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The recently enacted Working
Families Tax Relief Act of 2004
(WFTRA) modifies the defini-
tion of eligible tax dependent,
however, these WFTRA changes
to the definition of dependent
apply only to specific sections
of the Internal Revenue Code.
This Advisor discusses the
changes and the potential im-
pact on your benefit plans.

We welcome your comments
and suggestions regarding this
issue of our technical bulle-
tin. For more information on
this Benefit Advisor, please
contact your Account Man-
ager or visit the McGraw
Wentworth web site at
www.mcgrawwentworth.com.

Effective January 1, 2005, the Work-
ing Families Tax Relief Act redefined
the requirements of an eligible tax de-
pendent. The change directly affects
Section 152 of the Internal Revenue
Code.

The new Section 152
dependent require-
ments are causing a
great deal of confu-
sion on how these
changes could po-
tentially affect em-
ployee benefit plans.
Many sections of the Internal Revenue
Code refer to Section 152 to define
eligible dependent. By making
changes to Section 152, the IRS has
affected many different areas of how
employee benefit plans operate. The
intention of the change was to create
a more uniform definition of depen-
dent throughout the Internal Revenue
Code.

The most pressing impact on employ-
ers will be on their dependent care
flexible spending accounts. For em-
ployees who use these accounts to pay
for daycare expenses for dependent
parents, their parent may no longer
be considered an eligible dependent.

This change also may impact the tax
favored nature of employer-sponsored
health plans for specific dependents.
Since the IRS did not intend this change
to impact the tax-favored status of
employer-sponsored health plans,
most organizations are not making any
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changes to their administrative pro-
cedures at this time. Organizations
are expecting the IRS to issue guid-
ance to maintain the status quo of
the tax favored status of benefits and
employer contri-
_-" butions to health
plans.

It is important to
understand the
potential impact
of these changes
and to notify your
dependent care
participants of the new definitions.
From a health plan standpoint, the
consequences seem unintended and
most organizations are not acting on
the potential impact of these changes.
Hopefully, the IRS will issue guidance
to maintain the current requirements
for receiving tax favored benefits and
premium contributions.

Dependent Definitions

The revised Section 152 defines two
types of eligible tax dependents, a
qualifying child or a qualifying rela-
tive. A qualifying tax dependent must
meet the following requirements of a
qualifying child or a qualifying rela-
tive.

Qualifying Child

e Relationship: The child must
be the taxpayer’s son, daughter,
step child, sibling or step
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sibling. A legally adopted
child or a child lawfully
placed with the taxpayer for
adoption is treated as a
taxpayer’s child. A foster
child legally placed with the
taxpayer is also treated as the
taxpayer’s child.

Residency: The child must
live at home with the taxpayer
for more than half of the
taxable year. Temporary
absences because of special
circumstances, including
illness, education, business,
vacation or military service,
do not prevent the child from
qualifying.

Age: In general, the child
must be under age 19 (or
under age 24 if a full-time
student) as of the end of the
calendar year. However, the
age limit varies depending on
the tax benefit. For example,
for the dependent care tax
credit or benefits paid under a
dependent care flexible
spending account, the child
must be under age 13.

There is a special rule for
disabled children. In the case
of an individual who is
permanently and totally
disabled as defined in Section
22(e)(3) at any time during
the calendar year, the age
limits will be waived.

Support: The child must not
have provided more than half
of his or her support for the
taxable year.

NOTABLE THOUGHT

EDUCATE A MAN AND YOU EDUCATE AN INDIVIDUAL -
EDUCATE A WOMAN AND YOU EDUCATE A FAMILY.

There are special provisions in
WETRA that are intended to address
divorce situations. This provision
says that the child will be deemed
the qualifying child or relative of
the non-custodial parent:

e Ifthereisa
court order
or divorce
decree or
mainte-
nance/
separation
agreement
saying that
either the
non-custodial parent is
entitled to take the deduction
for the child or

e The custodial parent declares
in writing that he/she won't
claim the child as a deduction
on his/her taxes.

There are also special rules that ap-
ply if more than one individual is
able to claim the child as a depen-
dent. If two or more taxpayers
claim a qualifying child, WFTRA has
provided “tie-breaking” rules:

e Between a parent and another
individual:
> The parent may claim the
child.
¢ Between two non-parents:

» The individual with the
highest Adjusted Gross
Income for the tax year
may claim the child.

AGNES CRIPPS

Between two parents who do
not file a joint tax return:

> The parent with whom the

child lives the longest

during the year may claim

the child, or if the child
resided with
both parents for
the same period
of time during
the year, the
parent with the
highest Adjusted
Gross Income for
the tax year
may claim the
child.

If a child does not meet all the re-
quirements of a qualifying child, he
or she may still qualify as a rela-
tive.

Qualifying Relative

Relationship or Residency:
The dependent must be the
taxpayer’s child or descendant
of a child, sibling or step
sibling, parent or ancestor,
step parent, aunt, uncle, niece
or nephew. The dependent can
also be a brother or sister in-
law, a son or daughter in-law,
or a mother or father in-law.

A qualifying relative also
includes an individual (other
than an individual who at any
time during the taxable year
was a spouse) who has the
same principal place of abode
as the taxpayer and is a
member of the taxpayer’s
household. The relationship
between the individual and the
taxpayer may not violate state
or federal law.

There is a question whether the

residency requirement applies
to dependents who meet the

Continued on Page 3
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relationship requirement. It How Could This Change a. A dependent of the tax-

is simply not clear if an Affect Your Organization’s payer who is under the age

individual in a relationship as Benefit Plans? of 13 and with respect to

defined above must also reside whom the taxpayer is

with the taxpayer. The changes in the Section 152 defi- entitled to a deduction
nition of dependents directly affect under section 151(c)

e Income Limits: The

d dent’ . some plans and have caused some (requirements are similar to
epetn e? s grods s:c;lncome complicated problems. Your orga- new requirements) or
TusSt Ot exceed Lhe exemp- nization should review the follow-
tion amount (estimated to be : s b. A dependent of the tax-
. ing key plans and provisions: . .
$3,200 for 2005). Special payer whg is physically or
rules apply to the income of a . mentally incapable of
handicapped dependent. If a * SDepefilfienZCare Ftex1ble caring for him/herself or
qualifying relative is perma- pending Accounts c. The spouse of the taxpayer,
ner}tly apd totaTlly disabled as * Health plans if he/she is physically or
defined in Section 22(e)(3), > Eligibility provisions mentally incapable of
income attributable to service caring for him/herself.
performed at a sheltered > Tax consequence of benefits ] )
workshop is not counted and premiums paid by These are mdependept require-
toward the income limit, if: plans mgnts, the}refore a disabled
. child who is over age 13, but
> The availability of medical * Health Savings Accounts who still qualifies as a depen-
care at such a workshop is dent under the new require-
the principal reason for ments, will be a “qualifying
individual's presence there. Dependent Care Flexible individual” for purposes of
> The income arises solely Spending Accounts dependent care.

from the activities at a
workshop which are
incident to such medical

To determine how the Section 152
changes directly affect your depen-
dent care flexible spending account:

It is important to understand
that some of your employees

care. may be using the dependent
. care account to pay for elder
* Support: The quahfymg 1. Review your summary plan care expenses fo? aydependent
relative must _have received description. Decide whether parent. The dependent must be
over half of his or her support you need to change your incapable of self-care but must
from the definition of also meet the requirements of
taxpayer for an eligible qualifying relative. It is
the calendar dependent important to understand, the
year. under the income requirements for a
plan. If your qualifying relative are new for
These are the new eligibility 2005. Tt is quite conceivable
requirements listed provision that an employee who set aside
under Section 152. refers to money in a dependent care
However, other ar- Section 152 account to pay for a dependent
eas of the tax code directly, no parent’s elder care expenses
and technical clarifications issued change may be necessary. may no longer claim those
by the IRS will change some as- However, if your summary expenses because the parent’s
pects of these definitions depend- plan description’s definition of income could disqualify the
ing on the benefit in question. We a dependent is different from parent from being considered a
will discuss how many aspects of the new requirements, you “qualifying relative”. Social
your benefit plans may be affected will need to amend your plan security income is considered
by this change. document. income for purposes of this
section.
The rules for who can qualify
for dependent care benefits are
as follows:
Continued on Page 4
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2. Notify your dependent care
FSA participants about this
tax code change. Explain
that this change is not a plan
design change, but rather a
tax code change that may
affect whether or not they will
be eligible to receive a tax-
favored benefit. If your plan
operates on the calendar year
basis, your organization
should allow employees to
modify their 2005 election if
this change affects them.

If your plan does not operate
on the calendar year, make the
change in the SPD effective
January 1, 2005 and notify
your participants. For
individuals that may no longer
use dependent account funds
for a qualifying relative, the
Treasury Department has
informally indicated that you
can treat this as a mid-year
family status change and allow
changes to the participant’s
election.

If your plan
document sim-
ply refers to
Section 152 to
define eligible |
dependent, an
amendment
may not be re-
quired. How-
ever, your or-
ganization should still notify par-
ticipants of this change and allow
amended elections.

Health Plans

The effect of WFTRA on employer-
sponsored health plans is complex.
The passage of WFTRA has created a
conflict between tax law and fed-
eral or state law as it pertains to
whom must be considered a cov-
ered dependent under a health plan.

This is an important distinction to
understand:

e Tax law defines dependents who
may receive tax-favored
benefits from an employer-
sponsored health plan and who
are eligible to receive tax-
favored employer contributions
for the health plan coverage.

¢ The federal law, OBRA required
states pass laws to prohibit
insurers and self-funded plans
from denying coverage to a
child because:

» The child was born out of
wedlock.

» The child was not declared
as a dependent on the plan
participant’s tax return.

> The child does not reside
with the plan participant or
the child resides outside the
service area of the plan.

Your health plan eligibility cannot
mirror the requirements of Section
152 while still complying with fed-
eral and state law.
Your organization
should review your
summary plan de-
scription to make
sure the eligibility
section does not
defer to Section
152 as the defini-
tion for an eligible
dependent under

your plan.

Most plans comply with the OBRA
requirements and therefore there is
the opportunity for a plan to cover
a dependent that may not be eligible
to receive tax-favored benefits or
tax-favored employer contributions
for plan coverage, according to the
Internal Revenue Code. Generally
when this situation applies, the em-
ployer is required to impute income
for the fair market value of the cov-

erage provided and the employer is
not permitted to make tax favored
contributions for coverage.

It appears the IRS did not intend
this to be the consequence of the
changes dictated by WFTRA. In par-
ticular, if taken literally, many em-
ployers would be required to im-
pute income on children over 18 if
not a full time student (over 24 if a
full-time student), if coverage is pro-
vided under the health plan. Many
employers’ eligibility criteria allow
dependent children to be covered
until a child turns 19 or 25 if a full-
time student.

In order to remedy this alarming
consequence, the IRS issued addi-
tional guidance that basically states
for the purpose of tax favored ben-
efits or employer contributions for
health plan coverage, the income re-
quirements for a “qualifying rela-
tive” will not apply. This guidance
does alleviate a major problem
health plan sponsors faced. In ef-
fect, most children who did not meet
the age requirements of a “qualify-
ing child” could meet the require-
ments of a “qualifying relative” if
the income limitation of $3,200 was
not applied.

However, this additional guidance
did not alleviate all issues related
to the new dependent requirements
from a health plan standpoint. For
example, in Qualified Medical Child
Support Order situations, a state re-
quires a child to be added to an
employer-sponsored plan and that
child may not be a tax dependent
of the parent being forced to pro-
vide coverage.

From an administrative standpoint,
this requirement would be almost
impossible for employers to track,
and equally difficult for the IRS to
monitor. The Department of Labor

Continued on Page 5
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is investigating this situation and
most employers are taking a “wait
and see” approach before taking
action for these situations. Hope-
fully, the IRS will issue some guid-
ance that will assist employers in
meeting the requirements of state
law without having to significantly
impact certain plan participants’in-
come.

Health Savings Accounts

Although not many employers are
offering Health Savings Accounts
along with a High Deductible
Health Plan, these changes may
affect what can be considered a
qualifying expense under these ac-
counts.

These accounts
permit an em-
ployee to take
tax-favored dis-
bursements for
any qualifying
expense of any
dependent quali-
fying under Section 152. There-
fore, your employees need to en-
sure their dependents meet the
Section 152 definition and not sim-
ply your health plan’s criteria in
determining if an expense is tax-
favored disbursement under an
HSA.

Conclusion

The Working Families Tax Relief Act
tax code changes have left many
of us confused about the impact
on our plans. The impact will be
relatively minor for most individu-
als, but you should review your
plan documents to make sure any
references to Section 152 are cor-
rect. Also, your organization
should analyze the effect on your
dependent care accounts immedi-
ately.

NoTABLE THOUGHT
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WHERE YOU'RE FROM ONLY MATTERS IN RELATION

Employers should act on their de-
pendent care accounts today. Make
sure your employees are notified of
these changes and have the oppor-
tunity to amend their elections if
their ability to benefit from the plan
is affected. In regard to your group
health plan, it is important to un-
derstand the potential impact of
this law on your plan, but it is be-
lieved the IRS
will issue addi-
tional guidance
which hopefully
will alleviate
many of the po-
tential problems
the new defini-
tions are creat-
ing.

Take the time to review all your ben-
efits and investigate the potential
impact on your plan. The act could
affect fringe benefits (meal and
lodging plans) or retirement plans
(hardship withdraws or emergency
distributions) as well.

The IRS did not intend all the con-
sequences this new act is having on
benefit plans sponsored by employ-
ers. While no official guidance has
been issued to change the provisions
in the tax law to match the provi-
sions required by Federal law, the
IRS is aware this issue exists. Many
leaders in the benefit industry are
offering the IRS opinions in this mat-
ter. The general thought is that
employers should take a “wait and
see” attitude toward handling these
differences. There is a good chance

TO WHERE YOU ARE.

MaLcoLm ForBES

the IRS will issue additional guid-
ance in 2005.

If the discrepancy in tax dependent
and group health plan dependent
is maintained, it will have a sig-
nificant impact on how an employer
administers the dependent verifi-
cation for their plans. The neces-
sary documents needed to confirm
a dependent’s tax eligible status are
generally considered quite per-
sonal; however, employers will need
these documents to determine
whether imputed income will be
necessary, in instances where a de-
pendent may be covered by a plan
but not be an eligible tax depen-
dent of the employee.

If you have any questions, please
contact your McGraw Wentworth
Account Manager. MW
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Our technical bulletins are written and produced by McGraw Wentworth staff and are intended to
inform our clients and friends on general information relating to employee benefit plans. They are
not intended to provide either legal or tax advice. Before implementing any welfare or pension
benefit program, employers are urged to consult with their benefits advisor and/or legal counsel
for advice that is appropriate to their specific circumstances.
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