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           Briefing 
 

 

 
In the last week of January 2011, the California Franchise Tax Board (FTB) and the California Employment 
Development Department (EDD) published guidance regarding the California tax treatment of employer-
provided health coverage for an adult child who is not the employee’s tax dependent. 

The FTB published the following information on January 24, 2011: 

California law has not been amended to conform to the federal income tax rules that exclude the value of 
the medical coverage provided to adult children from California gross income. For California income tax 
purposes, any amount paid on behalf of an employee for such added coverage is excluded from federal, but 
not California taxable wages. 

 The additional income is reportable and taxable to the employee, not to the adult child.  

 The amount of income included in taxable wages is equal to the amount by which fair market value 
of the taxable benefit received by an employee exceeds the amount the employee pays for the benefit. 

The EDD website adds the following information: 

Reporting the insurance premium wage amount will be different for California and Federal wages on the 
2010 W-2. For California purposes, the income to the employee would be the difference between the 
insurance premiums paid including the nondependent adult child and the amount that would have been paid 
without the adult child. This difference will be additional California State wages and included in wages 
reported in Box 16 of the employee’s W-2. For example: 

Premium including nondependent adult child $987 

Premium excluding nondependent adult child $683 

Additional wages to be included in W2, Box 16 $304 

http://www.edd.ca.gov/Payroll_Taxes/Nondependent_Adult_Child_Health_Care_Premiums.htm 
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While numerous questions still remain unanswered, we have prepared the following Questions and Answers 
based on informal conversations with the FTB and EDD. 

Q1: Which children are tax dependents in the State of California?  

A1: The rules governing whether or not a child is a tax dependent are complex but a few general 
rules apply.  Children can be tax dependents if they are either “qualifying children” or 
“qualifying relatives.”  Generally, qualifying children are those under the age of 19 or full-
time students under the age of 24 who live with the employee for more than half the year 
and do not depend on themselves for a majority of their own support. A child who is not a 
qualifying child may be a qualifying relative if they earn less than the personal exemption 
amount ($3,650), they depend on the employee for a majority of their support, live with the 
employee and did not file a joint tax return with their spouse. 

Q2: How do I know whether the child covered as a dependent on the health plan is a dependent 
for tax purposes? 

A2: Employees can be surveyed by questionnaire.  

Q3: What if the adult child’s status as a tax dependent changes mid-year? 

A3: The informal guidance from the FTB is that tax dependent status should be determined 
based on the person’s status on the last day of the tax year but the value of health coverage 
should be imputed only for the portion of the year that the child was not a tax dependent.  
This is unofficial guidance and employers should seek guidance from their tax advisors on 
this issue. 

Q4: For employees who have non-tax dependent children on the plan, do I have to report the 
value of their coverage on the 2010 tax year W-2? 

A4: If the coverage for adult dependent children was adopted by your plan during the 2010 tax 
year, then the value of the coverage for non-tax dependents should be reported in the 2010 
Form W-2. 

Q5: How do we determine the value of coverage to report on the W-2? 

A5: According to the EDD, the income to the employee would be the difference between the 
insurance premiums paid including coverage for the nondependent adult child and the 
amount that would have been paid without the adult child.  This is different from the IRS 
guidance on the fair market value of imputed income.   

Q6: What happens if the difference is zero? 

A6: The EDD has provided no official guidance on what to do if that difference is zero, which 
may happen if you have a supercomposite rate structure, or if the addition of one extra 
dependent does not result in the employee entering a more expensive tier of coverage.  A 
reasonable interpretation of the EDD guidance may be that no taxes are owed in that 
circumstance.  However, since there is no official guidance on this, employers should follow 
up with their tax advisors on this point. 
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Q7: Do I count the employee’s contribution or just the employer’s contribution? 

A7: The official guidance does not differentiate between employee and employer-paid premiums, 
and merely refers to the difference in premiums.  Absent any clarification from EDD, the 
official guidance should be followed as written. 

Q8: We adopted coverage of adult children to age 26 in our dental and vision plans as well as our 
medical plan.  Does the same tax issue apply to those coverages as well? 

A8: Yes.  Coverage of adult children to age 26 is not required under PPACA for free-standing 
dental and vision plans.  However, if you do choose to offer such coverage, it is tax exempt 
under Federal law through the end of the year in which the child turns 26.  It is not tax 
exempt under California law, so imputed income would apply for those coverages as well. 

Q9: What about FSA coverage? 

A9: Medical flexible spending accounts (FSAs) allow employees to use pretax dollars to pay for 
medical expenses that are otherwise unreimbursed by other health coverage.  Neither the 
FTB nor EDD have offered any guidance on FSAs.  However, Some FSA vendors have 
begun to track on their claim forms whether the reimbursed expenditure is for a tax 
dependent.  Potentially, employees could be subject to additional imputed income in 
California if they use an FSA to pay for medical expenses for a non-tax dependent. 

California Assembly Members Henry Perea and Bob Blumenfield have introduced legislation that might 
resolve these complex tax issues.  Their legislation, AB 36, would conform California tax treatment of health 
benefits for adult dependents to the federal law.  This would be a welcome relief to employers who are 
making adult child coverage available for the first time in 2011.  However, those employers with plan years 
effective prior to January 1, 2011 should not wait for the outcome of this legislation if they are required to 
issue or amend W-2s to report imputed income.  The legislative process typically takes months, and many 
bills never become law.  Whatever the outcome of AB 36, this coverage is not exempt from taxation in 
California at present.  We will continue to monitor the progress of AB 36, as well as any additional guidance 
from the FTB and EDD, and provide updates as more information becomes available. 

 

 

 

 

 

 

 

 

Keenan & Associates is not a law firm and no opinion, suggestion, or recommendation of the firm or its employees shall 
constitute legal advice.  Clients are advised to consult with their own attorney for a determination of their legal rights, 
responsibilities and liabilities, including the interpretation of any statute or regulation, or its application to the clients’ business 
activities. 


