
 

Brought to you by Hammitt Benefits Group 

1 

IRS Guidance on Employer Shared Responsibility Penalty 

Beginning in 2014, the Affordable Care Act (ACA) imposes “pay or play” requirements on large employers to help 
ensure that individuals have access to affordable health coverage. Under these “pay or play” requirements, large 
employers that do not offer any health coverage to their full-time employees or that offer health coverage to their full-
time employees that is either unaffordable or does not provide minimum value may be subject to a penalty. This 
penalty is also referred to as a “shared responsibility payment.”  

The Department of the Treasury (Treasury) and the Internal Revenue Service (IRS) intend to issue regulations on a 
number of issues related to the shared responsibility payment. As part of that process, the IRS issued Notices 2011-
36 and 2011-73, requesting comments on the following topics: 

 A potential safe harbor for determining whether the employer’s health coverage is considered affordable; 

 Definitions for the terms “employer,” “employee” and “hours of service;” 

 Rules for calculating hours of service; 

 A possible method for determining whether an employer is a large employer for a calendar year; and 

 Rules for determining an employee’s full-time status for purposes of calculating the employer penalty.  

The comment period for these topics has closed. The IRS is now reviewing the comments submitted as it develops 
regulations.  

This Hammitt Benefits Group Legislative Brief provides information on potential approaches contained in Notices 2011-
36 and 2011-73.  

Please note that the IRS issued Notice 2012-58 on Aug. 31, 2012, to describe the safe harbor methods and rules 
that employers may use to determine which employees are treated as full-time employees for purposes of ACA’s 
shared responsibility provisions. IRS Notice 2012-58 also addresses a safe harbor based on Form W-2 wages for 

employers to use in determining whether their health coverage is affordable.  Employers may rely on the safe harbors 
in Notice 2012-58 at least through the end of 2014. 

BACKGROUND  

As noted above, ACA’s “pay or play” requirements apply to large employers. An employer is a “large employer” for a 
calendar year if it employed an average of at least 50 full-time employees on business days during the preceding 
calendar year.  

A full-time employee with respect to any month is an employee who is employed on average for at least 30 hours of 
service per week. For purposes of determining whether an employer is a large employer subject to ACA’s “pay or 
play” requirements, full-time equivalent employees (FTEs) are also taken into account. FTE status is determined based 

on the hours of service of employees who are not full-time.  

Under ACA, large employers may be subject to a monetary penalty if any of their full-time employees receive a 
premium tax credit or cost-sharing reduction through one of the health insurance exchanges set to be established by 
2014.  

http://www.irs.gov/pub/irs-drop/n-11-36.pdf
http://www.irs.gov/pub/irs-drop/n-11-36.pdf
http://www.irs.gov/pub/irs-drop/n-11-73.pdf
http://www.irs.gov/pub/irs-drop/n-12-58.pdf
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A shared responsibility payment will be triggered if a full-time employee receives a credit or reduction and either: 

 The employer does not offer its full-time employees (and their dependents) the opportunity to enroll in 
minimum essential coverage under an employer-sponsored plan; or 

 The employer offers its full-time employees (and their dependents) the opportunity to enroll in minimum 
essential coverage BUT the coverage is either unaffordable or does not provide minimum value.  

The IRS intends to provide guidance, including proposed regulations, on the shared responsibility payment to help 
employers determine their potential liability under ACA’s “pay or play” provisions.   

POTENTIAL AFFORDABILITY SAFE HARBOR 

On Sept. 14, 2011, the IRS issued Notice 2011-73, outlining a possible safe harbor for employers to use in 
determining whether their health coverage is affordable. In Notice 2012-58, the IRS confirmed the availability of this 
safe harbor at least through the end of 2014. According to the IRS, employers will not be required to comply with any 
guidance that is more restrictive on this issue until at least Jan. 1, 2015.  

Please read below for a description of the affordability safe harbor.  

Income Taken Into Account 

The affordability of any health coverage offered by a large employer is a key point in determining whether the 
employer will be subject to a shared responsibility penalty. The coverage is considered affordable if the employee’s 
required contribution to the plan does not exceed 9.5 percent of the employee’s household income for the taxable 
year. “Household income” means the modified adjusted gross income of the employee and any members of the 

employee’s family, including a spouse and dependents.  

Because employers may be largely unaware of the income levels of their employees’ family members, they could find 
it difficult to assess whether the coverage they offer would be considered affordable. To address this issue, the safe 
harbor measures the affordability of an employer’s coverage by reference only to an employee’s wages from that 
employer. Wages for this purpose is the amount required to be reported in Box 1 of the employee’s Form W-2.  

Eligibility for the Safe Harbor 

To be eligible for the safe harbor, an employer must meet certain requirements: 

 The employer must offer its full-time employees (and their dependents) the opportunity to enroll in minimum 
essential coverage under an employer-sponsored plan; and  

 The employee portion of the self-only premium for the employer’s lowest cost coverage that provides 
minimum value (the employee contribution) must not exceed 9.5 percent of the employee’s W-2 wages. 

If the employer satisfies both of these requirements for a particular employee, along with any other conditions for the 
safe harbor, the employer will not be subject to a penalty for providing unaffordable coverage with respect to that 
employee. This is the case even if the employee receives a premium tax credit or cost sharing reduction to purchase 

coverage through a health insurance exchange.   

Timing of the Safe Harbor  

Whether the safe harbor applies will be determined after the end of the calendar year and on an employee-by-
employee basis, taking into account W-2 wages and employee contributions. However, an employer could also use the 
safe harbor prospectively, at the beginning of the year, by structuring its plan and operations to set the contribution 
for each employee at a level that would not exceed 9.5 percent of that employee’s W-2 wages for that year. 

Employers may also make adjustments for pay periods so that the employee contribution does not exceed 9.5 percent 
of the employee’s W-2 wages. 
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Safe Harbor Application 

The affordability safe harbor applies only for purposes of determining whether an employer’s coverage satisfies the 
9.5 percent affordability test for purposes of the shared responsibility penalty under Code section 4980H(b). The safe 
harbor does not affect an employee’s eligibility for a premium tax credit, which would continue to be based on the 
affordability of employer-sponsored coverage relative to an employee’s household income.  

This means that, in some instances, an employer’s offer of coverage to an employee could be considered affordable 
(based on W-2 wages) for purposes of determining whether the employer is subject to an penalty and the same offer 
of coverage could be treated as unaffordable (based on household income) for purposes of determining whether the 
employee is eligible for a premium tax credit. 

OTHER PROPOSALS 

The IRS previously provided information on possible proposals related to the shared responsibility payment in Notice 
2011-36, as highlighted below. 

Important Definitions 

For purposes of simplicity and consistency, the IRS has determined that definitions for the terms listed below and 
rules for calculating hours of service would generally follow well-established regulatory definitions and rules applicable 
to employer-provided health and pension benefits.  

Employer  

“Employer” would mean the entity that is the employer of an employee under the common-law test. All entities 

treated as a single employer under Internal Revenue Code sections 414(b), (c), (m), or (o) (the controlled group and 
affiliated service group rules) would be treated as a single employer for purposes of ACA’s “pay or play” provisions.  

An employer includes a predecessor employer. An employer not in existence during an entire preceding calendar year 
will be a large employer for the current calendar year if it is reasonably expected to employ an average of at least 50 
full-time employees (taking into account FTEs) on business days during the current calendar year. 

Employee  

“Employee” would mean a worker who is an employee under the common-law test. Leased employees would not be 

considered employees of the service recipient.  

Hours of Service 

Under ACA’s “pay or play” requirements, an employee who has an average of at least 30 hours of service per week is 
a full-time employee. Proposed regulations would likely treat 130 hours of service in a calendar month as the monthly 
equivalent of at least 30 hours of service per week.  

As with existing regulations, an employee's hours of service would include the following: (1) each hour for which an 
employee is paid, or entitled to payment, for the performance of duties for the employer; and (2) each hour for which 

an employee is paid, or entitled to payment by the employer on account of a period of time during which no duties are 
performed due to vacation, holiday, illness, incapacity (including disability), layoff, jury duty, military duty or leave of 
absence. 

No more than 160 hours of service would be counted for an employee on account of any single continuous period 
during which the employee was paid or entitled to payment but performed no duties. 
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Calculating Hours of Service 

For employees paid on an hourly basis (hourly employees), the employer would be required to calculate actual hours 
of service from records of hours worked and hours for which payment is made or due for vacation, holiday, illness, 
incapacity, etc. 

For employees not paid on an hourly basis (non-hourly employees), the employer would be permitted to calculate 

hours of service under one of three methods: (1) counting actual hours of service from records of hours worked and 
hours for which payment is made or due for vacation, holiday, illness, incapacity, etc.; (2) using a days-worked 
equivalency method of eight hours of service for each day worked; or (3) using a weeks-worked equivalency method 
of 40 hours of service for each week worked.  

An employer does not have to use the same method for all non-hourly employees, but may apply different methods 
for different classifications of non-hourly employees, if the classifications are reasonable and consistently applied. An 
employer may change the method of calculating non-hourly employees’ hours of service for each calendar year. 

Determining Large Employer Status 

An employer is subject to the “pay or play” requirements only if it employed an average of at least 50 full-time 
employees on business days during the preceding calendar year. For purposes of the shared responsibility rules, the 
term “full-time employees” means the sum of the employer’s full-time employees and FTEs.  

Full-time employee status is determined on a monthly basis. An employee who is not a full-time employee for a given 
month is taken into account in the FTE calculation. Employers would use the following steps to calculate the number of 
FTEs for each calendar month in the preceding calendar year: 

 Calculate the aggregate number of hours of service (but not more than 120 hours of service for any 
employee) for all employees who were not full-time employees for that month; and  

 Divide the total hours of service by 120. This is the number of FTEs for the calendar month. 

Seasonal employees are generally included in performing the FTE calculation. However, if the employer’s workforce 
exceeds 50 full-time employees for at most 120 days during a calendar year, and the employees in excess of 50 who 
were employed during that time were seasonal employees, the employer would not be a large employer. For this 

purpose only, four calendar months would likely be treated as the equivalent of 120 days.  

To determine the average number of employees for a calendar year, an employer would use the following steps: 

 Calculate the number of full-time employees (including seasonal employees) for each calendar month in the 
preceding calendar year; 

 Calculate the number of FTEs (including seasonal employees) for each calendar month in the preceding 
calendar year; 

 Add the number of full-time employees and FTEs calculated in steps (1) and (2) for each of the 12 months in 
the preceding calendar year; and  

 Add up the 12 monthly numbers in step (3) and divide the sum by 12.  

In determining the number of FTEs for each calendar month, fractions would be taken into account. However, after 
adding the 12 monthly full-time employee and FTE totals, and dividing by 12, all fractions would be disregarded. 

Determining Full-Time Employees 

An employer’s liability for shared responsibility payments is to be determined on a monthly basis. This determination 

would also require that an employee’s full-time status be determined on a monthly basis.  
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The IRS recognized that determining full-time employee status on a monthly basis could cause practical difficulties for 
employers, employees, and the state health insurance exchanges. Accordingly, in Notice 2011-36, the IRS outlined 
possible alternatives to a month-by-month determination of full-time employee status.  

One possible alternative would permit employers to use a “look-back/stability period safe harbor.” This method would 
provide certainty regarding which employees would be considered full-time for a particular period of time.  

Under this method, an employer would determine each employee’s full-time status by looking at the employee’s hours 
of employment during a “measurement period” of 3 to 12 months, as chosen by the employer. If the employee 
worked at least 30 hours per week, or 130 hours per month, during the measurement period, he or she would be 
considered a full-time employee. The employee would then be treated as a full-time employee during the “stability 
period,” regardless of the hours worked during that period, as long as he or she remains employed.  

The stability period is at least six calendar months following the measurement period and must be at least as long as 
the measurement period.  However, if the employee is not a full-time employee, the stability period cannot exceed the 

length of the measurement period.  

In Notice 2012-58, the IRS confirmed that employers will generally be permitted to use the safe harbor method based 
upon measurement and stability periods described in Notice 2011-36. Employers may rely on this safe harbor method 
at least through the end of 2014. This reliance covers a measurement period that begins in 2013 or 2014 and the 
associated stability period, which may extend into 2014, 2015 or 2016. According to the IRS, employers will not be 
required to comply with any future guidance that is more restrictive on these issues until at least Jan. 1, 2015.  

Hammitt Benefits Group will continue to monitor important developments related to potential employer penalties 
under health care reform and will keep you informed.  


