of that
or coverages offered (in- person. §1.89(k)-1; Q&A-5(E).
cluding the general types 3. Alternative Form of Compli
. . ph-
?g?ﬁng% pr’“ﬁﬁ;&gg; ance. Alternatively, an employer
on gf; oh %egigts ond may furnish each eligible employee
required deduc Hhles and with §he single written document
i ta): the timi and any documents incorperated
;ié’i{ﬁiﬁ d of Anv aEech’g;} n by reference (see the discussion,
to particivate: thgczssé; to above, titled “Single Document”) so
'thfemplgyae el ating to lomg as t}:%ese ducu:men‘gs comply in
the olan. whether by wa all material respects with the rules
plan, ok Dy way for a summary plan description of
of salary reduction or em- 29 CFR §2520.102-2. §1.890)-1
ployee contributions; the Q&A-5(c) This alt - Hve form of
method by which a copy of e ernatve Jorm o
the plan may be obtained; compliance is not permitted for an
- ég;:he e And aeans. accident or health plan.
of contaciing a person from 4. Timin s
. g of the Notice. These
gl%om t(%irequgst ??g{f%r rules are similar to those of the
laglméal g g( f;)_qu LA written plan requirements dis-
g(b} S it : cussed above and require this
: ) notice to be given prior to the first
Dependent Care Assw: day on which coverage is provided,
opms i, o st of e o
) made, or benefits er a modification
Telﬂtiﬂg;i?c the §91§<§—$§§§gﬁ?t of the benefits are made available
CATe Credit, unger yi.o0xk1, to an employee. The latest time
Q&A-5(d), beginning with plan  permitted for the notice is no later 5
years after 1889, than a “..reasonabls time prior to
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the availahility of any election with
respect io participation under such
plan.” §1.89(k)-1, Q&A-5(g)(1). If
there are material modifications to
the terms of the plan, then the
notice shall be given, as required,
nof later than 60 days following
the effective date of the modifica-
tion. §1.89(k)-1, Q&A-5(2)(2).

In the event that the employee
is a new hire who will be covered
by the plan within the first 80 days
of employment and participation in
the plan is not determined by an
employee election, then the em-
ployer has 60 days following that
employee’s commencement of
employment {o provide the notice.
§1.89(k)-1, Q&A-5(X3).

5. Delayed Effective Date: July
1, 1889, The Regulations have pro-
vided a delayed effective date for
this notice provision: for plans
with an effective date for §89
purposes on or after January 1,
1989 and prior to July 1, 1989, the
effective date of the requirements
for reasonable notification of the
essential features of the plan is
July 1, 1989. For plans with the
first day of the first plan year
beginning after July 1, 1889, the
effective date is the first day of the
plan year, §1.89(k)-1, Q&A-5(gX4).

G. Exclusive Benefit:
§89(k)(1)(D). The employer must
maintain the plan for the exclusive
benefit of those employees who
participate in the plan. Thisisa
facts and circumstances test and a
plan can fail this requirement
based on the terms or operation of
the plan, §1.89(k}-1, Q&A-6(a).
This requirement is not violated if
the plan is maintained under a
multiple employer plan or a mul-
tHemployer plan maintained by two
or more employers or includes
employees of unions or of the plan
itself. §1.89(k}-1, Q&A-6(c).

1. Deemed Employee-Par-
ticipants. If a1l of the partici-
pants in the plan are the
common law employees of the
employer or employers main-
taining the plan, then the ex-
clusive benefit requirement
will be met, “In the caze of a
voluntary employees’ benefici-
ary association deseribed in
section 501(c)(9) (VEBA) that
is part of a plan which must
satisfy the requirements of
section 88(k)(1)(D), those
individuals who may partici-
pate in the plan include those
who may he members of the
YEBA under section
1.504{c){8)-2(a).” §1.89(k})-1,
Q&A-8(b)1). In addition,
COBRA recipients and other
gualified beneficiaries are
deemed to be employees for
purposes of this rule. More-
over, other persons who ars
not employees but who are
nevertheless able fo exclude
from income the benefiis
provided under §§79, 105, 1086,
125 and 132, are deemed fo be
employees of the employer.
§1.890k)-1, Q&A-B(b}2). Self-
employed individuals are
deemed to be employees under
this rule. §1.85(k)-1, Q&A-
6(b)(3)1).

Some examples of benefite
which do not viclate the exclu-
sive benefit provisions are
provided in the Regulations,
and include the use of air
transportation by an em-
ployes’s parent; dependent
coverage under a medical plan;
an independent contractor
with continuation coverage; a
full-time life insurance sales-
man; a former employee; and a
leased employee. §1.89(k)-1,
Q&A-6(bX4).

2. Non-employee Partici-
pants; Disregarded. Certain
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persons who are covered under
the plan, who are not common
law employees of the em-
player, but who perform sig-
nificant services for the em-
ployer and who pay for all of
their benefits with after-tax
contributions, may be disre-
garded for purposes of deter-
mining a violation of this pro-
vigion. 81.8%(k)-1, Q&A-
6(h)(3).

3. Delayed Effective Date,
The Regulations have pro-
vided a delayed effeciive date
for this provision. Itis the
first day of the second plan
year beginning after December
31, 1988, §1.89(k)-1, Q&A-6(f).

H. Indefinite Period of Time:
§88(k)(1)(E). The employer must
establish the plan with the inten-
tion that it be maintained for an
indefinite period of {ime. As with
the exclusive benefit rule, thisisa
facts and circumstances test. A
plan generally will meet the re-
quirement if it is established and
maintained for at least a consecu-
tive 12-month period even if the
employer intends to ferminate the
plan after the 12-month period.
§1.89(k)-1, Q&A-7(a) and (b}X2).
The right to modify or terminate
the plan, the failure to renew, or
the fermination of a plan does not
violate this provision. Further,
the ehange of an insurance carrier
or health care provider does not
cause the plan to fail this condi-
tion if the benefits are not sub-
stantially modified. However, a
presumption can be created that a
plan was not established with the
requisite intention if, under cer-
tain (unspecified) circumsiances,
there are significant modifications
in coverage or benefits or a termi-
nation of coverage or benefits,
§1.89(k}-1, Q&A-7(b)(1).

Special Scrutiny Delayed
until Januwary 1, 1990, For plan
vears beginning on and after Janu-
ary 1, 1990, any material modifica-
tions and terminations made toa
plan that has been in effect for less
than 12 consecutive months will
receive “special scrutiny.” “Special
seruting” is not defined. When
there is demonstration of a sub-
stantial business reason, such as a
merger and consolidation or ad-
vance notice that plan benefits will
terminate within one year, then
there will be a sufficient demon-
stration to satisfy the facts and
circumstances test, provided the
modification or termination does
not diseriminate in favor of highly
compensated employees. §1.89{k)-
1, Q&A-7(B)3).

This rule does not apply to
plans providing no-additional cost
services or to any plans providing
qualified employee discounts.
§1.89(k)-1, Q&A-7(d).

1. Sanctions. “If a plan subject
to section 89(k) fails to satisfy any
of the requirements of that sec-
tion, the employer-provided
benefits under the plan generally
are not eligible for any exclusion
from gross income under ... the
Code.” §1.89(k)-1, Q&A-8(a)(1).
The Regulations have provided
the necessary clarification to the
§88 sanctions. In introducing
some of the changes, Mr. James
J. McGovern, of the Office Of
Chief Counsel in his remarks of
March 2, 1989, stated:

You may bave heard the story
about the janitor who just under-
went major heart surgery. The
good news is that he passed the
medical ordeal with flying colors.
The bad news is that his em-
ployer failed the section 89 guali-
fication rules, and thus the jani-
tor will have $150,000 included in

his income, That result is not 47
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reached under these regulations.

The §89 penalty provisions
apply only to the employer-pro-
vided henefit, assuming the plans
were nondiscriminatory when the
benefits were received. The §89(k)
sanctions do not apply to the
insurance reimbursements, or life
ingurance benefits received. This
result is accomplished through the
definition of employer-provided
benefit, (Note that employee-
provided benefits are not subject to
§88(k). §1.89(k)-1, Q&A-8(a)(@).)
The definition of employer-pro-
vided benefit for §89(k) purposes is
different than the definition of em-
ployer-provided benefit for §89(a}
nondiscrimination rules (which is
the value of the coverage for medi-
cal and group-term life insurance
plans). §1.88(a)-1, Q&A-1(f)(3).
Here, benefit means the value of
the payments, reimbursements,
services and products provided
under the plan to a participant
stemming from a covered claim,
less any amount paid by the em-
plovee. §1.89(k)-1, Q&A-8(c)1).
(Note that this method of valuation
is the same as the §89(a) rules for
statutory benefit plans other than
accident and health and group-
term life insurance plans.) More
specifieally, “employer-provided
benefit” means that portion of the
benefits received by an individnal
that is attributable to employer
contributions, including elective
salary reduction contributions
under a cafeteria plan which
otherwise would be taxable.
§1.89(k)-1, Q&XA-1(b)Y1) and (2).
{See also the discussion of the
difference in the definition of
benefits under paragraph V1.C,,
abava.)

Some examples provided in the
Regulations are the reimburse-
ment of a covered participant’s de-
duetible portion of a hospital bill,
the fair market value of the par-
ticipant’s use of an on-gite child

care facility under & dependent
care program, end the payment of
a “death benefit under a group-
term life insurance plan to which
§79 applies.” Id. That last quota-
tion seems to conflict with the
statement of Mr. McGovern set
forth above. However, the defini-
tion of employer-provided benefit
suggests that the benefit subject fo
the tax for failure to qualify under
§89(k) is that amount attributable
to employer contributions rather
than the $10,000 death benefit.
The author hopes that is the
intended result, but the lanpguage
does not clearly support that
proposition.
1. Amount of Nonexclud-
able Excess Benefit. The
amount of the excess benefit,
or the now “nonexcludable”
benefit for failure of a plan to
qualify, is based upon the plan
year as determined under
§1.89(a)-1, Q&A-10(b), not the
testing vear. §1.89(k}-1, Q&A-
8(c). The amount of the non-
excludable hanefits received by
the employee will include all of
the benefits received under the
plan, subject to new limita-
tions.

The excess benefits as cal-
culated wnder the non-
discrimination rules of §80(h)
are treated as employsr-
provided benefits for a plan
which also violates §89(k).
The employee is taxed on the
greater of the §89(b) excess
banefit or the §88(k) nonex-
cludable amount. §1.89(k)-1,
Q&EA-Ble)2).

2, De Minimis Failure;
Writing and Reasonable
Notice; §89(k}1)(A) and (D).
If a plan fails to meet the
writing and reasonable notice
reguirements, if the em-
ployer’s failure was in good
faith, if the employer made a
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reasonable effort to comply, if
the failure is corrected by the

employer within 90 days after
learning of the failure without
reducing the coverage retroac-

- tively, and if the defect did not

have the effect of diserimina-
tion in favor of the highly com-
pensated employees, then the

~ plan will be deemed to have

complied with §89(k).
§1.89(k)-1 Q&A-8(b). The
term “corrected” has a special
meaning: “..that the em-
ployer performs all the neces-
sary acts in order to comply
with section 89(k) and places
the affected employees in a
financial position not worse
than that in which they would
have been if the employer had
been in full compliance with
section 89(k).” §1.88(k)-1,
Q&A-8(b)3).

Partial Failures. In the
event that a portion of a plan
fails to gualify under §89(k),
the Regulations permit that
aspect of the failed plan to be
treated as a separate plan for
purposes of the inclusion in
income relating to that failed
portion. The remainder of the
plan can continue to be
treated as gqualified. §1.89(k)-
1, Q&A-8(c)(2)GE1).

1 Public Law 98-514.
2 Public Law 100-847. .
3 Consolidated Ominibus Budget Reconciliafion Act of 1885, P.L, 89-272.

3. Limitation on Nonex-
cludable Amount. The
amount that must be included
in income for a plan that fails
§89(k) is limited to the sum of:
10 percent of the first $50,000
of the employee’s compensa-
tion; 25 percent for compensa-
tion between $50,000 and
$100,000; 75 percent for
amounts between $100,000
and $150,000; and 100 percent
of the compensation in excess
of $150,000. §1.89(k)-1, Q&A-
8{c)4).

$150,000 amounts are ex-
pressed in percentages of the
dollar amount specified in
§414(g¥1XC) and are indexed
for inflation.

4. Special Rules for Coor-
dination of Amounts. The
Regulations provide for the
method and order in which to
calculate the amounts to be
reported on the Form W-2 of
the failed plan participants.
§1.88(k)-1, Q&A-8(c)(4), (d), (e)
and (f),

FOOTNOTES

The $50,000, $100,000 and

49
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- SWORN STATEMENT
EMPLOYEE’S ELECTION OF ALTERNATE MEDICAL COVERAGE FROM

ANOTHER EMPLOYER
EMPLOYER-COMPANY NAME:
DATE FORM COMPLETED:
1. Employee's Name:
Address:
City:
D.O.B.

Marital status: Single U Married

2. List all Dependents of the Employee including Spouse, children and other
' dependents, if none, state none:

Name of Dependent D.0.B. Relationship Sex
3. I have accident and health insurance coverage provided by my Employer named

above for the following persons:

(a} Employee Only: Ves 1 No [

(b} Employee-Spouse: Yes ] No

(c} E-ee+Spouse+Dep: Yes LJ No [

(d) Spouse Only: Yes ] No L]

(e) Dependent Only: Yes [ No [

4, I have accident and health insurance coverage provided by ANOTHER EMPLOYER
for the following persons:

Yes, I have other coverage: O NoIdowt: O
50
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If yes, indicate those persons covered by this insurance:

(2) Employee Only: Yes No ]
(b) Employee+Spouse: Yes [ No
{c) E-eet+Spouse+Dep: Yes No
(d) Spouse Only: Yes ] No ]
(e) Dependent Only: Yes No
5. Name of other Employer under whose plan this employee is covered:
(a) Other Employer’s Name:
Address:
City:
(b) Policy Number:
(¢) Identify the other coverage of this Employee: (

(d)

(1) Other Insurer’s Name:

(ii) Type of other group insurance coverage provided:
Accident/Health: Yes D No (4

Identify the person through whom you receive the other insurance:

(i) Spouse of Employee: Yes | No

(ii) Other dependent of the Employee:
(Specify)

Under penalties of perjury, I declare that the information I have furnished above,

Witness:

to the best of my knowledge and belief, is true, correct, and complete. I will notify my
Employer at once if any of this information changes and will provide any information
that has changed. I understand that evidence of insurability may be required in order to
be covered under the plan of the employer.

Employee’s Signature

Dated: 51




Matt W. Zeigler
Zeigler & Associates, P.C.

ATTORNEYS AND COUNSELORS AT LAW
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SECTION 89 INTERNAL REVENUE CODE
TAXATION OF EMPLOYEE FRINGE BENEFITS

By Matt W. Zeigler
SECTION BS NEWS.

On Monday, May 1, 1989, in a spesch before the U. S. Chamber of
Commerce, Secretary Brady announced that he had ordered a delay from
July 1 to October 1, 1888 in the beginning date for testing plans for
compliance with Section 89 regulations. Further he said: "The cost of
compliance with Section 89, as it presently stands, is excessive. The
law needs tc be changed, and we stand ready to encourage, support and
work with Congress to revise and improve it",

The Treasury Department has issued a clarifying Notice 89-65,
scheduled for publication June 12, 1988, which has officially delayed
compliance for both the nondiscrimination testing and the written
reasonable notification rules of Section 89 from July 1, 1989 until
October 1, 1983, Treasury stated that this announcement mav be relied
on until final Regulations ars published. Under the law up until July
1, 1988, and now through October 1, 1989, Employers can essentially
ignore the facts in existence up to that time under special rules set
out in the proposed Regulations for Section 89.

There has been no fewer than thirteen proposals made hefore
Congress that would impact on section 89, The two most prominent ones,
the Houss and Senate Simplification Bills, kesp all of the
gualification/disclosure rules of §89(k) in place and also kesp the
present law in effect as an optional form of compliance {assuming a bill

ig passed this year). It should be an interesting vear.
PART II
This is Part II of a monograph on Section B89, Part I was

published in the 1989 First Quarter issue of the Michigan Tax Lawver and
dealt with the gualification issues and the definitions under Section B9
("§B9"), Those definitions will be used here as described in Part I.

This Part will address plan aggregation, comparability rules,
testing periods and dates as -well as the nondiscrimination rules and the

various tests. Since the rules which apply to the tests are contained
in several pieces of legislative history as well as the Proposed
Regulations (54 CFR 9460) (the "Regulations"), what is presented here is

all of the principles relating to each test gathered and organized by
test.

VIII. PLAN

A, Definition Of Plan, The effect of 8§89 on the definition of a
plan is disaggregation. In the past, a plan was considered a single
plan with multiple options, §B9(J) (11) now makes each difference under a
plan a different "plan".

Under the Act, each option or different benefit offered is,
except in the two instances described in 'Single plan’
below, treated as a separate plan. This means, for exampls,
that if tweo types of insurance coverage vary in &ny way



(including the amount of the emploves contributien), they
will be considersd separate plans. Thus, in the case of
health plans under which there are different levels or typses
of coverags, each separate level or type of health coverage
is considered & separate plan under the nondiscrimination
rules. (Blus Book ("BE") p. 785}

Under these rules for example, each health maintenance
organization is considered a separate plan because of the different
providers of services. If an employee and his family is covered by a
plan, he is treated as if he has two separate plans: one, individual
coverage for  himself, and two, family coverage with respect to his
family. If an employer offers health insurance for an employee and 1
family member, and employee and 2 or more family members, there are 3
plans: (1) emplovee only coverage; (2) coverage of 1 family member; and
(3} coverage of additional family members.

Cafeteria Plans or Flexible Spending Arrangements. Under
cafeteria or flexible spending arrangements, "Each different amount by
which an employee may elect to reduce his or her salary for a year is a
separate health plan under the FSA (flexible spending arrangement) .
§1.88(a), Q&A-T(F).

The Secretary of the Treasury is to address the problems created
in the event there are overlapping coverages and an employee is
considered only partially eligible or covered by both plans. The Blue
Book (p. 787) discusses this problem: for employees who are eligible for
or who receive coverage under more that one accident or health plan,
then, "...for purposes of the S0-percent test and the 80-percent test,
such plans are to be considered one plan with respect to such employee.

B. Two_Exceptions. 1. @Group Term Life Insurance. For purposes
of testing group-term life insurance plans, each different opticon
of treated as a separate plan. However there are two exceptions
to this rule. {(a) Any group-term life insurance plan will not be
treated as two or more plans merely because the amount of 1ife
insurance under the plan on behalf of employees bears a uniform
relationship to the compensation of such emplovees. §B9(j) (4) {a),
However, if there is life insurance based upon a multiple of
compensation and there is compensation over 8$200,000, then the
employer-provided life. insurance over that limit is considered a
separate plan. §89(j) (4) (B). (b) Similarly, any group-term life
insurance plan will not bhe treated as two or more plans merely
because required employee contributions vary according to the age
of the employee, but only up to & specified limit .{e.g., the
employee’s cost may not exceed 85X per 81,000 of coverags).
Moreover, the use of age brackets of up to five years with
increasing employee contributions corresponding to each age
bracket will not require separate plan treatment. S.M., p. 62.
However, there is & limitation under §89(j) {4) (C) which states
that this exception to the disaggregation of group-term life
insurance plans dcoes not apply if the life insurance plan is
aggregated with plans of other tvpes for purposes of the 75
Percent Benefits Test.

2. Proportiopnate Reduction of Part-time Benefits. Health and
accident plans will continue to be treated as a single plan if the
employer-provided benefit is proportionately reduced for smployees
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who normally work less than thirty (30) hours per week and the
plans are identical. This applies to the 75% Benefits Test and
the 50% component of the 90%/50% Test. This proportionate
reduction in benefits has two levels: the first level is for those
part-time employees who work more than 22 1/2 hours per wesk but
less than 30 hours per week, here the permissible reduction is
25%; and the second level is for these part-time emploveas who
work more than 17 1/2 hours per week but less than 22 1/2 hours
per week, there the permissible reduction is 50%. The 50%
reduction is to be applied to &all employees on a uniform and
nondiscriminatory basis. BH p. 786,

Benefits provided under a core accident or health plan may
be considered provided under a separate plan from noncore benefits
for purposes of the initial service rules {six months or cns
vear). BB, p. 799,

TAMRAL modified the definition of plan. {See TAMRA
Statement of Managers ("S.M.")z, §§cc, p.70.}) A plan is not a
separate plan merely because an option is valued separately, but
the "...effect of these changes is only one of terminology rather
than of substance". For purposes of the nondiscrimination rules,
there is no modification of the concept of disaggregation of plans
for the testing purposes.

Thus, each plan, unless it falls within the general
comparability range of another plan (discussed below), has to be
tested separately for purposes of the 80% Coverage Test, the 50%
Test, the Alternative (50%) Eligibility Percentage Test, the 50%
component of the 90%/50% Test; however, all of the plans of the
same type, i.e. deductible under the same Internal Revenue Code
{the "Codse") section have to be aggregated for purposes of the 50%
component of the 90%/50% Test and the 75% Benefits Test. (BB., p.
785) The Regulations have provided no relief from this principle
of disaggregation. 5o, unless the various plans may be aggregated
under the comparability rules, the plans are tc be tested
separately. §1.89(a)-1, Q&A-4(a).

Presumption of Coverage For Family Plan. There is a
presumption, under §8%(g) (2)(C}), that all single nonhighly
compensated employees of an employver who are or would be eligible
to participate in an accident or health plan, under the §B9
eligibility rules, have a spouse or dependents not covered by such
a plan of another employer. This presumption applies for purposes
of the B0% test only. In order to defeat this presumption of
family coverage, it ies necessary to cbtain and maintain adequate
sworn statements which will demonstrate an employee’'s singile
status or that he or she has core benefits under a plan of another
employer., This is the rule for noncontributory plans or for plans
with the same level of employee contributions regardless of
whether or not an employee elects single or family coverage under
the plan. 5.M., p. 48. (There is appended to Part I a form of
Sworn Statement for use in identifying single or married employees
for proper determination under the proper plan.) (Under
§89(g) (2) (C), there is an opposite presumption for highly
compensated employees. See discussion in Part I, p. 37.)
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In the event that an employer has a contributory plan, and
there are different levels of employee contributions depending
upon the emploves’'s election of single or family coverage or
another family-type option under the plan, then the employvee will
be deemed covered by the plan for which he makes dezignated level
of contribution. Also, if an employse who has a spouse and/or
dependents is required to make a contribution to a health plan in
order to receive family coverage, and is not required to make a
contribution in order to receive single coverage, and this
employee does not make the contribution, then he will be presumed
to be covered by the single plan. S5.M., p. 49,

The Sworn Statement may be used to defeat the presumption of
family coverage when, for example, an employee has elected single
coverage under an accident or health plan and has a family. Such
an employee is appropriately considered under this employer’'s
plans as a single person. (Ses discussion in Part I, p. 34 et.
sag.)

IX. AGGREGATION OF PLANS

A. Aggregation of accident or health plans. Accident or health
plans that are "helper plans" may he aggregated with one or more other
"non-helper plans" accident or health plans if they meet the
comparability rules. This is true so long as those other accident or
health plans ("helper plans") are not aggregated with other non-helper
plans. The Blus Book defines "helper" and "nonhelper" plans" at page
787:

A "Helper" plan, of one or more accident or health plans is:

any plan in the group of aggregated plans that
satisfies the 50-percent test without regard to
aggregation.

A "Nonhelper" plan, of one or more accident or health plans, is:

any plan in the group of aggregated plans that
separately do not satisfy the 50-percent test,

These aggregation rules are applicable for purposes of the all of
the plans of the same type, i.e. deductible under the same Code section.
BB, p. 798. Further, all plans have to be must be aggregated for
purposes of the 50% component of the %0%/50% Test and the 75% Benefits
Test; i.e. the plan disaggregation rules do not apply to these two
tests. BB., p. 785.

B, Mandatory Aggregation of Plans:

Treasury rules may reguire that if participants are
provided benefits by more than one (1) plan, those plans
will be regquired to be aggregated with respect to that
employee. B89(g) (1) (C).

The Treasury rules have been published and they do reguire
aggregation.



1. Coverage Under Two or More Health Plans. If an employee is
eligible for or receives coverage under two or more accident or
health plans, then, for purposes of the LH0% Eligibility Test and
the 80% Coverage Test, such plans must be considered a single plan
for that employee. BB, p. 787. These mandatory aggregation rules
must be applied prior to the application of the comparability
rules, below.

Such health plans must be aggregated into an
additional, single health plan that provides all of
the coverage that is provided under any of the
separate plans. The additional plan is treated as
having an employer-provided benefit equal to the sum
of the emplovyer-provided benefits of each of the
included plans (with an appropriate adjustment to
eliminate the multiple inclusion of overlapping
coverage) . A nonhighly compensated employee is treated
as eligible for both the additional plan and the
separate plans. A highly compensated employee is
treated as eligible only for the additiconal plan and
ig no longer treated as eligible for the sesparate
plans. §1.89(a)-1, Q&aA-4{e) (1).

2. Exception: If 90% Eligible and 80% Coversed. These mandatory
aggregation rules does not apply "... with respect to two or more
health plans if at least 90 percent of the nonhighly compensated
employees eligible for coverage under each plan are eligible for
coverage under all of such plans on the same terms and conditions
as other employees, and sach plan (prior to application of the
comparability rules of paragraph (c) of this Q&A-4) satisfies the
80 percent coverage test". §1.89({(a}-1, Q&A-4{e} (2).

3. Examples. Comprehensive examples of the application of these
rules are given at §1.8%(a)-1, Q&A-4({e) (3).

4, Permigsive Plan Restructuring. For purposes of the 80%
Coverage Test and the 50% Eligibility Test, the Regulations permit
an employer to restructure two or more of its health plans on the
basis of the value of the coverages provided. This permits a
lowering of the value only, not the numbsr of plans, to the lowest
level of difference under the several plans. Any permissive plan
restructuring may only be applied teo a plan after the mandatory
aggregation and plan comparability rules have been applied. For
example, the £ollowing plans may be restructured as follows: Plan
1, $7,000; Plan 2, £§5,000; Plan 3, $4,000, Restructured they are:
Plan 1, S$4,000; Plan 2, $2,000; Plan 3, $1,000, In essence, a
common benefit level ($3,000) has been eliminated leaving only the
minimum differentials between the plans. §1.89(a)-1, Q&A-4(f}.
B8ince the differences are maintained, there would be no change in
the amount of the excess benefit and the resultant tax to be paid.

cC. Permissive Aggregation Of Plans. For purposes of the 75%

Benefits Test, an employer may aggregate certain plans to aid the group
to pass this test. However, some kinds of aggregation are not
permissible. In short, the rule is that a health plan can help a non-
health plan pass the 75% Benefits Test, but non-health plans cannot help
& health plan pass this test. S.M., p. 44-45.
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X. GENERAL COMPARABILITY RULES

Since each option as to coverage, cost, co-pay amounts or
different benefit level or entitlement is treated as a separate plan for
testing purposes, §89 has provided plan comparability rules that permit
plans of differing wvalues to be tested as a single plan. These plan
comparability rules and the concepts of disaggregation and aggregation
apply solely for the purposes of testing the plans for compliance with
the nondiscrimination rules and the determination of the excess benefits
which are then subject to taxation. These rules do not create new or
additional plans that must separately pass the written plan
qualification rules. §1.89(a)-1, Q&A-4({a).

The concept of comparability of the plans is set out in the Blue
Book, at page 787, and refined in the Regulations:

A group of plans is comparable if the smallest
employer-provided benefit available to any employee in
any plan in the group is at least 95 percent of the
largest emplover-provided benefit available to any
employee in any plan in the group." (See the mandatory
aggregation rules that may be applicable before the
application of this paragraph. §1.89(a)-1, Q&A-4(b).

Each separate, disaggregated plan must be wvalued separately and
must satisfy the S0% Eligibility Test and the 80% Coverage Test. BB, p.
785. However, passing either of the longer or shorter routes through
§889, discussed below, will be sufficient demonstrated compliance.

Temporary Valuation Rule: Value may be determined under under the
COBRA rules (§4980B(f)} {4)) of the 1986 Code, as amended by TAMRA, or any
other reasonable method selected by the employer. TAMRA §3021 {c). See
discussion of wvalue of plans below, at XI.

A. 50% Tegt; B585% Comparability Standard. For purposes of this
test, one or more accident or health "nonhelper" plans may be aggregated
with one or more comparable "helper" plans that are not aggregated with
other "nonhelper" plans for this purpose. The 95% comparability
standard set out at §89(g) (1) {B), but guoted above, is used for purposes
of this test.

If a plan fails the S50% Eligibility Test, then its ability to be
aggregrated with other comparable plans is restricted. Such a failing
plan cannot be included with any other plan in a group of comparable
plans under paragraphs 2 or 3, below, unless both of the following two
requirements are met: (1) the failed plan has a comparable value within
the 85 percent comparability range and, (2) the failed plan and the
group of comparable plans, considered together, must be comparable using
either the 890% or the 80% comparability standards discussed below.
§1.89(a) -1, Qsa-4({c) (3).

B. BO% Coverage 'T'eszt: 90% Comparability Rule. For purposes of
this test, one or more acecident or health "nonhelper" plans may be
aggregated with one or more comparable "helper”" plans that are not
aggregated with other "nonhelper" plans for this purpose. A group of
plans is comparable and may be aggregated with other plans of the same
type using a 90 percent comparability standard. (See the mandatory



aggregation rules that may be applicable before the application of this
paragraph.) §1.89(a)-1, Q&aA-4{c). S.M., p. 40, Ses the Deemed

. Comparability discussion below.

C. Alternate 80% Test: 90% Coveramgs Test; 80% Comparability Ruls.
At the emplover’s written election, a group of plans is comparable and
may be aggregated with other plans of the same type using a 90 percent
comparability standard. This rule is available only if the emplover
applies the reguirements of §89(f) by substituting 50 percent for B0
percent. Thus, this alternative general comparability rule applies cnly
if at least 90 percent of the nonhighly compensated employees are
covered under the health plan or group of comparable plans being tested.,
§89{g) (1) (D) {idi) . §1.89{a)-1, QzA-4(c) (2).

D. Plans Outside the General Comparabilitvy Range; "Desemed
Comparabilitv". 1. A Plan with s greater wvalue. If a plan, or

group of plans, has an employer-provided value that is outside the
general comparability range, then that plan, or group of plans,
may be aggregated with plans of a lesser value if nonhighly
compensated coverage percentage is at least 80 percent (or, if
elected, 90%) of the highly compensated coverage percentage.
{§.M., p. 40). The Regulations further refined this concept to
permit aggregation of such plans as being "deemed comparable" if
{(2) the plan with the larger value replaces a former plan with a
lesser value; (b) the former health plan’'s nonhighly compensated
coverage percentage is at least 80 percent (or, if elscted, 90%)
of the highly compensated coverage percentage; and, (c) after the
inclusion of the former plan in a group with the latter plan, the
nonhighly compensated coverage percentage remains at least B0
pexcent (or, if elected, 950%) of the highly compensated coverage
percentage for such group. §1.89{a)-1, Q&A-4{c) {4). These
coverage percentages are determined ",..dividing the number of
nonhighly compensated employees covered by the plan (or the group)
by the total number of nonhighly compensated employees of the
employer". The highly compensated coverage percentage is
determined in the same manner. §1.89(a)-1, Q&A-4 {(c) (4) (ii).

These general comparability standards are enlarged for purposes of
this B80-percent coverage test to permit more valuable plans to be
aggregated with a group of less wvaluable plans if a plan of
greater wvalue than permitted by the 95 percent comparability
standard satisfies the alternative 50 percent eligibility
percentage test under §89({d) (2) based on actual coverage {(like the
80 percent coverage test) rather than on eligibility. BB, p. 787.
Presumably, the 95 percent standard would be reduced to 90 percent
under TAMRA. This Deemed Comparability provision could be used
when there dis a substutition of plans and there is a high
percentage of persons participating in the plans.

2, A Plan with a Jesser value. No plan can be ‘'deemed
comparable” if it has an employer-provided benefit S.M.aller than
the employer-provided benefit of the other plan if the other plan
has previously been included in the group of comparable plans
under the general comparability rules. §1.89(a)-1, Q&zA-4{c) (4).
However, if the plan of lesser value has not been included in =z
comparable group, then, if the same coverage percentages are met
{as discussed in (i) immediately above), then the plan of lesser




value can be "deemed comparable" and included with the other plan
to form a group of plans. §1.89(a)-1, Q&A-4({c) (4) (iii).

The concept of comparability will permit plans to be comparable
with respect to the special rule for part-time employeses outlined above.
Plans may be considered comparable if the only fact which prohibits the
comparability standard from being met is the fact that benefits are
proportionately reduced for part-time employees working less than 30
hours per week. BB, p.7B8.

E. Comparability Safe Harbor; Employvee Cost 5100 0Or Less.
§B9 (g) (1) (D} (1) (II) provides that :

A group of plans shall be treated as comparable with
respect to a group of employees if (I) such plans are
available to all employees in the group on the same
terms, and (II) the difference in annual cost to
employees between the plans with the lowest and
highest annual employee cost is not greater than 3$100.

The $100 is adjusted for testing years beginning after 1989 in
accordance with the consummer price index. §89{g) (1) (E) (v); §1.89(a)-1,
Q&A-4 {c) (4} . The term "emplovee cost" is specifically defined to
include after-tax employee contributions and salary reduction amounts
under a cafeteria plan, and they are applied cumulatively. §1.89(a)-1,
Q&A-4 (c) (5) {vi).

The Regulations have broadened the narrow applicability of this
rule to include situations where an employee, at his or her option, is
eligible to participate in one of several plans each with different plan
values and/or differing employvee deductibles. The rules under which
plans not otherwise comparable may nevertheless be aggregated under this
safe harbor are at §1.B889{a)-1, Q&A-4{c) (5} (i)-(idii}.

XI. EMPLOYER-PROVIDED VALUE: VALUE OF BENEFIT:

A. Accident or health plan. The "...smployee'’'s employer-provided
benefit is the wvalue of the coverage provided to or on behalf of such
employee, to the extent attributable to contributions made by the
employer." BB p.788. Whether it is insured or self-insured, the concept
is that the value is the value of the insurance, not the amount of the
claims or the services rendered. The Secretary of the Treasury is to
promulgate tables which shall be the "exclusive method of wvaluing
accident or health coverage". BB p.788.

B. Valuation Of Benefits: COBRA_Cost. TAMRA gave the IRS
additional time to publish valuation tables for health plans, not any
other kind of plan. These temporary wvaluation rules applicable to
health plans will apply for "...testing years beginning before the later
of January 1, 1991, or the day 1 vear after the Secretary of the
Treasury or his delegate first issue such wvaluation rules as are
necessary to apply the provisions of section 89 of the 1986 Code (or if
later the effective date of such rules)..,." §3021{(c). Until such time,
the wvalue of health plans is determined under the COBRA rulss of Act
§4880B (f) {4) or any other reasonable method selected by the emplover so
long as the employer can demonstrate that it is "actuarially reasoconable"
and any differences are nondiscriminatory and "de minimus". Annual




physical examinations are not considered "de minimus" and must be taken
into account in valuing coverage. §1.8%({a), Q&A-7(b) {(1).

COBRA cost ig still reasonable even when certain permitted
adjustments are made. These adjustments, when made, cannot effect the
relative value of these plans, must be elected in writing and, if so
elected, they must apply to all plans of the same type. Id., at {e).
Some permitted cost adjustments are for differences in cost attributable
to geographic factors, demographic factors and for differences in

utilization. Id., at {b) (2). Reasonable methods =zlso include certain
cost containment features such as second copinion reguirements. Id., at
(d) .

Valuation methods other than COBRA cost are presumed to not be
reasonable where the wvalues obtained do not reasconable reflect the
. relative costs as determined under COBRA. Ses an eoxample at §1.89(a),
Q&A-T7 (b) (2) . Other methods that fail the reasonableness test are the
cost of a plan with more than a "de minimus" difference in wvalue unless
it passes the 50% eligibility test, Id., at (b) {2), and adjustments
depending on the method of health care delivery, such as an insurance
carrier, a health maintenance organization, or a preferred provider
organization. Id., at {d).

C. Emplover-Provided Benefit. The value of the coverage for a
health plan is the proportionate value of the health plan, whether table
value or COBRA cost, and is determined by multiplying this wvalue by a
fraction. "The numerator of the fraction is the employer-paid cost of
the health plan, and the denominator of the fraction is the sum of the
employer-paid cost and the employee-paid cost of the health plan.®
§1.89{a), Q&A-7{(g). 1If the result of this fraction is a cost {(treating
salary reduction contributions as employer contributions) of less than
or equal to 2%, then the smployer may treat this plan as providing no
employer-provided benefit. Id.

D. Salary Reduction Contributions. For purposes of the 50%
Eligibility Test, the 75% Benefits Test, and the B0% Coverage Test,
salary reduction contributions are treated as employer contributions.
§l1.89(a), Q&A-8(a). Unless an employer elects otherwise in writing, for
purposes of the 90%/50% Eligibility Test, salary reduction centributions
are treated as employee contributions. An employer is permitted to make
this written election provided: (1) all, not a few, salary reduction
contributions are treated as employer contributicns with respect to all
plans of the same type; {2) the cafeteria plan benefits are availabls to
all employees on the same terms and conditions; (3) the percentage of
nonhighly c¢ompensated emplovees eligible for the plan the same
percentage of highly compensated employees; and (4} no highly
compensated employee can participate in the cafeteria plan and another
plan of the same type in which the nonhighly compensated employee cannot
participate. Id. at (b).

E. Salary Reduction Contributicons; Mandatory Treatment;
Transitional Rule-Delav Permitted For 1 Year. For purposes of only the
90%/50% Eligibility Test, including the alternative B80%/66% Eligibility
Test and the 80%/80% (Large Employer} Eligibility Test, some or all
salary reduction contributions available to highly compensated employees
must be treated as employer contributions and some or all salary
reduction contributions available to nonhighly compensated employees




must be treated as employee contributions. The rules of this paragraph
are effective for testing years commencing after January 1, 1990. Id. at
{e) (1} and (4),

For highly compensated employees, the excess of salary reduction
contributions over the amount of the employer contributions is treated
as employer contributions. fThis rule applies only if the employer has
not made the written election to treat all salary reduction
contributions as emplover contributions for purposes of the 90%/50%
Eligibkility Test. Id. at {c} (2).

For nonhighly compensated employees, the excess of salary
raeduction contributions over the amount of the emplover contributions is
treated as employee contributions. This rule applies only if the
employer has made the written election to treat all salary reduction
contributions as employer contributions for purposes of the 90%/50%
Eligibility Test. Id. at () (3).

For part-time employee, the amounts of the salary reduction
contributions may be treated as a proporticnately reduced employer-
provided benefit except for purposes of the 50% component of the 80%/50%
Eligibility Test. Id. at {(d).

F. QOther plans. For plans other than accident or health or
group-term life insurance, "...employee's employer-provided benefit is
defined as the value of the benefits provided to or on behalf of such
employee, to the extent attributable to contributions made by the
employer." BB p.7BB.

G. Cafeterig or Flexible Spending Arrangements. In addition to
the emplover-provided benefits and any salary reduction arrangements,
the value of the benefits here are the total cost including "after-tax
employee contributions". §1.89(a), Q&A-7(f}.

H. Group Lega) Services, Dependent Care Assistance, and
Educational Asgsistance Plans., The wvalue of these plans are the
contributions made by the employer, not employee, or the other emloyer-
provided benefits under the plan. §1.89(a), Q&A-1(f) (3).

I. Multiemplover Plans. The value of these multiemployer plans,
except those covering professionals, are the contributions made by the
employer, subject to some minor adjustments, even after the Treasury
tables are issued. 889 (g) (3} (E).

X1I. TESTING PERIODS; TESTING DATE AND TESTING YEAR

The Regulations have substantially clarified the rules governing
the proper testing periods and how to apply them to the first year and
subseguent years that §89 is effective for sach plan.

A, Testing Date. 1. In General. The term testing date means any
single day within the testing year designated in writing in the
plan for purposes of the §8% nondiscrimination tests, or, if there
is nov designation in writing, the testing day is the last day of
the calendar year. The same testing date must be designated for
all cother plans of the employer of the same type except that plans
of the same type may have different testing dates if plans are
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being tested on the bagis of a geparate line of husiness. Even if
plans of a different type are being treated as the same type, e.g.
under the 75% Henefits Test, they must have the same testing date.
After such a designation in 1989 or in 1990, then, for the testing
years beginning in 1991 and thereafterwards, the testing date may
only be changed with the consent of the Commissioner of the
Internal Revenue Service or in accordance with rules promulgated
by the Commissioner. The testing date does not need to be a date
certain every vear, but instead could be determined by a fixed
method, such as the last friday in July each vyear. §89 {(g) (6) (D) ;
§B9{j) (13); §1.89(a)-1, Q&A-5(c).

2. Election. This election of the testing day is reguired to be
made in writing but is neot regquired to be designated in the single
written instrument reguired under §85(k} (1) (A). The election of
the testing day is subject to the nondiscriminatory provision test
of §B9{d4d) (1) (C); §1.88{a)-1, Q&a-1{c),. The facts and
circumstances of the testing date must ",..reasonably reflect the
employee pool of the employer and the business of the employsr
throughout the vyear", otherwise, the election of a particular
testing date will fail that test. §1.89({(a)-1, 0O&A-5(c).

3. Adjustment To Facte On The Testing Dav. Changes in the
employer-provided henefit levels for all employees occurring
during a testing year are reguired tc be adjusted to mirror the
levels occurring both before and after the change. Adjustments
stemming from changes in plan terms and changes in employee
elections are treated differently. Adjustments in benefits levels
arising from changes in plan terms must be reflected as of the
"adjustment period" occurring both before and after the change.
Adjustments in benefits levels arising from changes in employes
elections must be reflected as of the "adjustment period"
occurring both before and after the change only for highly
compensated employees, unless the election change is made during
the first guarter of the testing year. (For certain types of
highly compensated emplovees only {i.e. those who were highly
compensated employees during the prior testing yvear, who were in
the top 100 highly compensated employees or who are 5 percent
owners as defined in §416(i)), even election changes made during
the first quarter of the testing year are required to be ajusted
and included in the calculations.) For nonhighly compensated
employees, adjustments in benefits levels arising from changes in
employee elections are not reguired to be reflected. §1.88(a)-1,
Q&A-5(b) (2).

a. Distinetion Between Changes In Plan Terms and Changes In
Emplovee Elections. A change in the terms of a plan means a
change in the employer-provided benefit level of & plan or
another plan of the same type caused by an employver decision
relative to the plan. For example, "...an increase or
decrease in the after-tax employee contributions or employer
contributions, including salary reduction contributions, is
treated as a change in plan terms". §1.89({(a})-1, Q&A-5(b) (3).
Moreover, & change in plan terms is a change to any one or
more of the plans available to an employee, for exampls
during an open enrollment period. Even if an smplovee
elects to change health plan coveragse which results in =&
emplover-drivan change in the amount of the emplover-
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provided benefit, during an open season enrollment period,
such employee’'s change is treated as a change in plan terms
even if the employee is not covered, either before or after
the open season, by a health plan that changed., Id.

b. Changes In Employvee Elactions. A change in the
employer-provided bhenefit level of a plan or another plan of
the same type caused by a different election by an smployes
gualifies (i.e. employee-driven change) as employvee election
change only 4if "...if such change is exclusively
attributable to an election change by the amployee that is
not in connection with or otherwise related to any change in
the terms of the plan...." §1.8%(a)-1, Q&A-5(b) (3).

c. Adjustment Periods: 24 Or More Per ¥Year. Changes in the
amount of the employer-provided benefits during a testing
vear resulting from changes in plan terms or emplovee
elections are taken into account as of the effective date of
the change. Id., at Q&A-5(bh) (4). These changes cannot be
rounded to the nearest month end or beginning of a month;
instead, they must be rounded to the nearest semi-monthly,
two-week, or more fregquent adjustment (pay) period so long
as the emplover makes benefit adjustments on that basis.

The benefit levels received by the smployees in the
adjustment period in which or at the beginning of end of
which the change occurred are treated differently. For
nonhighly compensated employees, the lowest benefit of such
employee is to be treated as received during the entire
current adjustment period or for the entire adjustment
period immediately followng the effective date of the
change. For highly compensated employees, the highest
benefit of such emplovee is to be treated as received during
the entire current adjustment pericd or for the entire
adjustment period immediately followng the effective date of
the change. Id., at Q&A-5(b) (4) (ii) (C}.

d. fTransition Rule For 1989; Modification By IRS Notice 895-
EB5. (1) Partial Testing ¥ear. This transition rule was
modified on May 5, 1989 by IRS5S Notice B9-65 which announced
that the final regulations when published would delay the
effective date of the testing of statutory benefit plans for
compliance with §89 from July 1, 158% to October 1, 1980,
The effect of this transition rule is to permit an emplover
to make changes in the early part of 1988, up to Cctober i,
1989, and not be penalized for making those changes. The
changes in benefits, once made, are then annualized for the
remainder of 1989 as if they were paid during the entire
testing year. The discriminatory excess, if any, would then
be tested based on and attributable to the assumed
annualized new benefit level provided.

The transitional rule hag another effect: to permit the
Congress and the Bush Administration time to consider and
implement simplification legislation for §89 bhefore
employers have to spend considerable time and money in order
to demonstrate their compliance with §B89. Whether or not
this will be accomplished remains to be seen.
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The first day of the partial testing year must begin on the
"...earliest of October 1, 1989; the testing day for such
testing wyear; or the first day of the calendar month
beginning three months before the end of the testing wvyear.
The last day of the partial testing year is the last day of
such testing vear". §1.8%(a)-1, Q&A-5(hb} {5) (ii) (as amended) .
For a calendar year plan, the partial testing year would be
October 1 through December 3, 1989.

Adjustments to levels of employer-provided benefits are to
be made, as discussed above, proportionately prorated as if
the partial testing vear were the entire testing year.

The employer-provided benefits received by the employees
during the partial testing year are then annualized as if

peid for a full 12 month period. This is accomplished
through the multiplication of the benefits provided for the
partial testing year by a fraction. "The numerator of the

applicable fraction for a testing year is the total number
of calendar months in the testing year and the denominator
of such fraction is the number of calendar months in the
partial testing year. §1.89{a)-1, Q&A-5(b) (5) (iv). For
example, using a calendar year testing year and a partial
testing year of October 1, 1989 to December 31, 1989, the
fraction would be 12/3. Then the employer-provided benefits
during the partial year would be multiplied by 4 to
annualize the benefits for the entire testing year. Id., at
{vi) .

(ii) Eligibie Plan. The Regulations contained wvarious
restrictions on whether or not a plan was eligible to use
the Transition Rule. §1.89(a)-1, Q&A-5(b) (5) (v}. All of
these restrictions will be eliminated in the Final
Regulations, according to Notice B9-65.

B. DTesting Year. 1. 12-Month Period; Written Election. The
term Testing Year means any lZ2-month periecd that begins with the
first day of any calendar month and ends with the last day of any
calendar month regardless of the beginning or ending of the plan
years. An employer, in order to select a uniform testing year
other than the calendar year, must make an slection in writing
prior to the commencement date of the testing vear. Unless an
employer makes this election in writing, the testing year shall be
the calendar vyear. The testing year must be same for all other
plans of the employer of the same type except that plans of the
same type may have different testing vears if plans are being
tested on the basis of a separate line of business. If &an
employver will aggregate plans of different types for purposes of
the 75% Benefits Test, then those plans aggregated must have the
same testing year. §89(3) {(13). E1.89(a)-1, Q&A-6{a}.

2. First Testing Year In 198%., For testing years beginning in
1988, the testing year can be any 12-month period for all plans of
the same type that commences not later than the effsctive date of
§88 for the first planm of such & group of plans that becomes
subject to §89. This rule applies even though plans of the same
type have different plan wyears for 1989, §1.88(a)-1, Q&a-5(b).
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For plans with effective dates later than the first day of the
entire first testing year, the employer-provided benefits under
those plans are not prorated for the time which §85 is applicable
for such plans; rather, the benefits provided under those plans
with later effective dates are included as though they were
already subject to §85. §1.89(a)-1, Q&A-6(b), (c) (1} and example
at (c) (2).

There are special rules for the determination of the proper
proportion excess henefit when all of the employer-provided
benefits are not vet subject to §BY9, but nevertheless are reguired
to be calculated as if they were depending on which of the
Nondiscrimination Tests the tested plan failed. Simply put, the
rules figure a proportionate share of the benefits subject to §BS
or figure a weighted average. For pland flunking the 30%/50%
Eligibility Test and the 75% Benefits Test, the rules are at
§1.89({a)-1, Q&A-6{c) (3) {iii) (A). For the 50% Eligibility Test and
the B80% Coverage Test, the rules are at §1.89(a)-1, Q&A-
6 (c) (3) (iid) (B) .

3. Bhort First Testing ¥ear. An employer may elect to apply E89
on the basis of a short first year for all plans of the same type.
If such an election is made, then the second testing year must be
12 months in duration. §1.89(a)-1, Q&A-6(b) (2}).

4, Testing Year Election Decision. The writtem election
determining the first day of the first testing year in 1989% must
be made prior to the earlier of first day of the second testing
vear or January 1, 1950. If an emplover fails to make this
election, then the default rule date cof January 1, 1985 applies.
If an emplover uses a short first testing vyear, as discussed
immadiately above, the emplover must elect, in writing, the last
day of such year prior to that 1last day. §1.85(a)-1, Q&A-
6 (b) (3) (id).

5. Period For Making Changes in Testing Year, Extended. After an
election for a testing yvear is made on or before January 1, 19850,
changes in the testing year can still be made so long as the first
day of new testing years begins on or before January 1, 1991,
These changes can be made without the consent of the Commissioner
of the Internal Revenue Service. However, for the years following
that, the testing year may only be changed with the consent of the
Commissioner or such changes must meet such reguirements yet to be
prescribed. In =ny case, any change in the testing year may not
rasult in a benefit being excludef from a testing year and may not
be included in more than one testing vear. §1.89(a)-1, Q&A-6(d).
Prior to the Regulations, changes to the testing year and date
occurring in 1990, could not be made without the approval of the
SBecretary of the Treasury. S.M., p.34,

XIII. THE NONDISCRIMINATION RULES; EXCESS BENEFITS

A, In General., Value of the Benefits. §B9(a) provides that all

plans must pass certain nondiscrimination rules to permit the exclusion
from gross income the amount of the emplover-provided benefit of highly
compensated emplovees. (I£f a plan fails to pass one of the tests

sddressed in this P-

RS

art, non-highly compensated employvees will incur

no additional income subject to tax as a result of the failure. The
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determination of excess benefit applies only to highly compensated
employess.) Employer-provided benefit is defined in §1.83%({a)-1, Q&A-

C1(£) (3) and is defined differently for the nondiscrimination rules than

for the plan qualification rules. For nondiserimination testing
purposes, the employer-provided bhenefit under a health plan is defined
as the "value of the coverage" and not the wvalue of the services
received under the health plan. For group-term life insurance plans,
the "value of the coverage" is the cost of the insurance determined
under §79{c) assuming the employee is age 40, §89({g) (3) (C}. Any death
benefit paid under a life insurance plan is not included for purposes of
the nondiscrimination testing. §1.89{a)-1, Q&A-1(a) {1). In the case of
other plans, i.e,, dental, vision and other non-core plans, the "value
of the coverage" is the value of the employer-provided benefits provided
rather than the wvalue of the coverage. (See paragraph VI. A., Part I,
for the definition of the value of the benefits for purposes of the
gqualification rules under §BH (k) .)

BE. Excess Benefit Caleculation. If a plan passes the several
nondiscrimination tests, then that plan will not have an excess bensfit
subject to income taxation, The method of determining the excess

henefits of & discriminatory benefit plan is different than the method
of determining whether a plan is discriminatory in the first place under
the wvarious tests. Thus, the Regulations state that there will be no
additional taxes even if different results could be reached under the
different valuation methodologies for purposes of the nondiscrimination
rules and the excess benefits rules. S0, it is possible to have a
discriminatory benefit plan without anvy excess benefit subject to tax;
and it is possible to have a plan that would be discriminatory using the
valuations as determined under the excess benefit calculation rules, but
no tax would be due because the plan in not discriminatory. §1.889(a) -1,
Q&A-9 {a) .

C. Failure To Pass More A Test; Written Election To Use Different
Excess Benefit Calculation. Generally, a plan is required to calculate
the excess benefit under the rules that relate to that particular test
that it failed. For example, if a plan passes the 50% Eligibility Test
but fails the 75% Benefits Test, the excess benefit is calculated only
under the 75% Benefits Test. However, a plan may elect in writing to
use the determination of the excess benefit under the B0% Coverage Test
notwithstanding the fact that the plan failed under a different test.
Similarly, plan may elect im writing to use the determination of the
excess benefit under the Nondiscriminatory Provision Test, or the longer
testing route, the 50%-AET-90%/50%-75% route, notwithstanding the fact
that the plan failed under the 80% Coverage Test, §1.89{a)-1, Q&A-9(b).

D. Failure To Pass More Than One Test; "Smoothing". In ths event
an employer’s plan fails to pass more than one of the various tests, the
tests are to be applied in the following order: the 50% Eligibility
Test; the 50%/50% Eligibility Test; and the 75% Benefits Test. If a
plan fails to pass the the 90%/50% Eligibility Test or the 75% Benefits
Test, the excess benefit calculations are first determined under the
first of the tests that plan failed and then credited against the excess
benefit determined under the second or third tests the plan failed, For
example, if the a plan failed the 75% Benefits Test, the amount of the
excess henefit determined under the 75% Benefits Test would be reduced
by the amounts first determined under the 50% Eligibility Test and then
the 90%/50% Eligibility Test. §1.89(a)-1, Q&A-9(b) (2}.
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E, All Highly Compensated Emplovees Included. All highly
compensated employees employved by the emplover throughout the testing
year who received emplover-provided benefits under a plan that failed a
nondiscrimination test, must be included in the calculation of the
excess benefits based on the benefits received during the testing year
regardless of whether or not they were emploved on the testing date.
However, the calculation of the excess benefits must be made based on
the actual amount of the benefits they received regardless of any
assumptions made during the determination of the discriminatory status
of a plan. §1.89{(a) -1, Q&A-5{c).

¥. Partial Testing Years. An employer may elect the special
transition rule which annualizes the employer-provided benefits for the
partial testing year, as discuss in paragraph XI.A.3.d., above, as
amended by IRS Notice 89-65. If an employer makes that election, then
it must afford its highly compensated employees the opportunity to show
that they have actually received benefits less than the amount assumed
for purposes of the testing. Id., at {c) (2).

XIV. THE B0 PERCENT COVERAGE TEST
A, The Test. §BY9(f) states as follows:

(E) Special Rule Where Health Or Group-Term Plan Meets
BO-Percent Coverage Test. If at least 80 percent of
the employses who are not highly compensated employvees
are covered under a health plan or a group-term life
insurance plan during the testing year, such plan
shall be treated as meeting the reguirement of
subsections (d) {(the several eligibility tests) and
(e} (the 75% Benefits Tesit) for such year....

This tests only the non-highly compensated employses and operates
as follows. First, determine the number of non-highly compensated
employees employed on the testing date and subtract from that number
those employees who can be excluded under the exclusion rules of §88 (h),
i.e, age, hours, months of service, stc. (The employee exclusion rules
are discussed in Part I, paragraph III, at page 31.) The result is the
number of employees who are not excluded. Next, determine the number of
covered employees, i.e., those who are actually receiving employer-
provided henefits under the plan being tested. Then, divide the number
of covered employees by the number of employees who not excluded under
the emplovee exclusion rules. {The fraction is: the number of non-
highly compensated employees covered on the testing date divided by the
number of non-highly compensated employees not excluded.) If the result
is .80 or higher, then the test is met. If not, then an employer may
want to adjust some of the wvarious plan criteria to extend coverage to
more employees, and to retest. Here the calculation only looks to
actual benefits paid on bshalf of an employee and not simply eligibility
for coverage. This test is an alternative to the longer testing route
discussed below. If an employer fails this test, then it must utilize
the longer and more complicated testing route discussed following this
paragraph. BB, p. 782-4,

B. Health and Group-Term Life Insurance Plans Only. Tha 80%
Coverage Test applies only to two kinds of emplovee benefit plans:
accident or health plans and group- term life insurance plans. BB, p.
784, §1.89(a}-1, Q&a-1{e)}.
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C. Written Election. An employer who elects to use this taest
must make an election in writing. §1.8%9({a)-1, Q&A-1l{e). The election
must be in writing by January 31 of the vear following the calendar vear
in which the excess benafits are treated as received. If an employer
make the election to delay the inclusion of benefits in income for one
yvear as provided under §89{a) {(2) (B}, then the time to make an election
is similarly delayed. §1.89{a)-1, Q&A-1(g).

D. Special Rules Applicable,
1, a., Part-time Emplovees; Proportionate Reduction Of Benefits.

The rules permitting the proportionate reduction of
employer-provided benefits for part-time employees who
normally work less that 30 hours per week is only availahle
for use under this 80% Coverage Test. §89(3) {5).

b. Small Employer/Part-Time Employee Phase-In Rule. In
applying the B80-percent test te a plan maintained by an
employer with 9 or less employees on a normal working day in
a testing vear, the employer may disregard (i) employees who
normally work 35 hours or less per week in applying the test
to plan years beginning in 1989; (ii)} employees who normally
work 25 hours in applying the test to plan ysars beginning
in 1990; and (iii}) the present law rule of 17 1/2 hours or
less per week applies to plan years beginning in or after
1991, The provision is effective as if included in the 1986
Act. S.M., p.165,

2. Aggregation/Disaggregation. Each plan is to be wvalued
separately for purposes of this test, and each plan must
separately satisfy this test. Some plans may be reguired te be
aggregated and for others, aggregation is permissible. See the
discussion of Aggregation Of Plans at paragraph IX, abova.

3. Mandatory Aggregation. The mandatory aggregation rules
discussed under paragraph IX., B. apply here to reqguire
aggregation of employees coversd by two or more health plans prior
to the application of the comparability rules, §1.88(a}-1, Q&A-

4(e). However, this rule does not apply if each of the two or
more plan each pass a 90% Eligibility Test. §1.89({a)-1, Q&A-
4{e) (2). ’

4., Comparability, Comparable plans may be aggregated for purposes
of satisfying this test. BB p. 787. See the discussion of the
General Comparability Rules at paragraph X, above.

5. Bworn Statement. Sworn Statment exclusions are available only
to health plans as discussed in Part I, paragraph III, F. page 34.
{See alsc a form of Sworn Statement that is appended to Part I.)
Howaever, if employees are to be excluded on the basis of a sworn
statement, the plan being tested must £first pass an B80%
Eligibility Test. §1.89(a)-1, C&a-3{c) (7). S8See discussion at Part
I, page 36. In order to make certain elections, discussed
immediately below, an employer must obtain and maintain adequats
Sworn Statements. §1.89(a)-1, Q&A-3({c) (4).

6. Written Election For Separate Testing of Emplovee-only And
Familv-only Coverage. For purpeoses of this test, an employer may
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elect, in writing to test employee-only coverage separately from
family-only coverage. If an employer elects to test family-only
coverage separately from employee-only coverage, then all family-
only coverage must be tested together. §1.89(a)-1, Q&A-3(c) (1)-
(&) . See alsc Part I, III., F., page 34, If an employer does
elect to test these plans separately, then in testing the family-
only plan, employees may be disregarded from testing the plan for
purposes of this test: (a) if the emplovee is single (as
demonstrated by a sworn statement); or (b) the employee has a
family and all of the family members have core health coverage
from another emplover. If an employer makes this election, then
in testing the employee-only plan, employees may be disrsegarded
from testing the plan for purposes of this test only if the
employee has core health coverage Erom another employer. §1.88({a) -
1, R&A-3{c) {3){ii). If an employer does not elect to test such
plans separately, only in certain circumstances can employees with
families be disregarded from testing the familv-only plan for
purposes of this test: (a) if the employees and family members all
have core health coverage from another employer; or (b} if the
employer does not offer family-only coverage. §1.8%(a)-1, Q&A-
3(c) (3} (1) . An employes will be disregarded only if the sworn
statement indicates that the coverage elsewhere is of the same
type as the plan being tested. In other words, if an employee has
signed a sworn statement indicating that he or she has dependant
only coverage under that plan of another emplover, then that
employee may be excluded from the testing of that dependant only
plan; however that emplovee would not be excluded from a plan that
tests full family coverage.

7. The Noandiscriminatory Provision Test. Even if the plan passes
the BO¥ Coverage Test, it must still pass the nondiscriminatory
provision test outlined below.

B. Cafeteria And Flexible Spending Arrangements ("FSA"} . If an
emplover is testing the employee-only coverage and the family-only
coverage separately under this 80% Coverage Test, it may elect to
treat 40% of the value of the coverage attributable to the family-
only plan and 60% of such value attributable to the emplovee-only
plan. §1.89{a)-1, Q&A-7{f). Under this test, "...each different
level of coverage under the health FSA is a separate health plan
with a value equal to the cost of such level of coverage. Id.

9. Excess Benefit Calculation; 90% Comparability Standard. The
amount of the excess benefit determined for & plan failing this
test

...1s equal to that portion of the employver-provided
benefit received by such employee under the plan that
is in excess of the maximum emplover-provided benefit
that such plan may have and be included in a group of
comparable plans under ... {the 90% comparability
standard or the alternate BO%¥ comparability standard;
see Q&A-4({c))...that satisfies the 80 percent coverage
test. §1.89(a)-1, Q&A-%9({g).

The calculation is made by taking the emplover-provided benefit

under a plan that passes this §0% test (taking into account the
mandatory and permissive aggregation rules) and multiplying that
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benefit by 1.1111111. That benefit is then 80% of the largest
benefit available to any employee in the group of comparable plans
(not using the alternate 80% test). For exampls, plan A has a
value of §3,000 and passes this test; and plan B with a $4,000
employer-provided benefit does not. The largest employer-providsd
benefit an employee could receive and still permit the plan to
pass the test is $3,333 (83,000 x 1.111111). The excess benefit
is then 9666 (54,000 - $3,333). Id. 1If plan B doess not pass the
50% Eligibility Test first (in order to bhe included in a group of
comparable plans), the excess benefit is calculated using the 95%
comparability standard of the 50% Eligibility Test, discussed
below.

10. Excess Benefit Proportionate Calculation; Special Rule For
Short Or First Testing Years. With respect to both this 80%
Coverage Test and the 50% Eligibility Test, the following special
rules for determination of the Excess Benefit for the first or
short testing years apply. For plans that fails these test, the
excess benefit for any highly compensated emplovee is calculated

by multiplying the amount determined wunder paragraph 8., above,
times a fraction which represents the proportionate share of the
employer-provided benefit for the short or first year. These

rules have been summarized above at XI., B.,2. and are set out at
§1.89(a) -1, Q&A-6{c) (3) {iii) (B).

XV. NONDISCRIMINATORY PROVISICN TEST

A. In Generxal. This test is an eligibility test. It is based on
all the facts and circumstances surrounding a plan under §89 (d) (1) ()
which may cause a plan to fail when the plan was otherwise qualified
under §B89({a) and would pass all remaining tests. For example, if a
medical plan covered all regular medical illnesses and any employee who
had & "rare illness", and only one highly compensated employee had this
“"rare illness", or through some application of the plan discriminated in
such an employee's favor, the plan would fail this test. Other esxamples
of plans fsiling this test are a school district or a retail store which
selects a testing date during a period of wvacation. The plans fail
because the number of employees on those dates is not Ffairly
representative of regular employee complement during the rest of the
vear. §1.B89(a)-1, Q&A-1(c). If a plan fails this test, the plan will
not be disqualified, but rather the intended result is an attempt to
gquantify the amount of the discriminatory benefit and then to tax it.

For core health plans with different waiting periods, in order to
pass this test, each plan must separately pass the 50% eligibility test,
outlined below, individually or aggregated only with comparable plans
with the same or shorter waiting periods. §1.89{a)-1, Q&A-1{c) (2).

B. Excess Benefit Calculation. The excess benefit for inclusion
in the income of a highly compensated employee-participant in such a
failing plan is equal to the employer-provided benefit during the
shorter waiting period. For example, if there were two plans, one with
@ 1 month and a second with a 4 month waiting period, assuming that the
1 month plan does not pass the 50% eligibility test, then the excess
benefit is the value of the 3 month shorter waiting period. §1.89(a)-1,
Q&A-1(c) {(3), Ex 4.
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If the plan passes this 80% test, and it passes the
nondiscriminatory provision test, then it is deemed to meet all of the
.regquirements of both §89 (d) (all of the longer route eligibility tests)
and §89(e), the 75% Benefits Test and there is no additional taxable
incoms to the highly compensated employees. If the plan fails, then the
plan must be tested by using the longer route of §89% starting with the
50% Test, below.

XVI, THE LONGER TESTING ROUTE

In the event that the plan being tested deoes not past the shortcut
test through §B9, consisting of the 80 Percent Test and the
Nondiscriminatory Provision Test, then that plan must be proceed through
the longer route of §Aa89. The longer route consists of the 50%
Eligibility Test, the Alternative Eligibility Percentage or Ratio Test,
the 90%/50% Eligibility Test, the Nondiscriminatory Eligibility Test and
the 75% Benefits Test.

Generally, the order to testing as stated in the BB, at page 790,
is: {1} 50% Eligibility Test, {2) the 90%/50% Eligibility Test, and (3)
the 75% Benefits Test.

XVII. 50% ELIGIBILITY TEST

A, The Test. The 50% Test is an eligibility test. To pass this
test,

...at least 50 percent of the emplovees eligible to
participate in such plan are not highly compensated
employees.... §8%{(d) (1} (B).

The Blue Book states, at page 790, that the order in which the
testing is to be performed to determine the discriminatory excess begins
with the 50% Test. The Regulations discuss this test at §1.89({a}-1,
Q&A-1(d) (3).

An example, will jillustrate this test. Assume that an employer
had a restaurant with unit of employees consisting of £fifty-one
employees, one highly compensated emplovee ("HCE") and fifty nonhighly
compensated employees ("NHCEs"); and further, assume that all oE
employess were not excluded under the exclusion criteria of the plan,
such as the minimum age, service, etc. Of those fifty NHCEs assume that
they were divided into two groups of employees, ten cooks and forty
waitresses. Moreover, assume that the employer defined the group of
employeses who were eligible to participate in and be covered by the plan
as only the cooks and the owner, HCE. Waitresses were simply not able
to participate in or be covered by the plan because of the plan
definition: they are ineligible. This plan would not pass this 50%
Eligibility Test bscause of the ineligibility of the waitresses. The
percentage would be determined as follows: 10 employvees sligible/50 not
excluded iz 20%. To pass this test, 25 NHCEs would have to be eligible
to participate in the plan.

The same result would occur if an employer had a plan prerequisite
of 35 hours normally worked per week to be eligible for participation in
its health plan and used a substantial number of part-time employees who
worked less than 35 hours per week but more than 17 1/2 hours per week
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(the minimum number under which an employer could exclude employees from
participation). If the employver had more than 50% of its nonhighly
.compensated employess in this area of ineligibility {(between 17 1/2 and
35 hours) the plan would fail this eligibility test.

B. Mandatory Aggregation.

1. Coverage Under Two Or More Health Plans. The mandatory
aggregation rules that must be applied under this rule are the
same as discussed under the B80% Coverage Test at XIII., D., 3.,
above, (but not the exception). §1.85(a)-1, Q&A-4({d4}.

2, Limitation for Non-Core Salary Reduction_ Contributions. For
plan years beginning on and after January 1, 1950, to the extent
that nonhighly compensated employee salary reduction contributions
exceed the greater of 52,000 (as indexed for inflation under
§89(g) (1) (E}) {v)) or that emplovee’'s actual salary reduction
contribution, the excess is not considered available to that
emplovee. §1.8%(a)-1, Q&A-4{d) (2}). The effect of this is to limit
the sumed or aggregated wvalus of the various plans for those
nonhighly compensated employess.

3. Permissive Plan Restructuring. For purposes of this 50%
Eligibility Test and the 80% Coverage Test, this restructuring is
permitted. The discussion of paragraph IX., B.,4., above, is

fully applicable here. §1.88%{(a)-1, Q&A-4(f).

C. Excess Benefit Calculation; 95% Comparagbility Standard.

1. The amount of the excess benefit determined for a plan failing
this test

..1s egual to that portion of the employer-provided
benefit actually received by such emplovee under the
plan that is in excess of the maximum employer-
provided benefit that such plan may have and be
included in a group of comparable plans ... (using the
95% comparability standard)...that satisfies the 350
percent eligibility test, §1.8%{a)-1, Q&A-9(d).

The calculation is made by taking the smallest employer-provided
benefit under a plan that passes this 50% test (taking into
account the mandatory and permissive aggregation rules) and
multiplying that smallest benefit by 1.0526666. That smallest
benefit is then 95% of the largest benefit available to any
employesa in the group of comparable plans. For example, assume
that a plan with a $3,000 employer-provided benefit passes this
test and a plan with a $4,000 emplover-provided benefit does not.
The largest employer-provided benefit an emplovee could receive
and still permit the plan to pass the test is $3,158 (83,000 x
1.0526666) . The excess benefit is then 5842 (54,000 - 53,158).
Id.

2. Excess Benefit Proportionate (Calculation; Special Rule For

Short Or First Testing Years. With respect to both this 50%
Eligibility Test and the 6&0% Coverage Test, special rules for
determination of the Excess Benefit for the first or short testing
yvears apply. See discussion under paragraph XIII., D., 10, under
80% Coverage Test, abova.
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AVIIT. ALTERNATIVE ELIGIBILITY PERCENTAGE TEST

A. The Test. The Alternative Eligibility Percentage Test is an
eligibility test. An employer’s plan may pass this test if

...{A) the percentage determined by dividing the
number of highly compensated employses eligible to
participate in such plan by the total number of highly
compensated employeaes, does not exceed

(B) the percentage similarly determined with respect
to amployees who are not highly compensated employees.
§BG9 (d) (2).

This Test is an alternative to the 50% Eligibility Test. If a
plan doses not pass the 50% Eligibility Test, but does pass this
alternative, then that plan will be deemed to pass the 50% Eligibility
Test, The remainder of the rules relative to the 50% Eligibility Test,
discussed immediately above, apply to this Test,

XI¥, 90%/50% TEST

A. The Test. The 90%/50% Test is an 90% eligibility test and a

50% benefits test. This Test is performed following the 50% Eligibility
Test. To pass this two step test,

(i} 90% of all non-highly compensated emplovees are
eligible to participate in the Plan, and

{ii} would (if they participated} have available a
employer -provided benefit which is at least 50% of the
value of the largsest. benefit awvailable under all such
plans to any highly compensated emploves.
§89 (d) (1) (a).

Benefit that is the yardstick in {ii) is the highly compensated employee
with highest level of benefits. To determine this emplovee, all plans
of the same type are aggregated and the values are added togsther. For
example, if an employse is eligible to participate in two or more plans
of the same type, the employee is considered eligible for a benefit with
a value equal to the sum of the wvalues available under the plans for
which the emplovee is eligible. If an employee is eligible to
participate in only one of the two plans of different values, then he is
considered eligible for the most wvaluable benefit. BB, p. 783. §l1.8%9{a) -
1, Q&A-1{d) (2).

In measuring the benefit for the 50% componet of the 90%/50% Test,
even though plans may not be comparable and maynot be of the same type,
they are still aggregated for all purposes of this test. The concept is
a "pot" of plans, which would include health, group-term life insurance
and other different types of employee benefits like vision or dental
plans. The total of all those benefits is totalled.

Cafeteria And Flexible Spending Arrangements (FSA). For purposes
of this 90%/50% Test, "...(if salary reduction contributions are treated
as employer contributions under the rules of Q&A-8 of this sesction), the
health plan under the F3A with the largest employer-provided benefit is
the plan with the ... maximum reimbursement". §1.89({(a), Q&A-7 (f).
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B, Mandatory, Permisgive Aggregation Rules. The mandatory and
permissive aggregation rules applicable to the 50% Eligibiltiy Test,
discussed above, apply here as well.

C. Proportionate Reduction of Part-time Benefits. Health and
accident insurance plans will continue to be treated as a single plan if
the plans are identical and if the employer-provided benefit is
propertionately reduced for employees who normally work less than thirty
(30) hours per week. This applies to the 75% Benefits Test and the 50%
component of the 90%/50% Test. An employee normally working between
22.5 and 30 hours per week may be treated as receiving a bensfits that
is two-thirds the value of a full-time employee’'s benefit; and employee
normally working between 17.5 and 22.5 hours per week may be treated as
receiving a benefits that is one-half of the wvalue of a full-time
employee’s benefit, BB, p. 786.

D. Specisl Transition Rule For 1989Y9: B0%/66% Test. The
Regulations provided another special Transition Rule or testing vyears
ending in 1989 permitting an election by an employer who passes the 75%
Benefits Test. If the employer makes an election, in writing, under
this Transition Rule for application of the 90%/50% Eligibility Test, it
may substitute "BO percent" for “90 percent” and substitute "66 percent"
for "50 percent" (i.e., the test may be treated as an B0%/66%
@ligibility test). This rule is applicable for the eligibility testing
only and not for purposes of determining excess benafits under section
89(b). §1.88{a)-1, Q&A-2(b).

E. 1. Excess Benefit Calculation; Excaess Over Twice The Common
Benefit. The amount of the axcess benefit determined for a plan
failing this tast '

...1is egual to that portion of the employer-provided
benefit actually received by such employee under- such
plans that is in excess of 200 percent of the largest
amount of employer-provided benefit available to at
least 90 percent of the emplover's nonhighly
compensated emplovees. §1,89{a)-1, Q&A-9{e).

The calculation is made by taking half of the highest emplover-
provided benefit under & plan of the same type being tested that
is available to a highly compensated emploves and then determining
whather that figure is available to 890% of the nonhighly
compensated employees (taking into acecount the mandatory and
permissive aggregation rules). For example, assume that a plan
with a §3,000 employer-provided henefit passes this test. If any
highly compensated employee receives a bensfit in excess of
56,000, then the excess over the £$6,000 is the amount of the
excess benefit and subject to tax. If no amount of benefit is
available to 90% of the nonhighly compensated employee, then all
of the emplover-provided benefit any highly compensated employes
is taxed. Id.

2. Excess Benefit Proportionate Calculation; Special Rule For
Short Or First Testing Years. With respect to both this 90%/50%

Eligibility Test and the 75% Benefits Test, the following special
rules for determination of the excess benefit for the first or
short testing vears apply.
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For plans that fails these test, the excess benefit for each
highly compensated employee is calculated by multiplying the
amount determined under paragraph E.,1,, above, times a fraction
which represents the proportionate share of the employer-provided
benefit for the short or first year. This fraction is different
than the fraction used in determining the proportionate benefits
under the 50% Eligibility Test and the 80% Coverage Test. Here,
the numerator of the fraction is

The numerator of the fraction is the total employsr-
provided benefit for the highly compensated employse
under the plan or plans being tested that are subject
to section B89, and the dencominator is the total
employer-provided benefit for the highly compensated
employee under the plan or plans being tested for the
first testing year, whether or not they are subject to
section B9. §1.89(a)-1, Q&A-6{c) (3) (iidi) (a).

The next step in the longer route through §89, is the Benefits
Test.

XX. THE 75 PERCENT BENEFITS TEST

s, The Test. This is a benefits test. To pass this test, §89(e)
states:

(1) In general. A plan meets the benefits
requirements of this subsection for any testing vear if the
average employer-provided benefit received by the employees
other than highly compensated employees under all plans of
the employer of the same type is at least 75 percent of the
average employer-provided benefit received by highly
compensated employees under all plans of the employer of the
same type.

{2) Average Employer-provided Benafit. ... 'average
employer-provided benefit’ means, with respect to the highly
compensated employees, an amount egual to (A) the aggregate
emplover-provided benefits received by the highly
compensated employees under all plans of the same type being
tested divided by (B) the number of highly compensated
employees (whether or not coversd under such plans). The
average employver-provided benefit with respect to employvees
other than highly compensated emplovess shall be determined
in the same manner as the average employer-provided benefit
for highly compensated employees.

"Plans of the same type" means two or more plans are treated as of
the same type if those plans are described in only one of the following
groups of plans: all plans described under Code §§105 and 106 relating
to an accident or health plans; all kinds of group-term life insurance
described under Code §79; qualified group legal services plans {§120);
educational assistance programs (§127); or dependent care assistance
programs (§129). §1.89(a)-1, Q&A-1({f) (2).

B. Written Election. An employer may elect, in writing, to apply
the 75% Benefits Test to all plans specified in the election as plans of
the same type other than health plans. If a health plan passes this
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Test, it then can be combined with other groups of plans, as discussed
immediately above. However, if the health plan dees not pass, then it
may not be so combined. {(No non-health plan can help a health plan.)
If an election is made to aggregate one of a type of a plan, then all of
such plan types must be aggregated. §1.85{a)-1, Q&A-1(f) (2} (ii). If
this cross-method of aggregation is used, then all plans combined must
use the lowest age and service reguirement from any of the plans
aggregated as if they were a plan of the same type. BB p. 807.

C. Sworn Statement Exclusion Appligs. For purposes of this test,
an employer may disregard, for purposes of testing a health or accident
plan, employees who have signed a sworn statement indicating that they

have coverage under the core plan of another emplover. See the
discussion of sworn statements in Part I, III., F., page 34. See also
XIIX., D., b6 for treatment of the election for separate testing of

employee-only and family-only coverages.

D. 133% Rule Applies. A highly compensated employee, even if he
or she has signed a sworn statement to the contrary, may not be
disregarded from the testing of a health or accident plan if the value
of the employer-providsed coverage under all accident and health plans of
the employer has a value in excess of 133% of the average employer-
provided benefit provided with respect to nonhighly compensated
employees. BB, p. 804. §1.89({a)-1, Q&A-3(c) (8). 1If separate testing of
employee-only or familv-only coverage is elected, then this rule applies
to each such plan being tested.

E. Modifications For Large Emplover Election. For employer with
at least 5,000 active emplovess on at least 1 day in each quarter of a
testing vear, it may elect, in writing, special treatment if it
satisfies the following additional conditions: 90% of those employees
are nonhighly compensated employees; if less than .75% of those
employees have annual compensation of less than the §414 (q) (1) (C}
{852,235 for 1989} limit of compensation; the health plan eligibility
rules are generally satisfied by an B80% Eligibility Test and the 290%/50%
Eligibility Test is satisfied by a B80%/B0% Eligibility Test; and the 75%
Benefits Test is satisfied by a 66% Benefits Test. §1.889({(a)-1, Q&A-
2{e) {1} - (7}.

F. Cafeteria And Flexible Spending Arrangements (FSa). If an
employer is testing separately the employse-only coverage and the
family-only coverage under this 75% Benefits Test, it may elect to treat
40% of the wvalue of the coverage attributable to the family-only plan
and 60% of such value attributable to the emplovee-only plan. §1.89(a) -
1, Q&A-7(£). *...if an employee elects to receive health coverage under
the FSA providing for the reimbursement of up te 51,200 of health
expenses for a year, the value of such coverage received for the vear is
$1,200. This is the case without regard to whether the employee
actually pays the total required premium for the coverage, as long as
the employee receives the coverage". Id.

G. Excess Benefit Calculation; "Smoothing". In General. This
rule applies to those plans which are of the same type when they are
tested together for purposes of this test and when plans of different
tvpes are tested together. The excess benefit calculation was set out
in the Blue Book, at page 790, but was expanded on in the Regulations.
The amount of the excess benefits for a plan failing this test
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...are determined by reducing the employver-provided bensfit
of the highly compensated employee or employees with the
highest amount of employer-provided benefit for the testing
vear, under the 75 percent benefits test as reapplied in
accordance with this paragraph (f}, until either such
employea’s employver-provided benefit is equal to the next
highest amount of employer-provided benafit for any highly
compensated employee or if no next highest such employse
exists, until the employes no longer has any employer-
provided benefit, This method of reduction is then applied
with respect to additional highly compensated employees
({beginning with highly compensatad employees with the
highest remaining amounts of employver-provided benefits)
until the 75 percent benefits test is satisfied in
accordance with this paragraph (f). A highly compensated
employee’'s excess benefit is equal to the total amount of
such emploves’'s employer-provided benefit that is reduced
under this paragraph (f). §1.89(a)-1, Q&A-9(f).

The calculation 4is made by taking the averagse nonhighly
compensated emplovee’s employver-provided benefit under a plan (taking
into account the mandatory and permissive aggregation rules) and
multiplying that average benefit by 1.3333333. Wext, multiply that
highest permitted benefit by the number of highly compensated smployees
(or their proportionate share of the year) to reach the total of the
highest permitted benefit that may be provided. The discriminatory
excess, if any, is the amount over that figure. Assume that the average
employer-provided benefit for the nonhighly compensated employees is
$3,000, The maximum amount of employer-provided benefit that a highly
compensated employee could have and not fail this test is 54,000 (S$3,000
¥ 1.3333333), If the benefits of any highlv compensated employee is in
excess of §4,000, then the stepped reduction must take place with
respect to each highly compensated employee with benefits exceeding
$4,000. Retesting is to be done at each level of reduction of the
average benefit of the highly compensated employees until the £4,000
leval is achieved or all of the benefits of the highly compensated
emplovees is reduced to =zero. The excess benefit is the sum, by
employee, of the reductions of the benefits of these highly compensated
employees,

There is a detailed ijillustraticon of this "smoothing" 4in the
Statement of Managers beginning at page 35.

H. Excess Benefit Proportionate Calculation; Special Rule For
Short Or First Testing Years. With respect to both this 75% Benefits
Test and the 890%/50% Eligibility Test, the special rules for
determination of the excess benefit for the first or short testing wvears
apply are outlined in paragraph XVIII., E., 2. under the discussion of
the 90%/50% Eligibility Test, above.

I. Special Transition Rule for 19B9 and 1590, The Regulations
provided an optional written election for an employer to pass all of the
eligibility tests, the 50% the 90%/50%, and this 75% Benefits Test if,
for a testing year ending in calendar year 1985: (1) the emplover elects
in writing to (2) treat 20% of its highly compensated employees owning
5% or more of the stock, based on the prior year, and 20% of its
employees who receive most of the compensation, based on the prior year,
but not more than 1,000 but not less than the lesser of 10 or the actual
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number of such persons, as (3} receiving all of their benefits under all
health plans o¢of the employer as excess benefits; i.e. after-tax
contributions. The same written election is available to an employer
for testing wyears ending in calendar year 1990, except that the
percentage of the employees is 40% and the number of employees is not
more than 2,000 but not less than the lesser of 50 or the actual number
of such persons. §1.89{a)-1, Q&A-Z{a).

XXI. GROUP-TERM LIFE INSURANCE

A. Group Term Life Insurance. Plans Not Covered. Under §89 the
plans not covered include: corporate owned life insurance, 1life
insurance on the lives of dependants or held in qualified plans or split
dollar plans. Of course, it does not apply to individual term or
permanent policies paid for with after tax dollars.

B. Nondiscrimination Testing. When testing the employer-provided
group-term insurance coverage, the values included are pnot the premiums
actually psid. Instead, one uses the §79(¢c) Table 1 costs for such
insurance that is employer-provided based on the assumption that the
insured is age 40, (Note that the wvaluation rules regarding this
coverage have not been delayed by TAMRA. The Temporary Valuation Rules
only delay the rules that apply to health plans. See Transitional
Provisions For Purposes 0Of Section 89{i) and (1) (A). TRA §3021l(c).

The Regulations have not addressed how to test group-term life
insurance, so the only guidance is the text of the law itself and the
Blus Book. The Blue Book, at pags 789, states:

Under the Act, c¢ertain special wvaluation rules apply
for purposes of applying the nondiscrimination rules to
group-term life insurance plans. Other special rules apply
for purposes of wvaluing life insurance coverage determined
to be discriminatory. In all cases, all employer-provided
coverage (including coverage over £50,000) is taken into
account.

In applying the (75%) benefits test and the 50-percent
component of the 90-percent/50-percent test to a group-term
life insurance plan, the first step in valuing the employver-
provided benefit under a plan is to determine the amount of
group-term life insurance coverage that is emplover-
provided. The next step is to determine the value of the
employer-provided coverage under section 789{c) as if the
insured were age 40. Except in the case where group-term
life insurance plans are. aggregated with plans of a
different type for purposes of the benefits test ((see
discussion below) omitted), this value may then be adjusted
depending on the compensation of the emploves. The
permissible adjustment is made by multiplying the amount by
@ Eraction the numerator of which is & uniform amount for
all plans and the denominator of which is the employese’s
compensation.

For purposes ©f the above rules, the definition of
compensation {including the limitation on the amount that
may- be taken into account) applicabls to gualified plans
((see Part B.l. and Part D., above} omitted) applies.

In determining the wvalue of discriminatory coverage,
the special valuation rules described above - regarding the
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age 40 assumption and the compensation adjustment - do not
apply, Instead, the value of the discriminatory coverage is
the greater of the cost of the coverage under section 79 (c)
or the actual cost of the coverage. The same special rules
also do not apply for purposes of determining the value of
any inclusion amounts attributable to a failure to satisfy
the gualification requirement described below or for
purposes of determining the amount subject to the employer-
level sanction described below {omitted).

In testing the group-term life insurance plans under the 80-
percent test or the bH0-percent test, if one of the exceptions, relating
to the separate plan rules as discussed in VII., A., above, is used with
respect to a plan, the same exception must be used with respect to all
plans aggregated with such plan. S.M., p. 62.

In testing the group-term life insurance plans under the 80-
percent/50-percent test and the 75-percent benefits test, the employer
may use the general definition of a group-term life insurance plan
§B89{j) {4) (A) or one of the two sexceptions, permitting variance for
differences in compensation or varying contribution depending on the age
of the employeas, despite the fact that the employer did not use the same
definition for purposes of applying the 50-percent test to any
particular plan. S.M., p. 62.

C. gCalculation of Discriminatory Excess for Life Insurance. This
section only applies in the event that the group term life insurance
plan is found to be discriminatory. Further, the effect of a finding
that the life insurance plan is discriminatory is to include in income
the excess, if any, o©of the actual cost of the discriminatory coverage
over the cost of such coverage under §79(c). SM, p.65., Moreover, this
applies only with respect to the employver-provided coverage under
850,000 which is treated as taxable. The coverage over $50,000 is
treated as non-taxable and not included in the calculation of the amount
of additional income. BB, p. 790-7891. (0Of course, if the plan fails to
satisfy the plan gualification rules under §89(k), then it is the
employer’'s obligation to report the entire wvalue of the employer-
provided benefit as income for that beneficiary; it is not income for
that employee. SM, p.66.)

In summary then, the first step is to determine whether or not the
plan is discriminatory under the tests for eligikility and benefits.

STEP ONE. Determination of Discrimination. The calculation of
the wvalues for the various tests to determine whether or not the group-
term life insurance plan is discriminatory uses the age 40 assumption.
§89 (g} (3) (C) (i}). To make this determination, it is necessary to (1)
calculate the wvalue of the employver-provided group-term insurancs
coverage pex thousand deollars of insurance under §79(¢) for all of the
employees tested, assuming the employes/insureds are age 40; (2)
subtract any emplovee co-pays; {3) test these amounts for both the
highly compensated and the nonhighly compensated emplovees under the
terms of the wvarious tests; for example the 8§0% Covarage Test. {(This
summary assumes that the group-term life insurance plan tested is being
aggregated with other plans for purposes of the 75% benefits test, The
effect of this assumption is to simplify the calculation be eliminating
the multiplication by the permissible adjustment £fraction for
compensation guoted above from the BB, p. 789.)
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For example, assume that an emplover is providing $10,000 worth of
_protection for its pnonhighly compensated emplovees, then the §79 (c)
Table 1 is $20.40. {(§79(c) Table 1 cost per $1,000 of group term life
insurance protection for a 40 year old for a one (1} month periocd is

$0.17.3 So, the Table 1 cost for an $10,000.00 is 520.40. ($0.17/1,000
X 12 months = $2.04/1,000 x 10 = $20.40/year.))

Further, assume that an employer is providing 550,000 worth of
protection for its highly compensated employees, the §79{(c) Table 1 is
520.40. (§79(c) Table 1 cost per $1,000 of group term life insurance
protection for a 40 year old for a one (1) month periecd is $0.17. So,
the Table 1 cost for an $50,000.00 is $102.00. (80.17/1,000 x 12 months
= $2.04/1,000 % 50 = $102,00/year.})

STEP TWC. Discriminatory Excess Amount. The second step is to
determine the discriminatoxy excess, if any, of the actual cost,
(expressed in dollars of coverage) of the life insurance of the highly
compensated employee paid by the employver over the §79(c} costs., That
is the amount included in the emplovyee’s W-2. Assume that the employer
fails the B0-percent coverage test (the use of this test is limited to
accident and health plane and group term life insurance plans only).
The calculation to determine the discriminatory excess of the group-term
life dinsurance plan does not use the age 40 assumption or the
permissible adjustment fraction Ffor compensation gquoted above from the
Blue Boock. (This example of the calculation alzo does not use the
permissible compensation adjustment fraction. The permissible
compensation adjustment fraction is nowhere defined.) Instead, it uses
all of the 5-year age brackets of §79{c) Table 1 costs.

An example of this calculation of this discriminatory excess is:
if the annual value of this group-term life insurance for any employes
at age 35 for a 850,000.00 policy is $150.00 per year, then the actual
cost per thousand is $3.00. The §79{(c) Table 1 wvalues for this
insurance is $1.32/1,000. If the plan is found to be discriminatory,
then the highly compensated emplovees must report the excess of the
actual cost over the Table 1 wvalues. The calculation is $3.00/1,000 -
$1.32/1,000 is $1.68/1,000. The excess benefit then is 81.68 x 50 or
584,00,

Generally, I have found that, because of the economy afforded to
employers offering term insurance to groups of emplovees, the actual
cost of group-term life insurance for the younger highly compensated
employees tends to cost less than the §79(c) Table 1 costs. 8o that the
effact of a finding that such a plan fails the nondiscrimination tests
is that there in no additicnal attribution of income to those emplovees.
As the age of the highly compensated employee increase, then the greater
the likelihood that the actual cost of the life insurance will exceed
the Table 1 costs.

XXII. INFORMATIONAL REPORTING/RECORDKEEPING REQUIREMENTS

A. Informational Returns; §60389D. New informational rsporting
return obligations were created for specified fringe benefits plans
meaning any plan under Cocde sections: 750, 105, 106, 120, 125, 127, or
129. The return shall show the number of highly and nonhighly
compensated employees o©f the employer; the number of highly and
nonhighly compensated employees eligible to participate in the plan; the
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number of highly and nonhighly compensated employees participating in
the plan; the total cost of the plan during the wyear; and the usual

.identification information about the employer,.

B. Recordkeeping Reguirements. §6039D(b) requires that any
employer who maintains a specified fringe henefit plan during any vear
shall keep such records necessary to determine whether the reguirement
of the exclusiocn from income have been met.

XXIITI, REPORTING OF INCOME AND CPTIONAL DELAY

A. In General. TFor calendar year plans beginning in 1989, the
additional income from discriminatory plans will have to be reported on
that employee’'s Form W-2 for 1989 when it is furnished in January of
1990. For a plan with a plan year of May 1, 1989 to April 30, 1890,
any additional income does not have to be reported on an employee’'s Form
W-2 for 1990 until it is furnished in January of 1991. However, an
employer with a testing year ending in the fourth gquarter of 15989, can
elect to delay the reporting of the discriminatory excess for an
additional year if it also delays the related tax deduction.

B. Payroll Taxes. The additional income from a discriminatory
plan is subject to the FICA, FUTA and income tax withholding provisions.

XXIV. MISCELLANEQUS DEFINITIONS

Core Benefits. Core benefits means benefits provided under an
aceident or health plan. BB, p. 799.

Noncore Benefits. Noncore benefits means benefits provided under
an accident or health plan which consist of dental, wvision,
psychological, orthodontia expenses, elective cosmetic surgery, and
benefits under a salary reduction medical reimbursement plan or a low-
level nonelective medical reimbursement plan. BE, p. 799 and B02.

V. CONCLUSION/GOOD FAITH COMPLIANCE.

A careful review of each of the several employee bsnefit plans and
the employer's individual characteristicse coupled with an adequate
description of the plans and the disclosure to employees of the
gessential provisions of the plans, may, indeed, avoid some, if not =all,
of the taxation of these fringe benefits to highly compsnsated
employees, At least, it may eliminate the taxation of the benefits at
the non-highly compensated level. In addition, an initial review may
wall obviate the need for any comprehensive testing.

The IRS has announced that ",..an employer’'s compliance with its
reasonable interpretation, if made in good faith, constitutes compliance
with Section 89", However, if an employer consistently resolves unclsar

issues in its favor, or does not make use of reasonable inferences from
rules issued by the Secretary, then that will not be evidence of good
faith. A fair attempt at dealing with the complexity of §889 would be
evidence of good faith compliance.

By Matt W. Zeigler, an attorney in Troy, Michigan who practices in

the employvee bensefits area. He is a member of the State Bar Of Michigan
and its Taxation Committee and ite Subcommittes on Employee Benefits,
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and the American Bar Association, ite Taxation Committee and its
Subcommittee on Employee Benefits,

FOOTNOTES

1., Tax And Miscellansous Revenue Act of 1988 enacted November 10, 1988,

2. TaMRA included comprehensive explanation provisions in a Conference
Report called the Statement of Managers. Reference to the Statement of
Managers in the article will be to the Government Printing Office
edition, dated October 21, 1988.

3. Treasury Regulation §1.79-3 as amended by T.D. 7924 on December &,
1983. These Regulations presently include the cost per 81,000 of
protection in 5-year age brackets for insureds through the age of 63.
These Regualtions are to be amended to include the cost per 8§1,000 of
protection in 5-year age brackets for insureds over the age of 63.
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