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As workers’ social and economic needs
change in the uncertain times of
this new century, more employers

are offering flexible-benefit or “cafeteria”
plans in response to those differing needs. 

The central idea in cafeteria plans is
to allow employees to make choices about
their benefits that previously were made
by employers. And potentially, both the
employees and their companies can save
money in the process.

A cafeteria plan is a written plan under
which all participants are employees, and
in which participants may choose among
two or more benefits consisting of cash
and statutory nontaxable benefits. These
plans are governed by Section 125 of the
Internal Revenue Code. Both taxable and
nontaxable benefits may be offered under
a cafeteria plan, although taxable benefits
are obviously not as desirable.

The nontaxable benefits typically offered
include 
• health benefits (i.e., medical, dental,

and vision),
• accident and disability benefits,
• life insurance, and
• flexible spending accounts (FSAs; cover-

ing dependent care for elders or chil-
dren and health care expenses).
According to Kathryn A. English, who

specializes in benefit plan design for Eckert
Seamans Cherin & Mellott, LLC (www.escm.
com), employees like to be able to choose
among benefits and levels of coverage. A
cafeteria plan provides each employee with
the ability to create a custom benefits plan
that is tailored to that employee’s person-
al situation. In addition, employees like
being able to save both income taxes and
Social Security taxes on Section 125 contri-
butions. Notes English, “If these choices
were offered outside of a cafeteria plan,
all employees would be taxed on the cash
even if they elected to receive the bene-
fits in lieu of the cash.”

Dennis Filangeri, a certified financial
planner based in San Diego, says that a

“major attraction of cafeteria plans is that
any employee money that is withheld for
a cafeteria plan is exempt from FICA taxes.
This means the employer does not have to
pay any payroll taxes on that money either,
including federal and state unemployment

taxes.” An FSA that employees use to acquire
various employee benefits not only helps
the employees save money on their state
and federal income taxes, it also reduces
the employer’s payroll tax expense. Thus,
establishing an FSA is one of the few ways
that a company can enhance its benefit
package and reduce its expenses at the same
time. For example, if a company has 500
employees, and 100 participate in the FSA
plan and defer $2000 each, then $200,000
is exempt from FICA. This represents a
savings of $15,000 for the company. 

A cafeteria plan can thus be advanta-
geous for small- to medium-size compa-
nies. A cafeteria plan can increase a
firm’s competitiveness in attracting and
retaining high-quality employees while
reducing and controlling costs through
payroll tax savings and efficient use of
benefits dollars.

Another important advantage of offer-
ing cafeteria plans is the potential for cost
savings and cost containment. By placing
different price tags on the possible employ-

ee benefit options, employees are forced
to “shop” for the benefits they want, allow-
ing market forces to control costs. The
company will no longer be spending bene-
fits dollars for the same level of coverage
for every employee. Instead, it will be
spending benefits dollars only for the partic-
ular benefits each employee wants.

How FSAs Work
With an FSA, employees can be reimbursed
for “eligible” medical and dependent care
expenses on a tax-free basis. Eligible medical
expenses include benefit deductibles and
copayments, prescription drugs, dental care,
and mental health expenses that are not
covered by a health insurance plan.

Eligible dependent care expenses include
• childcare expenses, 
• care for disabled dependents,
• babysitters and nursery schools, and
• household expenses incurred to ensure

a qualifying dependent’s well-being and
protection.
Employees cannot be reimbursed for any

expenses in excess of the plan ceiling, which
is usually $5000 for dependent-care expens-
es and $2000 to $5000 for medical care
expenses. The $5000 dependent-care ceil-
ing is imposed by the U.S. Internal Revenue
Service (IRS). The medical care number is
a function of the company’s plan. 

Single working parents can benefit in
particular from the dependent-care FSA.
Many employees earning relatively low
salaries who participate in the dependent-
care FSA have the full $5000 withheld from
their pay. However, expenses reimbursed
under an FSA must be incurred during
the participant’s period of coverage under
the FSA. Employees can lose money if the
expenses they incur are less than the
amount of money they set aside. For
employees to be reimbursed for expenses
on a pretax basis, they must sign a salary
reduction agreement at the beginning of
the calendar year, instructing the compa-
ny to reduce their pay by a certain amount
every pay period. A salary reduction agree-
ment is made just once, at the beginning
of the year.

At little cost, an FSA plan can also offer
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a variety of voluntary “employee-pays-all”
benefits. Typically, the group rates for
voluntary benefits are significantly lower
than the rates for individual coverage, and
the plan is enriched because there are more
options for employees to choose from.

The Three Tests
Companies must comply with various
IRS nondiscrimination tests: the eligibil-
ity test, the benefits test, and the concen-
tration test. 

Eligibility test. English cautions employ-
ers to be mindful of the IRS’s nondiscrim-
ination rules. A cafeteria plan cannot
discriminate in favor of highly compen-
sated employees as to eligibility to partic-
ipate or as to contribution or benefits. “A
plan will generally be considered nondis-
criminatory if the plan uniformly bene-
fits all employees in the classes designat-
ed as eligible to participate, and is not
found to discriminate in favor of highly
compensated employees,” says English.

Benefits test. Under the “safe harbor
rule” for cafeteria plans covering health
benefits, a plan is nondiscriminatory if
employer contributions, including salary
reductions, on behalf of each employee
equal 100% of the health benefit cost for
the majority of highly compensated partic-
ipants; or 75% of the cost of the most
expensive health benefit coverage elected
by any similarly situated participants.

Concentration test. A cafeteria plan is
nondiscriminatory if the nontaxable qual-
ified benefits provided to all employees
under the plan are at least 75% of what
is provided to key employees. 

Plan Design
Plan design is crucial to the ultimate success
of a company’s plan. Administrative
constraints should be carefully evaluated
while considering what benefits and levels
of coverage to offer, employee contributions,
employee communications, and plan admin-
istration. You can offer health benefits, group
term life insurance, disability benefits, thrift
saving plans, dependent care assistance, vaca-
tion days, group legal services, and any
taxable benefit paid for with after-tax dollars.
The goal is to maximize the value of the
plan while minimizing its cost.

The negative consequences of “adverse
selection” on plan costs underscore the
importance of plan design. Adverse selec-
tion is the tendency of persons in high-
risk groups to use certain benefits more
than those in lower-risk categories. For

example, younger people are more likely
to use maternity benefits. An unhappily
married employee contemplating divorce
may make heavy use of group legal serv-
ices. Adverse selection defeats the funda-
mental requirement for cost-effective insur-
ance—that the high risk of a few is offset
by the lower risk of the many. Through
plan design, adverse selection can be
controlled as much as possible. Various
methods can be used to counter the effects
of adverse selection: 
• Design the plan so that it does not pres-

ent choices where the only difference
is a specific type of coverage. For exam-
ple, do not offer various health bene-
fit plans where the only difference
between them is what they offer, for
example, well-baby care or prescription
drug coverage. 

• A plan’s design can include a surcharge
to cover the cost of adverse selection
for those options that are most likely
to be negatively impacted by it.

• Package certain benefits together to
attract a more diverse risk pool, for
example, prescription drugs and mater-
nity benefits.

• Establish a waiting period for benefits
eligibility. This helps avoid adverse selec-
tion brought about when individuals
with serious and immediate medical
needs seek employment merely to
obtain health coverage. It also avoids
the administrative expense of enrolling
employees who terminate shortly after
being hired. 

• Use preexisting-condition provisions to
reduce adverse selection by preventing
employees from opting out of coverage
and then jumping back in upon discov-
ering that they will require treatment.

• Require evidence of insurability to enter
the plan late, after waiving coverage
during the initial open enrollment.
As with other types of benefits, Filan-

geri says, “There are companies that
specialize in the professional administra-
tion and design of 125 plans. Contact your
local Financial Planning Association chap-
ter or AICPA for the names of local firms
who can assist you with plan design and
implementation.” 

Milton Zall is a freelance writer based in
Silver Spring, MD. He is a certified internal
auditor and a registered investment advis-
er. Send your comments or questions about
this article to tcaw@acs.org or to the
Editorial Office address on page 3. ◆
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