SIMPLE Cafeteria Plans Available In 2011; Owners Can Only Be Covered In C
Corporations.

The health reform law includes a provision creatsigple cafeteria plans” for small
businesses, effective for years beginning in 2&lrhple cafeteria plans will be treated as
meeting nondiscrimination requirements applicabledfeteria plans if they meet minimum
eligibility, participation, and contribution reqements. This safe harbor covers the regular
cafeteria plan nondiscrimination requirement ottisec125(b), the 25% concentration test,
and the nondiscrimination requirements of 79(dh(h® and 129(d) applicable to group term
life insurance, a self-insured health insurancmedical reimbursement plan, and dependent
care assistance benefits (child care).

Unfortunately, many of the changes proposed irsttmeple legislation drafted by the Small
Business Council of America were not adopted. Wlsebusiness wants to avoid the 25%
concentration test and contribute for owner-emptsy®nly a regular C corporation can do
so. Long term care insurance is still a prohibltedefit. Under 125(h)(3), a “qualified
benefit” does not include any qualified health pd@ndefined in section 1301(a) of the Patient
Protection and Affordable Care Act or “PPACA”) aféel through an Exchange unless the
employer is a qualified employer under 1312(f)(2PBACA offering the employee the
opportunity to enroll through such an Exchange qualified health plan in a group market.

The SIMPLE rules give a free pass on 125(b) andH)GBsting for nondiscrimination.
Therefore, the SIMPLE cafeteria plan should pastng if it offers all participants eligibility
under the SIMPLE rules and offers the same bentefitisose similarly situated. Under
105(h), only the benefits offered are tested. b&lhefits provided for highly compensated
employees and their dependents are also offereallfother participants and their
dependents. Reg. 81.105-11(c)(3)(i) provides: §Tibst is applied to the benefits subject to
reimbursement under the plan rather than the abtradfit payments or claims under the
plan.” Similarly, Reg. 81.105-11(c)(3)(ii) statesfhe determination of whether plan
benefits discriminate in operation in favor of Highompensated individuals is made on the
basis of the facts and circumstances of each éaskan is not considered discriminatory
merely because highly compensated individuals @pdiing in the plan utilize a broad range
of plan benefits to a greater extent than do ath@ployees participating in the plan.”

100 Or Fewer EmployeesAn employer is eligible to implement a simpldetaria plan if,
during either of the preceding two years, the essremployed 100 or fewer employees on
average (based on business days). For a new bsisatigibility is based on the number of
employees the business is reasonably expectedpglmgnBusinesses maintaining a simple
cafeteria plan that grow beyond 100 employees oatirwe to maintain the simple
arrangement until they have exceeded an averag@0obr more employees during a
preceding year. Employees include leased employees.

Controlled & Affiliated Service Groups One Employérhe employer aggregation rules
under IRC Sections 52 (applying the rules of sectis63, except “more than 50 percent” is
substituted for “at least 80 percent” in sectio®3®@)(1), and subsections 1563(a)(4) and
(e)(3)(C) are disregarded) and 414 (controlled afitiated service groups) apply for
purposes of determining an eligible employer. Aiddilly, an employer includes a
“predecessor employer,” which term is undefined.

CWDOCS 651764v1



Simple Cafeteria Plan Eligible “Employe€all non-excludable employees who had at least
1,000 hours of service during the preceding plar yeust be eligible to participate in a
simple cafeteria plan.

Unfortunately, the new rules continue the reguédeteria plan requirement that to a
participant can only be an “employee” and thus @des partners, LLC members taxed as
partners, 2% or more owners of S corporations,sael proprietors.

Simple Cafeteria Plan Qualified Employe@&ke term “qualified employee” means any
employee who is not a highly compensated emplopelerusection 414(q) or key employee
under section 416(i) and who is eligible to papiite in the plan. This definition of qualified
employee is relevant only to the two alternativaimum contribution requirements,
discussed below, and that HCEs and key employegparécipate like everyone else so
long as they are “employees” and do not receiverdgortionate employer regular or
matching contributions.

Section 125(j)(3)(C) allows comparable contribuidar HCEs and key employees, as it
provides: Subject to subparagraph (B)(regardintchiiag contributions), nothing in this
paragraph shall be treated as prohibiting an enaplsgm making contributions to provide
qualified benefits under the plan in addition tatrioutions required under subparagraph (A).
The required contributions in (A) are for “qualdiemployees” but the employer
contributions for at least 2% of pay are for allgayees under (A)(i), not just qualified
employees, and (B) indicates that matching contiobg can be made for HCEs and key
employees.

Simple Cafeteria Plan Excludable Employdescludable employees are those who:

. have not attained age 21 (or a younger age pedvia the plan) before tread of the
plan year;

. have less than one year of service as of anyldegg the plan year;

. are covered under a collective bargaining agre¢noe

. are nonresident aliens.

An employer may have a shorter age and servicareggant but only if such shorter service
or younger age applies to all employees.

Employees who previously worked 1000 in a plan yedrdo not currently can be excluded,
as employees who do not have a year of servideeicurrent plan year can be excluded.
However, since the rule is that they can be exdufihey don't have a year of service on
any day in the year, they will have 1000 hourséyt go from full time to part time at the
beginning of the current year. This is an impdr{azint where the employee's salary is less
than the health benefits. They should be enttbatie entire maximum benefit if elected,

! For 2010, an individual is an HCE if his or hemqensation from the same employer in 2009 exceeded
$110,000 or the person is an officer, more tharo#er, a spouse or dependent working for the same
employer. For 2010, an individual is a key emploifee
» An officer earning more than $160,000 in the 20@year; or
A more than a 5% owner; or
« A more than a 1% owner receiving compensation aesx of $150,000 in the prior plan year.
» Government entities do not have Key Employees.
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even if greater than their compensation in ordeyafeguard SIMPLE status.

Benefit Nondiscrimination Each eligible employee must be able to electBmefit under
the plan under the same terms and conditions ashedl participants.

Minimum Contribution RequirementThe minimum must be available for applicatiowaod
the cost of any qualified benefit (other than aatdg benefit) offered under the plan.

Employer contributions to a simple cafeteria plamstbe sufficient to provide benefits to
non-highly compensated employees (NHCES) undenI2HA) of at least either:

(1) A uniform percentage of at least two percentampensation (defined as it is under
414(s) for retirement plan purposes, whether otm®employee makes salary reduction
contributions to the plan; or

(i) The lesser of a 200% matching contributiorsr percent of the employee’s
compensation. Under 125(j)(C), additional conttidms can be made, but the rate of any
matching contribution for HCEs or key employeesnmdrbe greater than the rate of match for
NHCEs under 125(j)(B).

The same method must be used for calculating themam contribution for all NHCEs. The
rate of contributions for key employees and HCEwmoaexceed that for NHCESs.
Compensation for purposes of this minimum contrdrutequirement is compensation with
the meaning of section 414(s).

Safe Harbor From Nondiscrimination Rules.

Simple cafeteria plans are treated as meetingahdiscrimination requirements of IRC
Section 125(b), including the concentration teat tturrently limits key employees’ benefits
to 25% of the total of nontaxable benefits provifiedall employees under the plan.

Nondiscrimination tests applicable to individuahbéts are deemed to be satisfied, including
the Section 79(d) rules for group-term life inswgnthe Section 105(h) rules for self-insured
medical expense reimbursement plans, and the deptcare rules of Section 129(d)(2),(3)
and (8).

These nondiscrimination rules have discouragetzatibn of cafeteria plans by small
businesses. For example, if a small office with k&g employees and two non-key
employees provided identical dollar amounts of fient all employees under a cafeteria
plan, the 25% concentration test would be failechihee 50% of total benefits go to the key
employees. The new simple cafeteria plan safe haddresses this problem but only for
small employers organized as traditional C corpongtsince only common law “employees”
and not the self employed are eligible.

Revised Internal Revenue Code Adding Simple Caéefan
125(j) Simple cafeteria plan for small businesses.

(1) In general.
An eligible employer maintaining a simple cafetgyian with respect to which the
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requirements ofhis subsectiomre met for any year shall be treated as meetigyg a
applicable nondiscrimination requirement duringrsyear.

(2) Smple cafeteria plan.

For purposes dhis subsectiofthe term “simple cafeteria plan” means a cafatplan—

(A) which is established and maintained by anilgikgemployer, and

(B) with respect to which the contribution requments ofparagraph (3)and the
eligibility and participation requirements péragraph (4)are met.

(3) Contribution requirements.

(A) In general. The requirementstbafs paragraplare met if, under the plan the
employer is requiredvithout regard to whether a qualified employed&keasaany
salary reduction contribution, to make a contribatio provide qualified benefits
under the plan on behalf of eaghalified employeé an amount equal to—

(i) a uniform percentage (not less than 2 perceintle employee's
compensation for the plan year, or

(i) an amount which is not less than the les$er o
(1) 6 percent of the employee's compensationHerplan year, or

(1) twice the amount of the salary reduction ctnttions of each
gualified employee

(B) Matching contributions on behalf of highly cpansated and key employees.
The requirements gfubparagraph (A)(iishall not be treated as met if, under the
plan, the rate of contributions with respect to aaklary reduction contribution of a
highly compensated or key employee at any rat@wofribution is greater than that
with respect to an employee who is not a highly gensated or key employee.

(C) Additional contributionsSubject to subparagraph (B), nothing in this
paragraph shall betreated as prohibiting an employer from making
contributionsto provide qualified benefits under the plan in addition to
contributionsrequired under subparagraph (A).

(C) Definitions. For purposes tfis paragraph—

((i)) Salary reduction contribution. The term ‘@l reduction
contribution” means, with respect to a cafeterenpbhny amount which is
contributed to the plan at the election of the eypé and which is not
includible in gross income by reasontbis section

((i)) Qualified employeeThe term “qualified employee” means, with
respect to a cafeteria plan, any employee whotismghly compensated
or key employee and who is eligible to participatéhe plan.

((iii)) Highly compensated. The term “highly cormsated employee” has
the meaning given such term dgction 414(q)

((iv)) Key employee. The term “key employee” has tneaning given
such term bygection 416(i)

(4) Minimum digibility and participation requirements.
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(A) general. The requirementstbfs paragraplishall be treated as met with
respect to any year if, under the plan—

(i) all employees who had at least 1,000 hourseo¥ice for the preceding
plan year are eligible to participate, and

(i) each employee eligible to participate in glean may, subject to terms
and conditions applicable to all participants, ety benefit available
under the plan.

(B) Certain employees may be excluded. For pugpossubparagraph (A)(ian
employer may elect to exclude under the plan engasy-

(i) who have not attained the age of 21 beforectbse of a plan year,

(i) who have less than 1 year of service withenhgployer as of any day
during the plan year,

(iif) who are covered under an agreement whichS#eretary of Labor
finds to be a collective bargaining agreementeféhis evidence that the
benefits covered under the cafeteria plan werastlgect of good faith
bargaining between employee representatives anehtipboyer, or

(iv) who are described igection 410(b)(3)(Cfrelating to nonresident
aliens working outside the United States). A playmrovide a shorter
period of service or younger age for purposedadse (i)or (ii).

(5) Eligible employer.
For purposes of this subsection—

(A) In general. The term “eligible employer” meansth respect to any year, any
employer if such employer employed an average 0fai@ewer employees on
business days during either of the 2 precedingsydar purposes of this, a year
may only be taken into account if the employer wasxistence throughout the
year.

(B) Employers not in existence during precedingry$df an employer was not in
existence throughout the preceding year, the détatian undesubparagraph
(A) shall be based on the average number of empldlyatt is reasonably
expected such employer will employ on business @ajfe current year.

(C) Growing employers retain treatment as smaplewer.
(i) In general. If—

() an employer was an eligible employer for aegry(a “qualified
year”), and

(1) such employer establishes a simple cafef@aa for its
employees for such year, then, notwithstandindgabtthe
employer fails to meet the requirementsolbparagraph (Afor
any subsequent year, such employer shall be traatad eligible
employer for such subsequent year with respeatnjd@yees
(whether or not employees during a qualified yeagny trade or
business which was covered by the plan during amyifeed year.
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(i) Exception.This subparagrapshall cease to apply if the employer
employs an average of 200 or more employees omé&gsidays during any
year preceding any such subsequent year.

(D) Special rules

(i) Predecessors. Any referencehis paragrapho an employer shall
include a reference to any predecessor of suchayepl

(i) Aggregation rules. All persons treated asngle employer under
subsectiorfa) or (b) of section 52or subsectiofm) or (0) of section 414
shall be treated as one person.

(6) Applicable nondiscrimination requirement.

For purposes dahis subsectionthe term “applicable nondiscrimination requiretien
means any requirement ungeibsection (bdf this sectionsection 79(d)section 105(h)
or paragrapii2), (3), (4), or(8) of section 129(d)

(7) Compensation.
The term “compensation” has the meaning given seich bysection 414(s)

As | read the Code below, they are effective fargéeginning in 2011 with the provision
for indexing of the $2500 in effect in 2013 eveoufh by its terms indexing doesn't start

until 2014. However, the explanation by the J@otnmittee on Taxation, at the end of its
explanation, simply says:

Effective Date

The provision is effective for taxable year beginning after December 31, 2012.

Here is what the revised Code says:

Caution: Code Sec. 125(i), following, is effective for tax. yrs. begin. before 1/1/2011. For
Code Sec. 125(i), effective for tax. yrs. begin. after 12/31/2010, and Code Sec.
125(i), effective for tax. yrs. begin after 12/31/2012, see below.

(i) Cross reference.
For reporting and recordkeeping requirements, see section 6039D .

Caution: Code Sec. 125(i), following, is effective for tax. yrs. begin. after
12/31/2010. For Code Sec. 125(i), effective for tax. yrs. begin. before 1/1/2011, see
above.

(i) Limitation on health flexible spending arrangements.
For purposes of this section , if a benefit is provided under a cafeteria plan through
employer contributions to a health flexible spending arrangement, such benefit shall
not be treated as a qualified benefit unless the cafeteria plan provides that an
employee may not elect for any taxable year to have salary reduction contributions in
excess of $2,500 made to such arrangement.
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Caution: Code Sec. 125(i), following, is effective for tax. yrs. begin. after
12/31/2012. For Code Sec. 125(i), effective for tax. yrs. begin. before 1/1/2011, and Code
Sec. 125(i), effective for tax. yrs. begin. before 1/1/2013, see above.

°(i) Limitation on health flexible spending arrangements.

(1) In general.
For purposes of this section , if a benéefit is provided under a cafeteria plan
through employer contributions to a health flexible spending arrangement,
such benefit shall not be treated as a qualified benefit unless the cafeteria plan
provides that an employee may not elect for any taxable year to have salary
reduction contributions in excess of $2,500 made to such arrangement.

(2) Adjustment for inflation.
In the case of any taxable year beginning after ‘® December 31, 2013, the
dollar amount in paragraph (1) shall be increased by an amount equal to—

(A) such amount, multiplied by

(B) the cost-of-living adjustment determined under section 1(f)(3)
for the calendar year in which
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