
McAffee & Taft Memo 

 
 

M E M O R A N D U M  

TO: Praxis Benefits 

FROM: Jim Prince and Melissa J. Cottle, McAfee & Taft 

DATE: June 13, 2017 

RE: Section 125 Cafeteria Plan Eligibility Rules 

 
Section 125 Cafeteria Plan Eligibility Rules 

The Section 125 cafeteria plan rules strictly regulate who may or may not be eligible to 
participate in an employer’s cafeteria plan. Under applicable Treasury regulations, a cafeteria 
plan may only extend participation in a plan to current or former employees of the employer that 
sponsors the plan.  The regulations define who is considered to be an “employee” for purposes of 
cafeteria plan eligibility, providing that “self-employed individuals” are not considered to be 
employees and therefore may not participate in a cafeteria plan.  “Self-employed individuals” 
include not only sole proprietors but also partners in a partnership or directors serving on a 
corporation’s board of directors who do not otherwise provide services to the corporation as an 
employee. In some cases, a “dual-status” individual – someone who is an employee of the 
employer and also provides services to the employer as a director or independent contractor – 
may be eligible to participate in the employer’s cafeteria plan, but only in his or her capacity as 
an employee. 

Subchapter S Corporations 

The Internal Revenue Code (the “Code”) treats a person who owns more than 2% of the 
capital stock or more than 2% of the voting power of a Subchapter S corporation ( a “More than 
2% Owner”) as a self-employed individual and as a result, such More than 2% Owner is 
expressly excluded from cafeteria plan participation.  A “More than 2% Owner also includes any 
person who is deemed to own the stock of a More than 2% Owner through ownership attribution 
rules (as discussed in greater detail below). 

A person who is, or is deemed to be a More than 2% Owner of corporation on any day of 
the corporation’s taxable year is deemed to be a More than 2% Owner for the entire taxable year.  
Thus, if an individual acquires stock during the taxable year that changes his ownership status for 
benefit purposes, the individual is attributed ownership for the entire year. This “entire year” rule 
is potentially dangerous because it can cause an individual already participating in a cafeteria 
plan at the time of his or her stock acquisition to become retroactively disqualified from 
participation in the plan. 
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LLCs and Partnerships 

Like More than 2% Owners in a Subchapter S corporation, general partners in a 
partnership (and members in an LLC, unless the LLC has elected to be taxed as a C corporation) 
are considered to be self-employed individuals and are expressly excluded under the cafeteria 
plan regulations.  However, there is no “entire year” rule for partners the way that there is for 
More than 2% Owners of Subchapter S corporations, so an individual who becomes a partner in 
the middle of a taxable year becomes ineligible to participate in the cafeteria plan only from the 
time he or she becomes a partner.  

Limited partners who are not employees of the partnership (e.g., passive investors) 
generally would be treated as self-employed individuals ineligible to participate in the cafeteria 
plan. A limited partner who is also an employee of the partnership and who receives guaranteed 
payments from the partnership may also be considered to be a self-employed individual; 
however, a limited-partner employee who does not receive guaranteed payments may not be 
considered to be self-employed and may be eligible to participate if he ore she is a bona-fide 
employee of the partnership. 

Attribution Rules 

As mentioned above, in addition to the rules that prevent a self-employed individual from 
participating in a cafeteria plan, under Section 318 of the Code the ownership of a More than 2% 
Owner may be attributed to another person and as a result, such a person may be prevented from 
participating in a cafeteria plan. Where an individual is attributed ownership under these rules, he 
or she is considered to be a “self-employed individual” because of his or her relationship to a 
self-employed individual or entity. Section 318 provides the following attribution rules: 

 An individual is deemed to own the interest held by his or her spouse, children, 
grandchildren, and parents; 

 If a person has an option to acquire stock, then the stock subject to that option is 
considered to be owned by that person; 

 A partner is deemed to own a proportionate amount of any interest held by the 
partnership; and 

 A shareholder who owns 50% or more of a corporation is deemed to own a 
proportionate share of stock owned by the corporation. 

Accordingly, when the Section 318 attribution rules apply, the spouse, child, grandchild, or 
parents of a self-employed individual are attributed the same ownership in the employer as the 
self-employed individual. 

Code Section 1372(b) provides that for purposes of determining who is a More than 2% 
Owner of a Subchapter S corporation, the attribution rules of Section 318 apply. Thus, neither 
the employee-spouse of the More than 2% shareholder, nor the More than 2% shareholder’s 
children, parents, and grandparents may participate in the Subchapter S corporation’s cafeteria 
plan even if such family members are bona fide employees of the Subchapter S employer. 

The Section 318 attribution rules do not apply to general or limited partnerships (a 
“Partnership Employer”) or to sole proprietorships (a “Sole Proprietor Employer”). Thus a 
spouse, parent, child or grandchild of a partner of a Partnership Employer or Sole Proprietor 
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Employer who is a bona fide employee of the Partnership Employer or Sole Proprietor Employer 
may be covered under the cafeteria plan. 

In addition to the attribution rules under Section 318 of the Code, under the laws 
(“Community Property Laws”) of certain states including Texas and New Mexico (but not 
Oklahoma), a person is deemed to own part of all property owned by his or her spouse.  If such 
laws apply, a spouse of a sole proprietor of partner can also be considered to be a self-employed 
individual and not eligible to participate.  If an owner resides in a Community Property state, 
additional analysis is needed to determine if a spouse of the owner is permitted to participate in a 
Cafeteria Plan. 

Consequences of a Failure to Comply with the Section 125 Eligibility Rules 

The penalty for failing to comply with the Section 125 Eligibility Rules can be severe. An 
operational error has the potential to cause the entire cafeteria plan to be disqualified. This is 
because under the regulations, a plan that fails to comply with the Code or Regulations “is not a 
cafeteria plan” such that “employees’ elections between taxable and nontaxable benefits results 
in gross income to employees.”  The consequences of permitting an ineligible person to 
participate in a cafeteria plan can include the following: 

 Disqualification of the cafeteria plan; 
 Imposition of employment tax withholding liability and penalties on the employer 

with regard to pre-tax salary reductions and elective employer contributions under the 
plan; 

 Imposition of employment and income tax liability and penalties on the employee 
with regard to pre-tax salary reductions and elective employer contributions under the 
plan; 

 Reversal of the transactions that triggered noncompliance. 

At the very least, the IRS would likely require that the ineligible participant’s 
participation be reversed through a refund of the participant’s salary reductions and an increase 
in the participant’s taxable pay and FICA or self-employment wages. 


