
  July 2, 2007 

Washington Bulletin 
A periodic update of legal and regulatory developments relating to Employee Benefits 
 

In this issue . . . 
  
 
New Health Plan Mandates for Employers in Massachusetts Now in Effect.  
Employers with employees in Massachusetts must begin complying with key elements of 
that state’s new health care reform law as of yesterday, July 1, 2007.  One of the main 
components of the new law, the “Fair Share Contribution” requirement, technically 
became effective on October 1, 2006.  But the requirement for most employers to have 
IRC § 125 premium conversion plans in place and the related “Free Rider Surcharge” 
take effect on July 1.  [Page 2] 
 
 
IRS Issues New Guidance on Partial Terminations.  The IRS on June 26, 2007 issued 
Revenue Ruling 2007-43 to provide guidance on the rules for determining when an 
employer-initiated reduction in the number of pension plan participants will result in a 
partial termination of the plan.  Those who have followed the partial termination saga 
over the years might argue with some (or all) of the positions the IRS has staked out, but 
the revenue ruling represents a much-needed attempt to cut through the complex web of 
prior IRS guidance and case law and give some meaningful guidelines that plan sponsors 
and participants can follow when trying to determine if a partial termination has 
occurred.   [Page 4] 
 
 
IRS Private Letter Ruling on Funding Retiree Medical Benefits.  A recent letter 
ruling by the IRS explains the tax consequences of giving employees a choice between 
retiree medical benefits and cash when no exception to the doctrine of constructive 
receipt applies.  PLR 200724008 (released June 15, 2007).  Employers routinely use IRC 
§ 125 cafeteria plans to permit active employees to pay their health insurance premiums 
on a pre-tax basis.  But the IRC § 125 plan option could not be used in the situation 
described in the letter ruling, and so the employer’s attempt to give retiring employees a 
choice between a taxable benefit and retiree medical benefits resulted in immediate tax 
consequences for employees electing the retiree medical benefits option.  [Page 7] 
 
 
 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
The information in 
this Washington 
Bulletin is general 
information only 
and not intended to 
provide advice or 
guidance 
for specific 
situations.  Contact 
your Deloitte 
advisor for 
information 
regarding your 
specific 
circumstances. 
 
Global Employer 
Rewards 
Deloitte 
555 12th Street NW 
Suite 500 
Washington, DC 
20004-1207 
 
Copyright © 2007 
Deloitte 
Development LLC.  
All rights reserved.  
  
 
 
 
 
 
 
 

Please Note:  There will be no Washington Bulletin next week due to the 4th of July holiday.  
          The next issue will published on Monday, July 16.   



Deloitte Global Employer Rewards Washington Bulletin July 2, 2007 
 

1. New Health Plan Mandates for Employers in Massachusetts Now in Effect  
 
Employers with employees in Massachusetts must begin complying with key elements of that 
state’s new health care reform law as of yesterday, July 1, 2007.  One of the main components of 
the new law, the “Fair Share Contribution” requirement, technically became effective on October 
1, 2006.  But the requirement for most employers to have IRC § 125 premium conversion plans 
in place and the related “Free Rider Surcharge” is now effective as well. 
 

Who Has to Comply (and What About ERISA Preemption)? 
 
The employer mandates discussed below generally apply to employers with 11 or more “full-
time equivalent” (FTE) employees in Massachusetts (“covered employers”).  Basically, 
employers determine their number of FTE employees by dividing total payroll hours for all 
employees by 2,000 during the twelve-month period beginning on April 1, 2006.  The mandates 
apply to employers – as opposed to plans – so it does not matter if a covered employer’s health 
plans are self-insured or fully-insured. 
 
Some employers might be wondering whether the Massachusetts law’s employer mandates are 
preempted by ERISA, especially the “Fair Share Contribution” requirement.  The Fourth Circuit 
Court of Appeals has ruled ERISA preempts a similar – but not identical – “play or pay” law that 
Maryland tried to implement last year.  However, Massachusetts is not within the Fourth 
Circuit’s jurisdiction.  Thus, unless and until a court specifically rules on the Massachusetts law, 
covered employers should comply with its requirements. 

 Fair Share Contribution (aka, “Play or Pay”) 

The "Fair Share Contribution" requirement imposes a "fee" or "tax" on any covered employer 
that does not make a "fair and reasonable" premium contribution to its employees' health 
benefits.  The Fair Share Contribution will be as much as $295 per employee, as determined by 
the Director of Workforce Development and the Division of Health Care Finance & Policy 
(DHCFP).  A pro-rated Fair Share Contribution will apply for part-time employees. 

Either of the following will satisfy the "fair and reasonable" premium contribution requirement-- 

• There is at least 25 percent participation by full-time employees (i.e., those who work at 
least 35 hours per week) [the “Primary Test”], OR  

• The employer offers to contribute at least 33 percent of the premium cost (for single 
coverage) to all full-time employees employed more than 90 days during the period from 
October 1 to September 30 [the “Secondary Test”].   

The following formula is used to calculate the participation percentage for purposes of the 
Primary Test: 

(Total Annual Payroll Hours of Enrolled Full-Time Employees ÷ Total Annual Payroll Hours of 
All Full-Time Employees) x 100 
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Unfortunately, the term “Enrolled Full-Time Employees” does not include employees who 
receive health care from other sources, such as a spouse’s health plan.  Still, most employers that 
offer health benefits should be able to pass the Primary or Secondary Test easily.  For example, 
in 2006 the average take-up rate for employer-sponsored health plans was 82 percent and the 
average employer contribution for single coverage was more than 80 percent of the total 
premium cost. 

The IRC § 125 Plan Mandate and the “Free Rider Surcharge” 

Effective July 1, 2007, all covered employers must have an IRC § 125 cafeteria plan in place 
that, at a minimum, allows employees to pay health insurance premiums on a pre-tax basis (i.e., 
a "premium conversion plan").  Significantly, the IRC § 125 Plan Requirement applies to 
covered employers regardless of whether they offer health benefits to their employees.  
Employers can offer health insurance plans available through the Massachusetts Health 
Connector as options under their IRC § 125 plans. 

Covered employers do not have to allow “part-time employees” to participate in their IRC § 125 
cafeteria plans.  For this purpose the term "part-time employees" means employees who work, on 
average, fewer than 64 hours per month for the employer.  Employers also may exclude the 
following classes of employees: 

• Employees under age 18; 
• Temporary employees; 
• Wait staff, service employees or service bartenders who earn, on average, less than $400 

in monthly payroll wages; 
• Students who are employed as interns or as cooperative education student workers; and 
• Seasonal Employees under a U.S. J-1 student visa or a U.S. H2B visa, and who are 

enrolled in travel health insurance. 

Employers are required to file their IRC § 125 plan documents with the Massachusetts 
Commonwealth Connector.  Directions for satisfying this filing requirement will be issued in the 
near future.  The Massachusetts Commonwealth Connector issued emergency rules to implement 
the IRC § 125 Plan requirement earlier this year.   

Covered employers that do not satisfy the IRC § 125 Plan Requirement may be subject to the 
"Free Rider Surcharge."  The surcharge is triggered if the covered employer's employees (and 
their dependents) receive "state-funded health services" of at least $50,000 in one hospital fiscal 
year (October 1 through September 30).  The DHCFP will calculate the surcharge amount, based 
on specified factors.  Final regulations on the Free Rider Surcharge are forthcoming. 

 Filing Requirements 

In addition to being required to file their IRC § 125 plan documents with the Massachusetts 
Commonwealth Connector, covered employers are required to file a Health Insurance 
Responsibility Disclosure (HIRD) form with the DHCFP.  The deadline for filing the HIRD will 
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be November 15. The form and implementing regulations are still being developed, but are 
expected to be published in the near future. 
 
Additionally, employers will be required to collect HIRDs from employees who decide not to 
participate in the employer’s health benefits plan or IRC § 125 plan. 
 
 Where to Go for More Information 
 
The Massachusetts Commonwealth Connector has established a Web site to help employers, 
individuals, employees, and health insurance brokers comply with the new law’s requirements.  
The employer section of the Web site, which is located at www.MAhealthconnector.org, 
includes an “Employer Handbook,” a handbook on the IRC § 125 Plan requirement, and answers 
to a series of frequently asked questions.  The employer and employee HIRDs, as well as 
instructions for filing IRC § 125 plan documents, also will be posted to this Web site as they 
become available. 
   
  
2. IRS Issues New Guidance on Partial Terminations 
 
The IRS on June 26, 2007 issued Revenue Ruling 2007-43 to provide guidance on the rules for 
determining when an employer-initiated reduction in the number of pension plan participants 
will result in a partial termination of the plan.  Those who have followed the partial termination 
saga over the years might argue with some (or all) of the positions the IRS has staked out, but the 
revenue ruling represents a much-needed attempt to cut through the complex web of prior IRS 
guidance and case law and give some meaningful guidelines that plan sponsors and participants 
can follow when trying to determine if a partial termination has occurred.   
 

The Partial Termination Rule 
 
According to IRC § 411(d)(3), plan participants affected by a full or partial pension plan 
termination must become 100 percent vested in all their accrued benefits as of termination date.  
The purpose of requiring accelerated vesting upon a full plan termination is to prevent employers 
from terminating their plans in order to claim reversions at the expense of participants’ benefits.  
(Congress first added this rule to the Internal Revenue Code in 1963.  At that time, employer 
reversions were not subject to an excise tax.)  The partial termination rule is a backstop to the 
full termination rule, designed to prevent plan sponsors from evading the consequences (i.e., 
immediate vesting) of a full plan termination by terminating their plans incrementally. 
 
There are two types of partial terminations.  A vertical partial termination may occur when a 
defined benefit or defined contribution plan sponsor drops a group of participants from the plan, 
either by terminating their employment or some other means.  A horizontal partial termination 
can occur if a defined benefit plan sponsor ceases or reduces future accruals.  See Treas. Reg. § 
1.411(d)-2(b). 
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   What Constitutes a Vertical Partial Termination? 
 
Rev. Rul. 2007-43 deals with vertical partial terminations.  The issue is whether a vertical partial 
termination results from the following fact pattern: 
 

Employer X maintains Plan A, a defined contribution plan qualified under 
§ 401(a).  The plan year for Plan A is the calendar year.  The plan participants 
include both current and former employees.  Plan A provides that an employee of 
Employer X has a fully vested and nonforfeitable interest in his or her account 
balance upon either completion of 3 years of service or attainment of age 65.  The 
plan also provides for each participant to have a fully vested and nonforfeitable 
right to his or her account balance upon the plan’s termination or upon a partial 
termination of the plan that affects the participant. 
 

Employer X ceases operations of one of its four business locations.  As a 
result, 23 percent of the Plan A participants who are employees of Employer X 
cease active participation in Plan A due to a severance from employment 
(excluding any severance from employment that is either on account of death or 
disability, or retirement on or after normal retirement age) during the plan year.  
Some of these participants are fully vested due to having completed 3 years of 
service or having attained age 65.  Plan A is not terminated. 

 
Unfortunately, the Internal Revenue Code (IRC) provides little guidance as to what constitutes a 
vertical partial termination and how to determine when and if a vertical partial termination has 
occurred.  Neither the IRC nor ERISA define “partial termination.”  Treasury regulations explain 
that “whether or not a partial termination of a qualified plan occurs (and the time of such event) 
shall be determined ... with regard to all the facts and circumstances in a particular case.”  Treas. 
Reg. Sec. 1.411(d)-2(b)(1). 
 
The body of case law that has examined this issue generally holds that a vertical partial 
termination occurs only when there is a “significant reduction” in plan participants.  Courts 
generally use a “significant percentage” test first developed by the IRS to determine if there has 
been a “significant reduction” in the number of plan participants.   
 
 Applying the Significant Percentage Test – Who Counts? 
 
Basically, the significant percentage test is a ratio of terminated plan participants over total plan 
participants:  whether the resulting percentage is more (or less) than 20 percent often is the 
deciding factor in determining if a partial termination has occurred.  But applying this seemingly 
straightforward rule has proven elusive.  One particularly controversial issue has been whether 
vested participants should be included in both the numerator and denominator, just the 
denominator, or if they should be excluded from both. 
 
The Seventh Circuit Court of Appeals was the most recent court to take up this question, in 2004.  
That court ultimately – if somewhat grudgingly – accepted the IRS’s long-standing position that 
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vested participants should be included both in the numerator and the denominator.  The IRS 
reiterates that position in Rev. Rul. 2007-43.  
 

Why Does It Matter? 
 
To see why including vested participants in both the numerator and denominator matters, 
consider the following example.  Assume Employer sponsors a defined contribution plan (Plan) 
that has 1,000 participants, of whom 750 are fully vested.  On January 1, Employer terminates 
450 participants, including 270 fully vested participants and 180 nonvested participants. 
 
When vested participants are included in the numerator and denominator these facts likely result 
in a partial termination, because 450/1,000 is 45 percent.  Likewise, a partial termination almost 
certainly results when vested participants are removed from the numerator and the denominator.  
In that case the ratio becomes (450 – 270)/(1,000 – 750), or 72 percent.   
 
But removing vested participants from the numerator only results in a reduction of only 18 
percent ((450-270)/1,000).  Because this is less than 20 percent, most courts and the IRS would 
conclude a partial termination did not occur. 
 
The rationale for including only nonvested participants who were terminated in the numerator, 
while including both vested and nonvested participants in the denominator, is to measure the 
extent to which the employer-initiated terminations resulted in participants forfeiting benefits.  
That seems to make sense if the purpose of the partial termination rule is to prevent employers 
from incrementally terminating plans to increase their chances of taking reversions.  However, 
the rationale for including vested participants in both the numerator and denominator, according 
to the Seventh Circuit Court of Appeals, is to measure how close an employer-initiated event 
comes to a complete termination.  Clearly, the latter reasoning has carried the day.   
  
 What Else Does Rev. Rul. 2007-43 Say? 
 
In addition to staking out the IRS’s position on including vested participants in the numerator 
and denominator of the “significant percentage” equation, Rev. Rul. 2007-43 sets out several 
other principles for applying the partial termination rule. 
 

• Whether a partial termination of a plan occurs is still a “facts and circumstances” test, 
with one factor being “the extent to which participating employees have had a severance 
from employment.” 

• If the turnover rate for the “applicable period” is 20 percent or higher, there is a 
presumption of a partial termination.  The applicable period depends on the 
circumstances.  It could be the plan year, but if the plan year is less than 12 months the 
applicable period is the plan year plus the preceding plan year.  The applicable period can 
be even longer if there are “a series of related severances from employment.” 

• Even if the turnover rate for the applicable period is 20 percent or higher, the 
presumption of a partial termination can be rebutted by other facts and circumstances.  
For example, a showing that the turnover rate for an applicable period is routine for the 
employer favors a finding of no partial termination. 
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• The turnover rate is calculated by “dividing the number of participating employees who 
had an employer-initiated severance from employment during the applicable period by 
the sum of all of the participating employees at the start of the applicable period and the 
employees who became participants during the applicable period.” 

• The general rule is that all severances from employment are employer initiated, except 
for severances on account of death, disability, or retirement on or after normal retirement 
age.  A severance is employer initiated even if caused by events outside of the employer’s 
control, such as depressed economic conditions.  Employers can prove an employee’s 
severance was voluntary (i.e., not employer initiated) using items such as “information 
from personnel files, employee statements, and other corporate records.” 

• Employees transferred to a different controlled group are not counted as having a 
severance from employment for these purposes “if those employees continue to be 
covered by a plan that is a continuation of the plan under which they were previously 
covered (i.e., if a portion of the plan covering those employees was spun off from the 
plan in accordance with the rules of § 414(l) and will continue to be maintained by the 
new employer).” 

 
The revenue ruling also warns that turnover is not the only factor that can trigger a partial 
termination.  Partial terminations also can occur “due to plan amendments that adversely affect 
the rights of employees to vest in benefits under the plan, plan amendments that exclude a group 
of employees who have previously been covered by the plan, or the reduction or cessation of 
future benefit accruals resulting in a potential reversion to the employer.”  So even though this 
revenue ruling focuses on turnover, plan sponsors should be aware that partial terminations can 
occur in other circumstances. 
 
 Pulling it all Together 
 
Finally, the revenue ruling applies these various principles and rules to the hypothetical fact 
pattern described above.  Because the turnover rate is 23 percent there is a presumption of a 
partial termination.  Additionally, the “facts and circumstances” support the finding of a partial 
termination “because the severances from employment occurred as a result of the shutdown of 
one of the employer’s business locations (and not as a result of routine turnover).”  Thus, the 
revenue ruling concludes a partial termination has occurred. 
 
 
3. IRS Private Letter Ruling on Funding Retiree Medical Benefits 
 
A recent letter ruling by the IRS explains the tax consequences of giving employees a choice 
between retiree medical benefits and cash when no exception to the doctrine of constructive 
receipt applies.  PLR 200724008 (released June 15, 2007).  Employers routinely use IRC § 125 
cafeteria plans to permit active employees to pay their health insurance premiums on a pre-tax 
basis.  But the IRC § 125 plan option could not be used in the situation described in the letter 
ruling, and so the employer’s attempt to give retiring employees a choice between a taxable 
benefit and retiree medical benefits resulted in immediate tax consequences for employees 
electing the retiree medical benefits option. 
 

The information in this Global Employer Rewards Washington Bulletin is general in nature only and not intended to provide 
advice or guidance for specific situations.  7 



Deloitte Global Employer Rewards Washington Bulletin July 2, 2007 

Overview 
 
At issue is a public school district’s early retirement incentive plan (“Plan”).  The Plan would be 
available for a two-year window period to employees who are at least 55 years old and who have 
completed at least 15 years of service (“Eligible Employees”).  During the window period these 
Eligible Employees would be given the opportunity to elect permanent early retirement.  Those 
who did would be allowed to make a one-time irrevocable election to take either of two benefits: 
 

1) Retiree health benefits of up to a set amount per year, up to the age of Medicare 
eligibility; or 

2) A one-time payment of a set dollar amount per unused sick day (up to a maximum of 
200 unused sick days) plus a specified retirement bonus. 

 
Obviously, the better option for each Eligible Employee would depend on various factors, 
including his or her age (the retiree health benefit is less valuable for those closer to Medicare 
eligibility) and the number of accumulated unused sick days.  Also, employer-provided retiree 
medical benefits generally are not taxable to retirees, whereas the cashed-out sick days plus 
retirement bonus option clearly is taxable.  All other things being equal, most people would 
prefer a non-taxable benefit to a taxable one.  That being the case, one might ask why employers 
do not offer employees the choice between taxable compensation and non-taxable benefits more 
often.  The reason, as this letter ruling illustrates, is that such arrangements do not deliver the 
desired tax benefits unless an exception to the doctrine of constructive receipt applies. 
 
 Analysis 
 
Basically, if employees are given the choice between taking taxable compensation or a non-
taxable benefit, they are treated as being in constructive receipt of the taxable compensation even 
if they choose the non-taxable benefit.  Exceptions to this rule include IRC § 125 cafeteria plans, 
IRC § 132(f) pre-tax transportation plans, and IRC § 401(k) cash or deferred arrangements.  But 
these exceptions are limited, and none apply to the school district’s Plan.  As a result, the IRS 
concluded that employees who elect the retiree medical option must include in gross income the 
amount they could have received under the sick leave cash out plus retirement bonus option. 
This situation is markedly different from that discussed in Revenue Ruling 2005-24.  That 
revenue ruling involved an employer’s plan to automatically contribute the value of a designated 
portion of employees’ unused vacation and sick leave to their health reimbursement 
arrangements (HRAs).  The IRS concluded this arrangement would not result in taxable income 
to the employees because they could not choose to receive these amounts in cash at any time. 
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