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Although IRS hasn’t  
finalized the rules for  
ACA’s nondiscrimination 
provision, employers should 
pay attention to regulations 
as they become available. 
They may have to reconsider 
executive compensation in 
light of the provision.
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A
mong the many challenges employers 
face as they work to comply with the 
Affordable Care Act (ACA) is the law’s 
nondiscrimination provision, which 
may turn out to be one of the most dif-

ficult and costly for small to midsize employers.
A great deal of discussion and apprehension 

has surrounded the upcoming 2014 “play-or-pay” 
decision—employers with at least 50 full-time (or 
full-time equivalent) employees will need to decide 
whether to provide health coverage or pay a fine. 
Less attention has been devoted to the nondis-
crimination requirements, which dictate that fully 
insured, nongrandfathered group health plans can-
not discriminate in favor of highly compensated 
individuals.
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The provision involves some of the 
stiffest penalties found in ACA and af-
fects a wide variety of organizations 
that have long offered separate group 
health benefits for senior executives 
or managers. To avoid problems and 
penalties down the road, these employ-
ers would be well-advised to study the 
issue carefully and to stay informed 
about specific regulations as they be-
come available. 

Found in Section 2716 of the Public 
Health Service Act, the nondiscrimina-
tion requirements are specific to fully 
insured, group health plans that were 
newly written since March 23, 2010 or 
have not maintained ACA’s grandfa-

thered status.1 Although the rules were 
anticipated to be in place as of the first 
plan year after September 23, 2010, the 
Internal Revenue Service (IRS) post-
poned the implementation date until 
the first day of the plan year following 
the year in which the agency issues reg-
ulations. Indications are that the rules 
will be issued in 2013.

While the delay in regulations 
means that the nondiscrimination 
provision is not yet in effect, it also 
means that employers are left won-
dering exactly how their future group 
health plans will be structured—and 
exactly how they will attract senior 
talent if benefit incentives are off the 

table. Many employers use generous 
benefit offerings to boost the total 
compensation packages of their top 
employees. These organizations have 
structured executive plans to include 
elements such as shorter waiting peri-
ods for eligibility, a richer set of ben-
efits and lower employee contribution 
levels. The sudden removal of this op-
tion may present a significant prob-
lem, one that will have a great impact 
on small and midsized businesses that 
use the promise of superior benefits 
to compete with larger, better funded 
companies for executive talent. 

As a result, while businesses pre-
pare to comply with the nondiscrimi-
nation provision, they also must plan 
for a new approach to executive com-
pensation. Without benefits as part 
of the equation, HR managers face a 
critical shift in the way they budget for 
salaries and benefits. Ultimately, once 
the IRS regulations are issued and the 
nondiscrimination rules are set to take 
effect, senior managers and HR lead-
ers will have to examine their balance 
sheets and decide where and how they 
will move to increase salaries for top 
executives.

A Closer Look at the  
Nondiscrimination Requirement

To date, ACA’s nondiscrimination 
provision has generated more questions 
than it has answered. The law clearly 
states that employers will be prohib-
ited from providing “highly compen-
sated individuals” with more generous 
benefits, but uncertainty remains. For 
instance, organizations that operate in 
distinct geographic locations may offer 
different health plans to employees in 
each region, based on decisions made 
in local offices. IRS regulations will no 
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takeaways >>
•   The nondiscrimination provision involves some of the stiffest penalties found in 

ACA.

•   Nondiscrimination rules are expected to be released this year.

•   Small and midsized businesses, especially, may need to reconsider how they 
compensate top employees.

•   It is assumed that nondiscrimination testing rules for fully insured plans will 
closely follow current rules for self-funded plans.

•   Employers will not be able to offer superior benefits to highly compensated 
employees but may offer more generous benefits to employees receiving lower 
compensation.

ACA nondiscrimination
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doubt clarify how the assessment of nondiscrimination will 
be achieved for these multistate companies. 

IRS requested comments on a number of specific issues, 
and benefits managers, plan administrators and insurers 
have submitted numerous comments to IRS in order to gain 
additional insight into the requirements. Many of these com-
ments, and many of the questions surrounding the nondis-
crimination provision, stem from the law’s reliance on exist-
ing nondiscrimination rules that apply to self-funded group 
health plans.

Prior to ACA’s passage, nondiscrimination requirements 
applied only to self-funded group health plans. The rules 
prohibited employers with self-funded plans from discrimi-
nating in favor of highly compensated individuals by offering 
more generous benefits. Specific nondiscrimination testing 
rules, based on IRS formulas, are used to determine if a self-
funded plan is discriminatory toward highly compensated 
individuals.

It is assumed that testing rules for fully insured plans will 
closely follow current rules for self-funded plans. However, 
until IRS issues regulations and guidance, specific measures 
for plan testing are not known.

It has been assumed that ACA will rely on the same defi-
nition of a highly compensated individual that is used for self-
funded plans. In this definition, the individual is:

• In the top 25% of the highest paid employees within a 
company

• One of the five highest paid officers, or
• A shareholder who owns more than 10% of company 

stock.
However, whether this exact definition is used will have 

an impact on which plans and practices will be considered 
discriminatory. Some employers may currently offer benefits 
to highly compensated individuals on an after-tax basis, and 
it remains unclear whether this practice will be assessed as 
discriminatory. The answer will depend upon whether the 
definition of highly compensated individual currently used 
for self-funded plans is followed to the letter, or if a broader 
definition of the term, per Internal Revenue Code Section 
125, is used.

Other key questions IRS must address include what type 
of safe harbor plan designs will be allowed, and how the non-
discrimination provision will apply in cases where employ-
ees elect not to accept their employer’s coverage. Specifically 
regarding employees who elect to waive coverage, businesses 

need to understand, for the purposes of nondiscrimination 
testing, if and how their plans will be compared to the state 
exchange plans that employees may choose.

Once these and other questions are resolved, employ-
ers will have to analyze their employee base to under-
stand who fits the final definition of 
highly compensated and will need to 
ensure the plans they offer do not 
discriminate. Note that employers are 
not required to offer the exact same 
benefits to every employee; they just 
cannot offer benefits that favor the 
highly compensated. For instance, an 
employer could offer plans that charge 
lower earning employees less for premi-
ums than higher earning employees are 
charged.

To determine if a plan abides by non-
discrimination requirements, employers 
will have to assess plans in 
terms of both eligibility and 
benefits. Three examples of 
plan elements that may be 
considered discriminatory 
and will no longer be allowed 
include:

 1. Different waiting periods for 
different classes of employees. The 
law prohibits practices that many employers 
have undertaken for years, such as offering different 
waiting periods. Now, for instance, an employer will 
not be allowed to require a nonexempt employee to 
wait 60 days for benefits while an exempt employee has 
to wait only 30 days.

 2. Different contribution amounts. Today, companies 
often offer benefits with differing contribution 
amounts. Under the law, organizations will no longer 
be allowed, for example, to pay 100% of all costs or 
100% of the employee-only premium for managers, 
yet only 50% of that same premium for general full-
time employees.

 3. Plans that are available only to certain employees 
such as managers or executives. Employers can no 
longer “carve out” their populations. In other words, 
they cannot offer comprehensive health coverage to 
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Many critics of the health reform law have suggested that the cost 
burden associated with compliance could be damaging to businesses—
especially small companies. Abiding by the law’s nondiscrimination 
provision certainly will require time, effort and expense for some 
organizations. 

ACA nondiscrimination

managers and a limited health or minimed plan to gen-
eral full-time employees.

Understanding the Penalty
The penalty for violating the nondiscrimination provision 

of ACA consists of an excise tax of $100 per day for every 
employee who is not allowed access to the preferred, or high-
er level, benefits plan. Penalties can reach a total of $500,000, 
a staggering amount for most businesses, especially small 
and midsized companies. In addition, it is very possible that 
an employer that does not meet the nondiscrimination pro-
vision will face a civil lawsuit. Given that many smaller orga-
nizations are not yet even aware of the provision today, the 
likelihood is that many will fail to comply, and the collective 
financial cost could be immense.

As an example, a company with 150 employees that of-
fers superior benefits to its highly compensated individuals 

(defined, in this case, as the top 25% of employees) could 
face a penalty of more than $11,000 per day for noncom-
pliance. Avoiding the steep penalties will take planning 
and attention to the final rules IRS issues. Companies with 
significant in-house human resources (HR) staff and those 
who outsource their HR to professional employer organiza-
tions (PEOs) will be at an advantage in preparing for and 
ensuring compliance. These companies will have expert 
resources available to understand the eventual IRS regula-
tions and to examine plan structures to make sure they are 
in line with the law.

As with other parts of the nondiscrimination provision, 
questions remain about how the penalty will be adminis-
tered. IRS must clarify issues surrounding the calculation 
of the number of employees who are deemed excluded 
from the benefit, and must explain how the penalty is to 
be paid.

Next Steps for Employers
With the IRS regulations on nondiscrimination expected 

in 2013, many employers likely will need to reconfigure their 
group health plans in 2014—in time for the beginning of the 
plan year. Until then, they will need to monitor news from 
IRS and should review their workforce and current group 
health plans to understand who in their ranks is considered 
highly compensated, and who is currently offered higher 
level benefits.

Benefiting From Expertise
Many critics of the health reform law have suggested 

that the cost burden associated with compliance could be 
damaging to businesses—especially small companies. Abid-
ing by the law’s nondiscrimination provision certainly will 
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require time, effort and expense for some organizations. 
The chairman of the U.S. House Small Business Commit-
tee recently indicated his belief that the nondiscrimination 
provision—for smaller businesses, especially—should be 
revisited. 

According to Representative Sam Graves, R-Missouri, busi-
nesses regularly provide executives with “non-taxable health 
insurance as part of their compensation and benefits package.” 
He added that “small businesses need strong leadership if they 
want to succeed, and they often do not have an established 
reputation. Superior benefits are the one tool that small firms 
can employ to attract and retain talented executives.”

Businesses are faced with multiple problems: How to 
comply with the law, how to attend to any legal problems 
that may arise if their compliance is contested and how 
to design compensation packages in the wake of nondis-
crimination. Meeting all of these goals demands expertise 
across multiple HR disciplines, including payroll, benefits 
management and legal. In the coming months, keeping up 
to date with the nondiscrimination provision and any rules 
that are developed is critical, and organizations that are able 
to prepare and adapt will be best suited for success down 
the road.   

Editor’s note: Benefits Magazine goes to press about four 
weeks before distribution. Please be aware that federal agen-
cies are continually releasing regulatory guidance regarding 
ACA. Visit www.ifebp.org/acacentral for the latest guidance 
and updates.

Endnote

 1. A grandfathered plan is an employer- or “job-based” health plan that 
was in existence prior to March 23, 2010 and in which the employer has not 
made any significant changes in coverage or cost beyond what is allowable 
under ACA. 
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