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returned. Under the Act, plan sponsors can

amend their health FSA and cafeteria plan

documents to make a distribution of unused

health FSA funds from the plan to the reservist.

These distributions, called “qualified reservist

distributions”, are completely voluntary, but

plan sponsors must amend their 125 plans in

order to allow for such distributions.

Under the Act, plan sponsors who amend their

plan may, upon election by certain qualified

reservist, distribute all or a portion of unused

health FSA amounts belonging to such reservist,

if several criteria are met. First, a “qualified

reservist distribution” can only be made to a

member of a “reserve component” (as defined

in section 101 of title 37 of the United States

Code). Members of a “reserve component”

include members of the following: the Army

National Guard; U.S. Army, Navy, Marine Corps,

Air Force, or Coast Guard Reserve; Air National

Guard of the United States; or the Reserve

Corps of the Public Health Service. Second, the

order or call to duty must be for 180 days or

more or for an indefinite period. Third, the

distribution must be made during the period

that begins on the date the reservist is called or

ordered to duty and ends on the last day that

reimbursements could otherwise be made for

the plan year that includes the first day of the

distribution period.

The Act triggers a number of outstanding

questions that may create confusion for both

plan sponsors and participants. The requirement

that is likely to cause the most confusion for

health FSAs is the determination of the amount

subject to the special distribution rule. The rule

itself is referred to as a “special rule for unused

benefits”, while the definition for qualified

reservist distribution uses the phrase “all or a

portion of the balance in the employee’s

account.” Does “all or a portion of the balance

in the employee’s account” refer to the amount

the reservist has actually contributed to his or

her health FSA through payroll deduction, or

does it refer to the entire health FSA benefit

available to the reservist?

Under the uniform coverage rules for health

FSAs, the entire amount of the employee’s

annual election must be available on the first

day of the plan year, regardless of how much

the employee has actually contributed to the

health FSA. As a general rule, plan sponsors

do not maintain an actual “account” with a

“balance,” but merely a notional account.

For example, assume a reservist elects $2400 in

health FSA benefits and contributes at a rate of

$200 per month. The reservist is called to report

for duty on February 1, after having contributed

only $200 to his or her health FSA and seeking

reimbursement for $50 in qualified medical

expenses. Does “all or a portion of the balance

in the employee’s account” mean that the

reservist is entitled to $150, which is how much

the reservist actually contributed minus the

reimbursement for the qualified medical

expense? Or is the reservist entitled to $2350,

which is his or her entire “unused benefit”
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the reservist receives the cash rather than the

nontaxable health FSA benefit, then the

qualified reservist distribution should be

taxable. Furthermore, the Act provides no

exclusion from income for a qualified reservist

distribution. Thus, it is likely included in gross

income and is also likely subject to withholding.

However, neither the Act nor the technical

explanation issued by the Joint Committee on

Taxation (“JCT”) addresses the reporting of the

distribution. In assuming that the distribution is

taxable, and that payments received while a

reservist are compensation for withholding

purposes (see discussion below), inclusion of

such amounts on Form W-2 seem to be the most

likely treatment; however, guidance and

clarification is needed.

The Act’s health FSA provisions apply generally

to distributions made after June 17, 2007 and

are optional. Employers may, but are not

required to, offer qualified reservist

distributions. However, those that do must

properly amend their plans to allow qualified

reservist distributions.

HEART ACT and Cafeteria Plans

Another issue that is likely to concern all

cafeteria plan sponsors, whether they sponsor a

health FSA or not, is the mandatory

requirement to treat differential pay as wages

for certain withholding and retirement plan

purposes. Although not specifically addressed,

some plan sponsors may wonder if differential

minus the reimbursement? The phrase “unused

benefits” seems broad enough to include the

total amount of the entire annual election. On

the other hand, the term “balance in the

employee’s account” could imply that the

amount is based on actual payroll deductions,

minus any year-to-date reimbursements. It is

not clear whether employers who only allow a

distribution equal to contributions (reduced by

reimbursements) may freeze the remaining

balance of the account. For example, assume

that Bob elects $1200 and at the time he is

called to duty, he has contributed $400 and

received no reimbursements. Bob’s employer

allows him to take a qualified reservist

distribution equal to $400. Is Bob’s employer

allowed to “freeze” the remaining balance

($800) under the uniform coverage rule,

meaning that Bob would not be entitled to any

additional reimbursements? Presumably, Bob’s

employer may do this, but neither the bill nor

the technical explanation provide guidance.

Plan sponsors will likely be eager to adopt this

amendment to provide for qualified reservist

distributions, however, quick formal guidance

from the IRS regarding distribution amounts

and procedures is needed.

Another question is the taxability of the

distributed health FSA funds and any applicable

reporting and withholding requirements.

Because the reservist contributes to his or her

health FSA though a cafeteria plan using pre-

tax dollars, neither the reservist nor his or her

employer has paid any income or employment

(FICA and FUTA) on the funds. Presumably, if CONTINUED ON PAGE 4
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• Requiring differential pay to be treated as
compensation for retirement plan
purposes and requiring individuals
receiving differential pay to be treated as
an employee for retirement plan
purposes. This is effective for years
beginning after December 31, 2008, with
a delayed date for plan amendments.

• In the case of death or disability during
qualified military service, permitting plans
to provide accruals on the same basis as if
the individual had returned to
employment and then died or became
disabled. This provision is effective for
death or disability occurring on or after
January 1, 2007.

• Requiring that differential pay be treated
as wages for income tax reporting and
withholding purposes, effective for
payments after December 31, 2008. The
FICA and FUTA provisions are not
changed, so the differential pay continues
to be exempt for FICA and FUTA purposes.

• Extending permanently the exception to
the 10% early withdrawal tax for
qualified reservist distributions.

• Providing a credit to small businesses
(generally, businesses with fewer than 50
employees) for a portion of differential pay,
effective for amounts paid after June 17, 2008,
and before January 1, 2010.

pay may also be treated as compensation for

125 “salary reduction” purposes as well.

Nonetheless, even without specific guidance

under the Act with regard to cafeteria plan

salary reductions, many plan sponsors will

likely interpret the requirement to treat such

pay as wages for withholding purposes broadly.

By doing so it allows, by analogy, pre-tax salary

reduction under a cafeteria plan.

HEART Act and Mental Health Parity

The Act extends the mental health parity

provisions set forth in the Code, ERISA, and

Public Health Service Act through 2008.

The mental health parity provisions in the Code,

ERISA and the PHSA require group health plans

to impose the same annual and/or lifetime

dollar limits on mental benefits as they impose

on medical benefits.

Additional Non-Health Benefit Implications of

the HEART Act

In addition to the health and welfare plan

changes referenced above, the Act also makes

changes that affect employee benefit plans.

Some of these changes include:

• Requiring that survivors of individuals
who die during qualified military service
receive the same additional benefits
(other than accruals) that would be
received if the individual died while
employed. This applies, for example, if
otherwise nonvested benefits vest upon
death. This is effective with respect to
deaths occurring on or after January 1, 2007,
with a delayed date for plan amendments.
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Using a Commuter Benefits Plan To Reduce the

Impact of Rising Gas Prices

With gas prices soaring, many commuters are

turning to mass transit in an effort to save

money. With a Section 132 Commuter Benefits

plan, an employer can help their employees

dramatically increase their savings. By using

pre-tax dollars to pay for transit and parking

expenses, employees can save up to 30 percent

on these expenses and because the benefit is

pre-tax, the employer saves money too.

How Commuter Benefits Plans Work

Similar to other pre-tax reimbursement plans, a

commuter benefits plan allows employees to

set aside money on a pre-tax basis to pay for

eligible expenses. Current rules allow

employees to set aside up to $115 each month

for eligible transit expenses including train,

subway, ferry, bus, streetcar, and vanpool

expenses. Additionally, employees can set aside

up to $220 each month to pay for work-related

parking expenses. Unlike other pre-tax

reimbursement plans, commuter benefit plans

are extremely flexible, allowing employees to

join the plan at any time during the year. This

flexibility allows employees to change or

cancel their elections on a monthly basis.

Many employers will choose to work with a

third-party administrator to assist them in

offering a commuter benefits plan.

Administrators offer many plan designs to

As you are well aware, the rising price of oil and

gas is affecting everybody in a very big way. In

the “News and Trends” section we provide

information regarding using commuter benefits

plans to help employees (and employers!) save

money and reduce the impact of rising gas prices.

One last note…CONEXIS will be exhibiting at the

21st Annual Benefits Management Forum and

Expo, September 21-23, 2008. This year’s expo is

being held at the Gaylord National Resort and

Convention Center in National Harbor, MD. If

you’re attending the show, be sure to stop by and

say hello.

Until next time, thanks for reading.

Jason Culp

Director of Marketing and Sales Operations

P.S. Be sure to respond to the readers’ poll to let

us know what you think of the changes to the

CONEXIS Comment and what new features you

would like to see us add in the future.

CONTINUED ON PAGE 6
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$4,500 annually. The greater the participation,

the greater the savings experienced by

the employer.

Employee Recruitment and Retention

Attracting and retaining talented employees is

always a challenge. An employer’s benefits

package can be a powerful tool in today’s

competitive job market and a commuter

benefits plan can be an important part of

that package, expanding the employer’s

benefits offering and providing their

employees an additional way to save money in

today’s tough economy.

Environmental Impact

Offering a commuter benefits plan not only

helps employees and employers save money, it

may also help the environment by reducing the

number of cars on the road. And in some

circumstances, offering a Commuter Benefits

plan can help employers meet government

mandated clean air initiatives or commuting

incentive programs.

Starting a Commuter Benefits Plan

Because a Commuter benefits plan does not

operate on a rigid plan year like other

reimbursement plans, an employer can

implement a plan at any time. There is no need

to wait until January 1 or a fiscal year

anniversary to begin reaping the benefits of

offering a commuter benefits plan.

choose from, but the most convenient model

for employees are those plans that allow for

online ordering of transit media (e.g. vouchers,

passes, smart cards, etc). This allows an

employee to order their transit media in

advance and receive the media at their home,

avoiding lines or special trips to make these

purchases. In some cases, payments can be

made directly to parking providers as well.

Savings Can Be Significant

An employee’s commuter benefits contributions

are exempt from federal payroll taxes. These

deductions are taken prior to any other

withholdings, including FICA contributions. This

reduces the employee’s gross income for tax

purposes, resulting in savings equal to the

employee’s tax bracket. For example, an

employee that falls within a 30 percent tax

bracket can expect to save an amount equal to

30 percent of the expense (i.e. transit expenses

of $110 per month would result in savings of

$33 monthly and $396 annually).

Because an employer’s FICA contributions are

based on their employees’ gross income, the

reduction in gross income results in savings of

up to 7.65 percent for the employer (FICA

contributions are limited to 7.65 percent). An

employer sponsoring a plan with just 25

employees contributing $110 per month will

see savings of more than $2,500 annually. An

employer with 25 participants contributing

$200 per month will see savings of more than
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What if someone is on COBRA but we become

a non-COBRA size employer, do they lose

their COBRA?

Because the COBRA continuant lost benefits

while the plan was a COBRA plan, they will not

lose their COBRA opportunity just because the

employer dropped in the number of

employees.

Now, let’s look at this in another way. If you are

a small employer in a state that mandates small

employer state continuation, the person on

state continuation would not receive

expanded continuation rights just because

your company grew. COBRA-eligible

individuals receive the continuation benefit

mandated at the time of their event. In

insurance terms, we would say they were

“grandfathered” for their continuation right.

If you have a question for Ouida, please e-mail

it to askouida@conexis.com.

We just started our business in April of 2008

and we have 30 employees. Do we have to

comply with COBRA?

Your obligation is based on the number of

employees you had in the previous year. In

other words, the continuation you must offer

this year is based on the number of employees

you had for more than half of the working

days last year; which is zero in your case. You

have no COBRA obligation for this year.

However, let’s account for next year’s

obligation. You have had 20 or more

employees for over half of the typical working

days for 2008, so beginning January 1, 2009

your Plan will be a COBRA Plan. This means you

must provide COBRA general information

notices to all covered participants, and anyone

who experiences a COBRA qualifying event

January 1, 2009 or after must receive a COBRA

election notice. Also, don’t forget to notify

your carrier that you are now a COBRA plan.

We are subject to COBRA because of last year’s

employee count but we have now dropped to only

18 employees. Do we still have a COBRA obligation?

Yes, you are obligated to offer COBRA for the

remainder of this year, as long as you still have

an employer sponsored health plan in place.

The employee count you do at the end of this

year will dictate what you must offer next year.

The very nature of COBRA means employers

can offer COBRA one year and not the next.

CONEXIS Comment does not render legal,

accounting or other professional advice. If you

need legal advice, you must seek the

opinion of a qualified attorney. No part of this

publication may be reprinted without the

written permission of CONEXIS.

mailto:askouida@conexis.com
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What do you think of the new CONEXIS

Comment? Love it? Hate it? Let us know! Follow

the link below to give us your feedback by

completing a brief online survey. We’ll share the

results in the next edition of the Comment and

use your feedback to further refine our new

look and feel.

CONEXIS Comment is a monthly publication of
CONEXIS. It is also available in digital form
by request at comment@conexis.com or by
subscribing at www.conexis.com.

About CONEXIS
For more than 20 years, CONEXIS has delivered a
wide range of employee benefit administration
solutions to employers, third party administrators
(TPAs), business outsourcing partners and health
plans across the nation. Specializing in the complex
areas of administration and compliance, its
expertise includes COBRA and HIPAA
Administrative Services; Direct Bill Services for
Retirees, Leave of Absence (LOA) and Family
Medical Leave Act (FMLA); and Reimbursement
Account Administration, including Section 125
Flexible Spending Accounts (FSA), Section 132
Transportation Plans, Section 105 Health
Reimbursement Arrangements (HRA), and Health
Savings Accounts (HSA). CONEXIS was the nation’s
first outsourcing provider to offer benefits
administration on a single Web-based, fully
integrated system and is the only benefits
administrator to offer performance standards and
guarantees to all clients, regardless of size.
CONEXIS, headquartered in Dallas, Texas, with a
customer service center in Orange, California, is a
Word and Brown company. For more information,
visit the company’s Web site at www.conexis.com.

http://www.zoomerang.com/Survey/?p=WEB2283PCDYQK8
www.conexis.com
www.conexis.com
mailto:comment@conexis.com

