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ISLER DARE RAY RADCLIFFE & CONNOLLY, P.C. 
 

EMPLOYEE BENEFITS UPDATE 
February 28, 2013 

The Potential Impact of Sequestration on FLSA-Exempt Employees 
and Employee Benefit Plans   

 
It appears highly likely that the mandatory federal budget cuts known as sequestration will be 
implemented on March 1, 2013.  As such, employers with federal contracts or funding need to 
assess the potential impact of sequestration on their employees—which may include furloughs 
taking the form of reduced workweeks, or entire periods of time off, without pay.  This Employee 
Benefits Update focuses on the implications of furloughs for employer compliance with the FLSA, 
and the impact that furloughs may have on employer-sponsored benefit plans.     
 

FLSA Compliance for Exempt Employees on Furlough  
 
In order for exempt personnel to remain exempt from the minimum wage and overtime 
requirements of the FLSA during a furlough, they must continue to be paid on a “salary basis” 
within the meaning of the FLSA and implementing regulations.  Essentially, this means that for any 
workweek in which the employee performs any amount of work, the employee must receive the 

Executive Summary 
• The mandatory federal budget cuts known as sequestration appear likely to occur on 

March 1st.  In reaction to sequestration, you may have to furlough employees, which could 
affect the exempt status of employees under the Fair Labor Standards Act of 1938 
(“FLSA”) and will likely have implications under your company-sponsored retirement 
plans, health and welfare plans, and other employee benefit plans.    
 

What You Should Do 
• In developing a furlough plan involving FLSA-exempt employees, be sure that you remain 

compliant with the salary-basis requirements of the FLSA. 
• Analyze the terms of each of your employee benefit plans and policies. 
• Develop a strategy for how furloughed employees will be treated under each of your 

benefit plans and policies (recognizing that it may vary from plan to plan), so that you can 
adopt and implement appropriate policy changes, effectively communicate these changes 
to your employees, and enable your employees to take any actions that are needed. 
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same predetermined minimum guaranteed amount of no less than $455 per week, which is not 
subject to reduction due to the quality or quantity of the work performed.  Of particular note for 
employers considering furloughs is that exempt employees do not need be paid for weeks in which 
the employee performs no work at all.   

 
During a furlough, if you have exempt employees, you have several options: 
 

• Require exempt staff to refrain from performing work in full workweek increments, with the 
result that no salary payment would be required.  Absolutely no work must be allowed 
during these workweeks, however, including responding to e-mails or logging on remotely to 
perform simple tasks at home, because any amount of actual work performed under the 
FLSA could trigger your obligation to pay the employee’s full salary for the week.   
 

o If you wish to adopt this furlough policy, memorialize it in writing (we can help) and 
distribute it to all exempt employees.  Such a policy should include the following: 

 
 A statement that that no work is authorized during the furlough period 

without express advance written approval; and 
 

 How paid leave may be used (if at all) during the furlough period.  You may 
choose to preclude the use of paid leave; mandate the use of paid leave; or 
permit the employees to have the choice about whether to substitute the use 
of paid leave for the unpaid furlough. 

 
• Reduce the salaries of certain exempt employees (with or without a corresponding reduction 

in hours), on a prospective basis, as long as the reduced salary is not less than $455 per week.  
However, any reduction in salary due to the federal budget cuts must be adhered to for a 
substantial period of time of at least a couple months, because regular adjustments of an 
exempt employee’s salary due to the operating needs of the business could be viewed as an 
impermissible deduction from salary, in violation of the salary basis rule supporting the 
employee’s exempt status under the FLSA.   
 

In developing a furlough plan for your exempt employees, tread very carefully with any partial-week 
furlough.  Public agencies are governed by special rules and can furlough exempt workers in daily 
increments without pay, without otherwise affecting the exempt status of these employees under the 
FLSA.  As a private sector employer, you cannot.   

 
Employee Benefit Plans for Furloughed Employees  

 
When it comes to the impact of a furlough on your company-sponsored employee benefit programs, 
as a general rule, you can look to your existing policies regarding approved leaves of absence without 
pay, and extend those principles to employees who are placed on furlough, because a furlough 
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(whether in response to sequestration or otherwise) is effectively placing employees on unpaid status 
for a certain period of time.   
 
401(k) Plans 
 

• Employee Deferrals:  Employees should be directed to contact the plan’s vendor in order to 
make any deferral election changes that they view are necessary because of their reduced 
compensation during their furlough.  

 
• Treatment of Furloughed Hours for Plan Requirements:  If the 401(k) plan utilizes a minimum hours 

of service (or last day of the year) requirement to determine eligibility for plan participation, 
eligibility to receive an allocation of matching or other company contributions, or vesting 
computations, you will need to determine whether furloughed hours will count for purposes 
of meeting these requirements.  If so, you should consider whether to adopt a written 
amendment to the plan, or memorialize in writing an internal interpretation or administrative 
policy delineating the treatment of furlough hours under the plan.   
 

• Repayment of Participant Loans:  If employees will be furloughed without pay for extended 
periods of time (as opposed to intermittent furloughs of a day or two per week), you should 
communicate to furloughed employees about the need for them to make 401(k) loan 
repayments directly to the plan’s vendor, so as to avoid defaulting on their loans, since they 
will not be receiving paychecks from which their regular loan repayments can be withheld. 

 
Health and Welfare Plans 
 
Furloughs can affect an employee’s continued eligibility for coverage under employee benefit 
programs such as health, dental, vision, life, accidental death and dismemberment (AD&D), short-
term disability (STD) and long-term disability (LTD) plans.  The level of benefits that may ultimately 
be received may also be affected, because certain programs (such as life, AD&D, STD and LTD 
benefits) are usually expressed as a percentage of earnings.   
 

• Eligibility:  You should review the written plan or insurance contract terms of your health, 
dental, vision, life, AD&D, STD and LTD plans in order to determine whether furloughed 
employees will continue to be eligible for benefits as active employees.   

 
o It is likely that you will have some flexibility to determine whether furloughed hours 

count as regular hours for purposes of eligibility, since many health and welfare plans 
provide that eligible employees are those who are “regularly scheduled” to work at 
least 30 hours per week or are “regular” active employees.  However, you may wish 
to amend the plan or policy, or adopt an internal or administrative policy, to 
specifically address how furlough hours will be treated. 

 
o Alternatively, you could determine that furloughed employees, whose hours have 

been reduced below the coverage thresholds stated in the plan or insurance contract, 
will be treated as having experienced a COBRA “qualifying event”, and therefore will 
be eligible to make a COBRA election to continue their coverage under group health 
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plans providing medical, dental and vision coverage. Note, however, that no 
COBRA election is available for life, AD&D, STD or LTD coverage. 

 
• Premium Payments:  If furloughed employees are allowed to continue coverage under your 

health and welfare plans as active employees, you will need to determine whether you will 
pay the premiums (and recoup the costs when the employee returns to work), or whether the 
employee will be responsible for paying the insurance company or vendor directly, with the 
risk that failure to do so may result in termination of coverage.   

 
• Changes in Cafeteria Plan Elections:  Furloughed employees will be considered to have 

experienced a change in employment status, and therefore, they may be able to make 
changes to their benefit elections under the terms of your cafeteria/flexible benefits plan, 
depending on whether the election change is consistent with the furlough.  For example, 
dependent care expenses incurred while an employee is furloughed may not qualify for 
reimbursement under a dependent care reimbursement account since the expenses must be 
incurred in order to work.    

 
Other Benefit Plans 
 

• Vacation/Paid Time Off:  If a vacation or PTO policy has protocols limiting the use of 
vacation/PTO, you may want to adopt a policy spelling out how, if, and when paid leave 
may be substituted for furlough time.   

 
• Equity Plans:  If you sponsor a stock option, stock purchase, or restricted stock plan, you may 

want to adopt an internal policy or amend the terms of your plans or award agreements to 
explicitly provide that a furlough will be treated the same as an approved leave of absence 
for eligibility and vesting purposes.   

 
* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * 

 
The above summary is provided for educational and informational purposes only and is not 
intended to constitute legal advice for your situation.  If you have any questions about the potential 
impact of sequestration on your employees, or your employee benefit plans in general, please let us 
know. 
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