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Although the Affordable Care Act (ACA) is more than six 
years old, employers and employees are still figuring out 
the law’s complexities.

The Top 10 ACA Traps 
for the Unwary
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The Affordable Care Act (ACA) 
is filled with traps for unwary 
employers and employees. 
Based on his own experiences 

and those of his colleagues, group in-
surance brokers and employee benefits 
plan consultants, the author has identi-
fied the following as the top ten traps:

10. COBRA
This one fits under the heading 

of “no good deed goes unpunished.” 
Some employers think they are helping 
terminated employees by paying for a 
few months of Consolidated Omnibus 
Budget Reconciliation Act (COBRA) 
coverage as part of a severance pack-
age. At the end of the employer-paid 
COBRA, the former employee wants 
to go to the health insurance market-
place and get a subsidy but learns he 
or she cannot. That is because losing a 
job triggers a special enrollment peri-
od for the marketplace but losing em-
ployer payments toward COBRA does 
not trigger anything. The employee 
must wait until the next open enroll-
ment period to get coverage through 

the marketplace, meaning the employ-
ee either must continue unsubsidized 
COBRA payments or will have a gap 
in coverage.

9.  Paying for Individual Health 
Insurance Policies
Many employers, particularly small 

employers, used to reimburse employ-
ees for their individual health insur-
ance premiums. The Internal Revenue 
Service (IRS) says that under ACA, this 
practice is no longer allowed. Despite 
the fact that IRS has issued answers to 
frequently asked questions, IRS notices 
and information letters on this subject, 
there still are some insurance agents 
pushing employers to pay for individ-
ual health insurance policies.

Employers should consult with a 
knowledgeable attorney before engag-
ing in this practice. If they are reim-
bursing employees for individual health 
insurance policies, they should stop it 
(unless an exception applies, such as 
for a dental policy or a Medicare sup-
plement for employees of an employer 
with fewer than 20 employees).

8. The Cadillac Tax Is Coming
The delay of the so-called Cadil-

lac tax (a 40% excise tax on health 
plans that cost more than specified 
amounts) from 2018 to 2020 is wel-
come, but unless there is additional 
legislation repealing or significantly 
modifying the tax, the delay only 
postpones the pain. 

IRS has not issued regulations on 
the Cadillac tax, but IRS notices have 
made it clear that both employer and 
employee pretax contributions to 
health savings accounts (HSAs) and 
flexible spending accounts (FSAs) for 
health care are amounts that must be 
counted when determining if a plan 
exceeds the cost that triggers the tax. 
This rule makes it likely that the first 
steps employers will take to avoid the 
tax will be to eliminate health FSAs and 
HSA contributions or salary reduc-
tions. The cost triggers for the Cadillac 
tax are adjusted for inflation, but only 
the Consumer Price Index, not medical 
inflation, which means that it is not a 
question of whether a health plan will 
trigger the tax, but when.

7. Who Is a Small Employer?
In addition to delaying the Cadillac 

tax late last year, Congress also changed 
the definition of a small employer for 
purposes of certain insurance rules. For 
2014 and 2015, states had the option 
of defining a small employer for this 
purpose as an employer with no more 
than 50 employees or no more than 
100 employees. Every state opted to 
use 50 as the upper limit. The original 
statutory language called for the defini-
tion to change to 100 in all states as of 
2016. Congress decided to allow states 
to continue to have the option of 50 or 
100; however, some states were already 

ACA

takeaways
•  Employers that choose to subsidize a few months of COBRA coverage for employees who 

have lost their jobs may be doing those employees a disservice.

•  Unless the Cadillac tax is repealed or modified, many employers likely will eliminate 
health FSAs and HSAs because both employer and employee contributions to those ac-
counts will count toward the cost of a health plan.

•  Although employers can use one of three safe harbors for determining household 
income, on which affordability of insurance coverage is based, there are problems with 
all three.

•  If an employer considers someone to be an independent contractor but the government 
determines the person actually was an employee, the penalty for failing to provide 
minimum essential coverage could be severe if that person got subsidized coverage on 
an exchange.

•  Many employers continue to struggle with determining who is a full-time employee.
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committed to using 100 as the upper limit, which has signifi-
cant consequences for employers with 51 to 100 employees.

The biggest change in these states is that small employers 
must have age rating. For a group with a young population, 
that can be a good thing, leading to reduced premiums. For 
groups with older populations, premiums can increase quite 
significantly. Even if premiums are relatively stable, there is a 
significant administrative burden on employers applying dif-
ferent premiums to virtually every employee. An employee 
who is 41 years old pays a different premium than an em-
ployee who is 42 years old. Even two employees who are both 
41 years old could have different family premiums if their 
spouses are different ages. 

Other problems include the fact that small employers 
have more limited plan design options and often have limited 
networks available.

6. Transition Rules
Many employers incorrectly assumed that the transition 

rules related to employer penalties applied to them. There 
are two transition rules: One postponed penalties until 
2016 for employers with 50 to 99 employees, and the other 
postponed penalties until the first day of the plan year for 
employers with non-calendar-year plans. But there are con-
ditions plans must meet in order to qualify for the transition 
relief. Employers with 50-99 employees have to certify that 
they did not reduce their workforce from February 9, 2014 
to December 31, 2014 in order to qualify for the transition 
relief, and they must certify that they did not eliminate or 
materially reduce their health coverage from February 9, 
2014 through December 31, 2015. In order to qualify for the 
non-calendar-year relief, employers must certify that they 
have had the same non-calendar-year plan since December 
27, 2012; that they offered coverage by the first day of the 
2015 plan year (or 2016 if they also qualify for the relief 
for employers with 50-99 employees); and that they offered 
coverage to a significant percentage of employees on or be-
fore February 9, 2014.

5. Affordability
To avoid any possibility of penalties, employers must offer 

95% of their full-time employees affordable, minimum value 
coverage. Under the statutory language, affordability is based 
on an employee’s household income. The regulators recog-
nized that employers do not know the household incomes of 

their employees and provided three safe harbors for deter-
mining household income. There are problems with all three 
safe harbors.

The W-2 safe harbor generally produces the highest al-
lowable employee contributions; however, that is not always 
the case. The W-2 safe harbor is not based on the prior year’s 
W-2, which is a known amount; instead, it is based on the 
current year W-2, which will not be known until the end 
of the year. That means that if an employee takes an unpaid 
leave or has a significant reduction in hours, contributions 
that would have been affordable based on the prior year’s 
W-2 may not be affordable.

The rate-of-pay safe harbor is a known amount. The prob-
lem is that many employers calculated employee contribu-
tions using the rate of pay times actual hours, whereas the 
regulations only allow this calculation using 130 hours per 
month. 

The problem with the federal poverty level safe harbor is 
that it produces the lowest level of employee contributions.

4. Who Is an Employee? (Part 1)
The regulations say that an employee is an employee using 

the common law definition of employee and the IRS 20-fac-
tor test.1 The regulations do not recognize joint employment 
situations. This means that temporary employees and leased 
employees could be considered an organization’s employees.

The preamble to the regulations provides a safe harbor for 
employees provided through a staffing company. An employ-
er will not be liable for penalties if it has a contract with the 
staffing company that requires the staffing company to offer 
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affordable, minimum value coverage 
and if the employer is charged extra for 
those employees who elect coverage.

In practice, very few staffing com-
panies charge extra only for employ-
ees who elect coverage; most charge 
an ACA fee (by whatever name) for all 
employees. It remains to be seen if that 
will satisfy IRS. Although technically 
staffing companies are charging more 
for employees who elect coverage, they 
also are charging more for the other 
employees. 

3. Who Is an Employee? (Part 2)
An even more significant challenge 

arises with regard to independent con-
tractors. IRS will give no credibility to 
an employer’s categorization of an em-
ployee as an independent contractor. 
If IRS decides a worker is an employee 
and not an independent contractor, 
there could be significant penalties. For 
example, let’s say an employer offers af-
fordable, minimum value coverage to 
all of its 100 full-time employees but of-
fers no coverage to seven independent 
contractors. If in 2019 IRS audits 2016, 

2017 and 2018 and determines that the 
seven “independent contractors” are 
really full-time employees, the employ-
er will have failed to offer minimum 
essential coverage to at least 95% of its 
full-time employees. If just one of the 
seven improperly categorized work-
ers got a subsidy for all three years, the 
penalty will be (107230) 3 $2,000 3 
3  5 $462,000. The penalty will actually 
be more, but since we don’t know the 
inflation amounts for 2017 and 2018 
yet, $2,000 was used here (the 2016 
amount is actually $2,160 for an entire 
year).

2. Who Is a Full-Time Employee?
Many employers still are wrestling 

with the determination of who is a 
full-time employee. Some employ-
ers have not even defined their mea-
surement and stability periods, even 
though they should have in order to 
report properly for 2015. Many em-
ployers do not understand how the 
monthly method works. Some think 
that if someone averages 30 hours of 
service, they should be offered cover-

age prospectively (which would make 
sense). Unfortunately, the rule is that 
if an employee averages 30 hours in 
a month, he or she should have been 
offered coverage at the start of that 
month, which is unworkable (unless 
an employer has only full-time em-
ployees and offers coverage to all of 
them). Many employers also struggle 
with employees like coaches of sports 
teams or substitute teachers who do 
not punch a time clock and do not 
want to submit time sheets. The de-
fault assumptions of eight hours a day 
or 40 hours a week might overstate 
the actual hours, costing the employer 
money in the form of health insurance.

1. Reporting
Completing the 1095-C and 1094-C 

forms has been a nightmare for most 
employers. Fortunately, IRS said it 
would not enforce penalties for the first 
year of reporting if an employer made 
a good faith effort to comply and sub-
mitted forms on a timely basis. Unless 
IRS changes its mind, that relief will not 
be available again. Many of the vendors 
that worked with employers to provide 
the forms did not understand the rules, 
and too many of them produced incor-
rect forms. It wouldn’t be surprising if 
there are a large number of employers 
that were so dissatisfied with the per-
formance of their chosen vendors that 
they will be shopping for a new partner 
as soon as the dust settles after filing 
their 1094-Cs. 

Endnote

 1. IRS has identified 20 factors or elements 
to use to help determine whether someone is an 
employee. It is described at www.mdc.edu/hr 
/Operations/AFS/IRSFactorTest.pdf.
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