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Some districts allow employees the option of receiving cash or a contribution to the 

employee’s 403(b) account, in lieu of taking the district-sponsored health insurance coverage. 

The purpose of this memorandum is to address, in general terms, the tax consequences and 

permissibility of providing these types of benefits in Iowa school district master contracts, as 

well as to navigate potential considerations with respect to the Affordable Care Act.   

 

Under section 403(b) of the Internal Revenue Code (“IRC or the “Code”) employees of 

public schools and other tax-exempt organizations are permitted to contribute some of their 

salary to a retirement savings plan on a pre-tax basis. Under these plans, employers are also 

permitted to make contributions on behalf of their employees. While contributions to these plans 

are made on a pre-tax basis, they are taxed at the time the employee withdraws funds in 

retirement.  

 

Under section 106 of the Code, amounts paid by employers for the cost of health insurance 

premiums for employees is excludable from the employee’s gross income. If done in accordance 

with the proper procedures, these benefits will never be taxable.  

 

Language in master contracts permitting employees to elect whether to take cash or 403(b) 

contributions in lieu of the payment of health insurance premiums presents an issue: providing 

employees the option to elect to take a benefit that is never taxable (payment of health insurance 

premiums) instead of benefits that would be taxable now or in the future (cash or 403(b) 

contributions) allows employees the option to assign income to tax-favored benefits. This 

practice is disfavored by the Internal Revenue Service and could lead to all benefits offered 

(cash, 403(b) contribution, or health insurance) becoming taxable.  

 

However, some of these arrangements, if done in strict compliance with the Code, may be 

offered without adverse tax consequences to the employee. Section 125 of the Code specifically 

permits employees to elect to take cash in lieu of health insurance premium payments in what is 

known as a “cafeteria plan” arrangement. If the various requirements of Section 125 are satisfied, 

including having a written plan document in place, employees will be allowed to choose between 

a “permitted taxable benefit” (usually cash) and one or more “qualified benefits.” One of these 

qualified benefits is group-term life insurance offered pursuant to Section 106 of the Code. For 
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purposes of this memorandum, we are assuming the employer has established a cafeteria under 

Section 125 of the Code.  

 

Generally speaking, from a tax perspective, offering cash in lieu of health insurance 

premiums, if done pursuant to the requirements of Section 125, will not result in adverse tax 

consequences to the employee. While there are no inherent tax consequences to employers under 

this arrangement, recent changes under the Affordable Care Act (“ACA”) may impact the 

affordability calculation of an employer’s offering of health insurance. The ACA calculations are 

discussed later in this document.  

 

Section 125 plans generally may not be used to defer compensation. This means that 403(b) 

contributions are an impermissible benefit under a Section 125 plan. Therefore, allowing 

employees the option of receiving a 403(b) contribution in lieu of the payment of health 

insurance premiums may lead to adverse tax consequences for employees.  

 

Any situation presenting adverse tax consequences for employees (i.e. situations where 

benefits become taxable due to contract language) will require employers, even tax-exempt 

employers, to make the necessary withholdings. Failure to do so could result in penalties to the 

employer.  

 

Please review the following examples to better illustrate the tax principles involved.  

 

Example 1 

Employer has established a valid cafeteria plan. Employees who elect out of 

health insurance may take a set dollar amount in cash.  

 

This practice will generally not result in adverse tax consequences if done 

pursuant to the requirements of Section 125 of the Code. Districts should review 

their cafeteria plan documents prior to offering this “cash in lieu of insurance” 

option. Additionally, considerations under the ACA may result in adverse 

consequences to the employer if a penalty applies due to an offer of coverage that 

does not meet the affordability standard. Please see below for more information 

related to the ACA.  

 

Example 2 

Employees who elect out of health insurance may have a set dollar amount placed 

into a 403(b) plan account.  

 

Regardless of whether the employer has a valid cafeteria plan in place, this 

practice will result in adverse tax consequences for both the employee and the 

employer (i.e., the employees who take the health insurance will be taxed on that 

benefit). Employees may not be given the choice between health insurance and a 

403(b) plan. A 403(b) is not a qualified benefit under a cafeteria plan and 

therefore no exception applies to allow this type of arrangement without adverse 

tax consequences.  
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Example 3 

Employer has established a valid cafeteria plan. Employees who elect out of 

health insurance may have a set dollar amount placed into a 403(b) plan account 

or may receive a set dollar amount in cash.  

 

This practice could result in adverse tax consequences just like example 2 above. 

Because a 403(b) is not a qualified benefit under a cafeteria plan, this practice 

could invalidate the cafeteria plan and make all benefits offered under it taxable 

income.  

 

Example 4  

Employer has established a valid cafeteria plan. Employees who elect out of 

health insurance may take a set dollar amount in cash. An employee then elects to 

contribute this same amount to her 403(b) plan as an “elective” employee 

contribution, by filing a salary reduction election form.   

 

This practice is permissible if done pursuant to the requirements of Section 125 of 

the Code. While contract language which specifically allows employees to 

contribute to directly to a 403(b) plan would result in adverse tax consequences 

(see examples 2 & 3), allowing an employee to elect to decline health coverage 

and accept cash instead under a Section 125 plan, only to then make a second 

election to contribute the cash to her 403(b) plan would likely preserve the tax 

preferred status of the health coverage and 403(b) arrangements. Again, any 

arrangement that allows a cash payment in lieu of an offer of health insurance 

may impact the employer’s liability under the ACA.  

 

Example 5 

Employer has not established a cafeteria plan; or the employer’s plan is not 

compliant with Section 125. Employees are offered health insurance or cash in 

lieu of health insurance.  

 

This practice of offering cash in lieu of insurance without a valid cafeteria plan in 

place is generally not permissible unless the employer is treating both the offer of 

health insurance and the cash option as taxable benefits and understands that an 

employee’s election of nontaxable benefits results in gross income to the 

employee.  

 

In addition to the tax implications for employers and employees involved with these 

compensation options, ACA regulations addressing Section 125 plans have additional 

implications on the cost to employers who offer cash in lieu of health insurance premiums.  As a 

general matter, an offer of cash in lieu of insurance, known as an “opt out” payment, is 

considered an opportunity cost for employees who select the offer of health insurance. Therefore, 

when calculating the “affordability” of an offer of health insurance, employers who offer cash to 

employees who opt out of health insurance must calculate the lowest-cost premium, plus the 
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amount of the cash opt-out payment, and use that number on line 15 of Form 1095-C indicating 

the cost to employees to accept the offer of health insurance.   

 

A second arrangement available to some employees is when the employer provides money to 

the employee through a cafeteria plan, known as a flex benefit. We understand that some 

cafeteria plans are funded through a combination of salary reduction and flex credits. IRS Notice 

2015-87 was issued late in December 2015 and provides criteria that must be followed if the 

employer intends to use the employer flex contributions to help offset the cost of health 

insurance to the employee for the ACA affordability calculation. If the cafeteria plan 

arrangement meets the new conditions, defined as a “health flex contribution,” above, the 

employer-provided cash could reduce the calculation of the employee’s cost of health insurance, 

rather than increase that cost if the employer offered cash opt-out payments. Through a Q & A 

format, the Notice addresses the question of how employer flex contributions to a cafeteria plan 

are taken into account for purposes of determining whether an employer has made an offer of 

affordable minimum value coverage. Notice 2015-87, Q.8, available at 

https://www.irs.gov/pub/irs-drop/n-15-87.pdf.  

 

Under a § 125 cafeteria plan, the employee’s enrollment in a group health plan 

generally is funded by salary reduction but may also be funded by employer flex 

contributions. Whether these employer flex contributions reduce the amount of an 

employee’s required contribution depends on the nature of the available flex 

contribution.  Specifically, the amount of the employer contribution reduces the 

employee’s required contribution if the amount constitutes a “health flex 

contribution” … 

 

… a health flex contribution [is an amount] (1) the employee may not opt to 

receive [] as a taxable benefit, (2) the employee may use the amount to pay for 

minimum essential coverage, and (3) the employee may use the amount 

exclusively to pay for medication care, within the meaning of § 213.  

 

… for example, [] if an employer flex contribution that is available to pay for 

health care is also available to pay for any non-health care benefits under the § 

125 cafeteria plan (such as dependent care or group term life insurance), that 

contribution is not a health flex contribution and, as a result, does not reduce the 

required employee contribution. Similarly, an employer flex contribution that is 

available to pay for health care but also could be received as cash is not a health 

flex contribution and does not reduce the employee’s required contribution. 

 

Id. Consider the following when presented with offers of health insurance tied to any other 

benefit, such as a 403(b) contribution, a cash opt-out, or an employer flex contribution on the 

employee’s behalf: 

 

 Employees may face adverse tax consequences if given the option between taking cash or 

a 403(b) contribution in lieu of health coverage, or if given the option of taking a 403(b) 

contribution in lieu of health coverage with no option for cash. Employees may be asked 

https://www.irs.gov/pub/irs-drop/n-15-87.pdf
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to file amended personal income tax returns and may be subject to payment of income 

taxes on the amount of the 403(b) contribution or the health coverage, as well as interest 

for the late filing.  

 

 Employees who elect out of health insurance and receive a taxable cash opt-out payment 

will generally not face adverse tax consequences so long as the cash election is done in 

strict compliance with Section 125 of the Code. However, the offer of cash in lieu of 

insurance may still impact the employer’s liability under the ACA.  

 

 Unlike cash “opt-out” arrangements that may increase the cost of an employee 

contribution for health insurance, some districts instead provide employees who are 

enrolled in the district’s health insurance additional cash through a cafeteria plan that can 

be used for medical or non-medical expenses, including group term life insurance or 

dependent care reimbursement. This arrangement creates a different ACA concern for 

employers because employer contributions to a cafeteria plan will only reduce the 

employee’s required contribution for health insurance if certain restrictions are in place to 

limit how the employer’s flex contribution can be used.  

 

 Employers who improperly allow an election to a 403(b) as part of a cafeteria plan have a 

current and ongoing risk of facing tax consequences. Employers may look to the 

collective bargaining process to resolve the 403(b) concern. Employers should be mindful 

of the potential for future ACA consequences, depending on how a revised health 

insurance arrangement is structured, when addressing the 403(b) concern.  

 

 Notice 2015-87 provides transition relief for coverage for plan years beginning before 

January 1, 2017 that are currently in place: an employer flex contribution that is not sufficiently 

limited to meet the definition of a “health flex contribution,” but that may be used toward the 

amount the employee is otherwise required to pay for the health coverage, may be treated as 

reducing the amount of an employee’s required contribution for 2015 reporting. Id. Transition 

relief is not available to flex contribution arrangements offering non-health benefits that are 

adopted after December 16, 2015, or that substantially increases the amount of the flex 

contribution after December 16, 2015. The IRS will assume a flex contribution arrangement is 

adopted after December 16, 2015 (and therefore not eligible for transition relief) unless one of 

the following conditions are met: 

1. The employer offered the flex contribution arrangement (or a substantially similar flex 

contribution arrangement) for a plan year including December 16, 2015; 

2. A board, committee, or similar body or an authorized officer of the employer specifically 

adopted the flex contribution arrangement before December 16, 2015; or 

3. The employer had provided written communications to employees on or before 

December 16, 2015 indicating that the flex contribution arrangement would be offered to 

employees at some time in the future. 

 

Employers will be allowed for reporting, on 2015 at least, to disregard an employer’s non-

health flex contribution for purposes of Form 1095-C. The IRS is requesting that employers 
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ignore a non-health flex contribution in the calculation of an employee’s required contribution so 

as not to impact the employee’s eligibility for a premium tax credit. The IRS instructs employers 

to wait and see if the IRS contacts the employer about a potential ACA penalty as a result of an 

employee’s use of a tax credit before explaining that transition relief applies.   

 

In a somewhat surprising, yet welcome, move, the IRS is applying the same transition relief 

to currently existing arrangements that allow opt-out payments to employees who receive cash as 

an incentive for not enrolling in the employer’s group health insurance. As with the non-health 

flex contributions, employers may disregard this opportunity cost to employees and need not 

increase the employee’s required contribution for purposes of the affordability calculation. The 

IRS will assume an opt-out arrangement is adopted after December 16, 2015 (and therefore not 

eligible for transition relief) unless one of the following conditions are met: 

1. The employer offered the opt-out arrangement (or a substantially similar opt-out 

arrangement) with respect to health coverage provided for a plan year including 

December 16, 2015;  

2. A board, committee, or similar body or an authorized officer of the employer specifically 

adopted the opt-out arrangement before December 16, 2015; or  

3. The employer had provided written communications to employees on or before 

December 16, 2015 indicating that the opt-out arrangement would be offered to 

employees at some time in the future. 

 

Internal Revenue Bulletin: 2015-52, December 28, 2015, A.9. As districts continue to negotiate 

master contracts, districts should consider whether proposed changes will alter the district’s 

ability to claim transition relief.      

 

As a reminder, IRS Notice 2016-4 extends the due dates for applicable large employers 

and other reporting entities to file 2015 information reporting required by the ACA. Large 

employers are still required to file information returns and otherwise comply with the ACA, but 

the due date for providing Form 1095-B and Form 1095-C to individuals moved from February 

1, 2016 to March 31, 2016. The due date for filing Form 1094-B and Form 1095-C with the IRS 

is further delayed. Large employers who are filing by mail now have until May 31, 2016 to file 

reporting returns, and those who are filing electronically have until June 30, 2016 to submit 

reporting forms online.
1
 

                                                
1 You had originally asked for guidance pertaining to penalties arising under the ACA’s Cadillac Tax.  The Cadillac 

Tax is a nonrefundable excise tax of 40% paid by the coverage provider. The tax will be imposed on “high value” 

health plans, currently defined as those that have an annual coverage cost in excess of $10,200 (or $27,500 for 

families). See IRS Code § 49801. The IRS has been slow to provide guidance on the application of the Cadillac Tax, 

and no proposed or final regulations have been issued. Notice 2015-52, issued July 30, 2015, is the most recent 

Notice describing the Tax, but employers cannot rely on the notice in defense of a subsequent penalty under the 

Cadillac Tax.  
 

Because no proposed or final regulations pertaining to the Cadillac Tax are available, we hesitate to provide a “best 

guess” analysis. However, we remind employers that due to the budget agreement (Consolidated Appropriations Act 

of 2016) passed by Congress in December 2015, the Cadillac Tax is delayed until 2020. H.R. 2029-796, available at 

https://www.congress.gov/114/bills/hr2029/BILLS-114hr2029enr.pdf (pg. 796). It was originally slated to go into 

https://www.congress.gov/114/bills/hr2029/BILLS-114hr2029enr.pdf


February 4, 2016 

© Ahlers & Cooney, P.C.  

Page 7 

 

 

7 

 

 

Penalties for violating a part of the IRS Code vary depending on the specific violation. 

Generally, the IRS will collect the amount of the tax that was not properly withheld plus 

statutory interest, and, on a case-by-case basis, may also assess a penalty. Penalties associated 

with the ACA are designed to be predictable so that employers who choose the “pay” rather than 

“play” option can budget for the tax liability as a result of failing to comply with the 

requirements of the ACA.  

 

Information about the “pay” or “play” options, including potential penalties, are 

described more completely in an IRS Q&A: http://www.irs.gov/Affordable-Care-

Act/Employers/Questions-and-Answers-on-Employer-Shared-Responsibility-Provisions-Under-

the-Affordable-Care-Act#Calculation.  

 

This memorandum is drafted to provide general guidance on the issues discussed herein 

only. It is not intended to determine the tax effects of any specific contract provision. Employers 

with questions or concerns should consult legal counsel or a tax advisor regarding any questions 

related to the particular language included in a contract.   

 

This memorandum provides guidance available as of February 1, 2016. Future guidance, 

especially with respect to the treatment of non-health flex contributions and opt-out agreements, 

is anticipated in the coming months. Subsequent Treasury and IRS regulations may invalidate all 

or part of the statements included in this memorandum. Districts should consult legal counsel or 

a tax advisor to ensure they are utilizing the most updated information available.  

 
01209152-1\15587-010 

                                                                                                                                                       
effect in 2018, and the delay may alleviate some concerns with negotiating multi-year collectively bargained 

agreements.  
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