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Changes in the Definition of “Dependent”
Legislative and Regulatory Fixes Forthcoming (But Not for All Benefits)

Sponsors of health, retirement, and other employee benefit programs might be aware of a recent
change in the definition of “dependent” under the tax code, effective beginning in 2005. Because the
statute did not take into account the consequences of the change across many other sections of the Internal
Revenue Code and related regulations, a number of employee benefit programs have been affected.

However, Congress and the IRS are making efforts to rectify some — but not all — of the problems
thus far identified with the new definition. For example, a “technical corrections” bill — reportedly to be
applied retroactively — has been introduced in Congress, although the prospects for enactment this year
are dim. The IRS, meanwhile, has issued Notice 2004-79, which generally allows an employer to
continue (as permitted prior to the new law) to exclude from employees’ gross incomes the value of
accident or health plan coverage for their dependents. IRS officials also have informally indicated that
guidance providing similar relief for 401(k) plans and 457 arrangements will be issued in the near future.

This Benefits Information Bulletin presents an overview of the revised definition of “dependent”
and examines the implications for employee benefit programs. In addition, it discusses the outlook for
legislative and regulatory activity to address some of the issues raised for employee benefit plan sponsors.

Background

In enacting the “Working Families Tax Relief Act” (WFTRA, P.L.108-311) in October, Congress
amended the definition of dependent, splitting it into two categories: “qualifying child” and “qualifying
relative.” When it changed the definition of dependent, Congress failed to take into account the many
references to section 152 in the tax code or regulations, including those applicable to a variety of
employee benefits.

New Definition of “Dependent”

Under WFTRA, an individual may be a dependent if he or she satisfies the requirements of a
“qualifying child” or a “qualifying relative.” To be “a qualifying child,” the individual must:

¢ be under age 19 (or 24 if a full-time student), although no age limit generally applies to
disabled individuals;

¢ have the same principal place of residence as the taxpayer for more than one-half of the
taxable year (temporary absences due to illness, vacation, military service, or similar
circumstances are not treated as absences); and
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¢ be either the taxpayer’s son, daughter, stepchild, brother, sister, stepsibling, or a descendant
(special rules apply for adopted and foster children).

Special rules apply where a child may meet these requirements with respect to more than one
taxpayer and where the parents are divorced or legally separated.

Alternatively, an individual may qualify as a dependent if he or she is a “qualifying relative”
who:

¢ has gross income of less than the “exemption amount” indexed for inflation ($3,200 for
2005); and

G receives more than one-half of his or her support from the taxpayer.

A qualifying relative includes: a child who does not satisfy the definition of a “qualifying child”;
certain descendants; a sibling, stepsibling, or in-law; a parent, stepparent, in-law, or ancestor; a niece or
nephew; or an aunt or uncle. An individual who is not among these qualifying relatives and is not the
spouse of the taxpayer may be a qualifying relative if he or she also resides with the taxpayer and is a
member of the taxpayer’s household. The problematic change in the definition is the inclusion of the
income test, which was not present in prior law.

Thus, under WFTRA, plans that provide benefits for “dependents” by reference to tax code
section 152 face the challenge of determining whether various individuals satisfy the new definitions,
particularly the income limitations, and whether the benefits may be provided to plan participants on a
tax-favored basis. Also, plans that contain a definition of dependent that is not consistent with the new
statutory definition may need to be amended to ensure that benefits are not provided to persons who do
not qualify as dependents under the new tax code definition.

IRS Guidance on Accident and Health Plan Benefits

The newly issued IRS guidance on WFTRA'’s effect on the gross income exclusion for accident
and health plans under section 106 applies the pre-WFTRA rule, eliminating the income test for adult
dependents. Thus, an employer need not impute income to an employee for the value of accident or
health plan coverage if the plan participant’s dependent is a qualifying relative whose gross income
exceeds the limit stipulated by WFTRA.

“Dependents” in Other Benefits Areas of the Tax Code

Although WFTRA’s revised definition included conforming changes to many other tax code
sections, several sections of interest to benefit plan sponsors were not addressed. For example, unless
technical corrections legislation is enacted or IRS guidance providing otherwise is issued, the following
would result:

C Dependent care assistance programs (under section 129) would have to subject those
persons over the age of 13 who are not permanently and completely disabled to the
financial support and restricted income requirements. This will create problems for
employees who use such programs to assist infirm parents.

connect with milliman on the world wide web at www.milliman.com
2



Benefits Information Bulletin 04-03 Changes in the Definition of “Dependent”

c HSAs (under section 223) would have to limit participation and impose on certain
individuals adverse tax consequences because of the age and income limitations.

c Retiree health coverage (under section 401(h)) would have to prohibit certain individuals
currently covered as “dependents” from participation.

c Cash-or-deferred arrangements (under section 401(k)) could not make hardship
distributions for expenses relating to a “dependent” who does not meet the new
definition.

c Deferred compensation plans for state and local governments and tax-exempt entities

(under section 457) would be affected similar to 401(k) plans with respect to
unforeseeable emergency distributions.

Distributions from a nonqualified deferred compensation (NQDC) plan (under new section 409A)
for an unforeseeable emergency, such as the illness of a dependent, also will have to be restricted in a
manner that does not apply to a related qualified retirement plan. (Note: At this time, Congress has no
intention of easing restrictions for NQDC arrangements.)

Illustrations of the Changed Definition
Example 1: Assume Susan is age 25 and a full-time college student whose father will provide more than one-half
of her support in 2005. She will earn $5,000 in 2005 from a part-time job (not a scholarship). In 2005, she is in a
car accident and has significant hospital and medical expenses. Her father’s 401(k) plan provides that an employee
may receive a hardship distribution to pay for medical expenses of a dependent (as defined in tax code section 152).

Can Susan’s father take a hardship distribution from his 401(k) plan to pay for Susan’s medical expenses?

Prior to enactment of WFTRA: Yes. Susan satisfied the definition of a dependent under section 152 because she
was the daughter of the taxpayer and the taxpayer was providing over half of her support.

After the enactment of WETRA: The answer depends upon whether IRS revises the definition of dependent for
purposes of section 401 (k) hardship distributions for 2005.

Note that under WFTRA as enacted, Susan does not satisfy the new definition of dependent and her father may not
take a hardship distribution from his section 401(k) plan to pay her medical expenses. She is not a “qualifying
child” because although she is a full-time student, she is over the age of 24 (the old definition did not impose an age
limitation). Additionally, she does not satisfy the definition of a “qualifying relative” because although her father
provides more than one-half of her support, she will earn more than the $3,200 gross income limitation for 2005
imposed under WFTRA.

However, if the IRS promulgates regulations to revise the definition of dependent for 401(k) plans to exclude the
gross income limitation requirement imposed by WFTRA in determining a “qualifying relative,” then Susan could
satisfy the definition and her father would be able to take a hardship distribution from his section 401(k) plan to pay
her medical expenses. The IRS would have to issue such a revised definition by the end of 2004 or, if later, apply it
retroactively to the beginning of 2005.
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Example 2: Assume the same facts as in Example 1, except that the 401(k) plan allows for hardship distributions
made “on behalf of a child of the employee as long as the employee provides more than one-half of the support for
that child in the year in which the hardship distribution is made.” Can Susan’s father take a hardship distribution
from his 401(k) plan to pay for Susan’s medical expenses?

Prior to enactment of WFTRA: Yes, because Susan satisfies the plan’s “dependent” definition, which is consistent
with the tax code’s section 152 definition of dependent.

After the enactment of WFTRA: Pursuant to the terms of the plan, Susan would satisfy the plan’s definition of
dependent. However, unless and until the IRS issues appropriate guidance, the plan’s definition will no longer
satisfy the tax code’s definition of dependent. Accordingly, if such a hardship distribution were made to Susan, such
an action could disqualify the 401(k) plan because the distribution would no longer satisfy the “deemed hardship
distribution” standards.

Legislative and Regulatory Relief on Tap

Key members of Congress have introduced a bill (H.R.5395/S.3019) to make technical
corrections to recently enacted laws, including WFTRA. Because Congress remains focused only on
“must pass” legislation before adjourning for the year, however, the bill will have to be reintroduced next
year when the 109th Congress convenes. As introduced, the proposal would make corrections to the
WEFTRA provisions affecting dependent care assistance programs and HSAs, and would apply as though
enacted as part of WFTRA (i.e., to the taxable year that begins January 1, 2005).

With regard to 401(k) and 457 plans, WFTRA’s provisions did not take into account the
implications the change in definition would have on regulatory items. For such retirement plans,
regulatory changes are necessary to provide relief to permit hardship distributions. The IRS already has
announced plans to issue guidance for 401(k) and 457 in the near future; guidance to ease the restrictions
on hardship distributions due to a dependent’s needs will be incorporated into those pending rules.

Conclusion

For now, employers that sponsor health plans that incorporate section 152 by reference should
amend those plans to reflect the modifications made in the definition of dependent for purposes of
sections 105 and 106 of the tax code. Otherwise, the plan will be unable by its terms to cover individuals
who do not meet the new income tests. Also, employers that sponsor other affected benefit programs
should keep in mind the fluid nature of this issue. Plan sponsors might want to review the plan
documents and employee communications materials for dependent care assistance programs, cafeteria
plans, HSAs, medical benefits covering retired employees’ dependents, 401(k) plans, and 457
arrangements for references to section 152 and for language defining “dependents.” Until and unless the
IRS and Congress act to reverse unintended consequences of WFTRA’s definitional change, employers’
plans might technically not comply with the revised tax code and various benefits regulations. Thus, plan
sponsors should consider seeking advice from their legal counsel or other professional advisors as to what
course of action to follow in the interim.

This Benefits Information Bulletin was written by Milliman’s Employee Benefits Research
Group, located in Washington, D.C. All rights reserved © 2004 Milliman, Inc.

connect with milliman on the world wide web at www.milliman.com
4



