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The information provided in this booklet is for 

educational purposes only.  American Fidelity does not 
provide legal advice.  We suggest that employers and 
individuals consult with their legal and/or tax 
advisors about specific situations pertaining to their 
Section 125 Plan. 
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Section 125 Basics 

A Section 125 Plan (also referred to as “Plan”) is a statutory program 
provided under §1.125 of the Internal Revenue Code (“Code”) offered 

by an employer and is the only permissible way for the employees to 
purchase certain eligible benefits with pre-tax dollars.  

 
By purchasing these qualified benefits with pre-tax dollars, the 

employee will have more take-home pay. 
 
Example:       With 125 W/O 125  
 

1. Adjusted Gross Income    $75,000 $75,000 

2. Salary Reductions for Premiums   ($6,400)         $0 

3. W-2 Gross Wages     $68,600 $75,000 

 

4. Standard Deduction     ($10,900) ($10,900) 

5. Exemptions      ($10,500) ($10,500) 

6. Taxable Income (line 3-4-5)   $47,200 $53,600 

 

7. W-2 Gross Wages     $68,600 $75,000 

8. Federal Income Tax     ($6,278) ($7,238)  

9. FICA Tax (7.65% of line 3)    ($5,248) ($5,738) 

10. After-Tax Premium Payments          $0 ($6,400) 

 

11. Pay After Taxes and Premium Payments  

(line 7-8-9-10)      $57,074 $55,624 

 
This example is for illustrative purposes only.  Individuals should contact a tax advisor for specifics on 

how participation would affect their particular situations. 
 

Dollars contributed under a Section 125 Plan are exempt from FICA, FUTA, 

federal income and most state and local taxes.   

 

A Section 125 Plan also provides a tax savings to the employer as 

well.  In the example above, the employer would save $490 in FICA 
taxes (7.65% x $6,400 salary reduction). 
 

Code §125(d) defines a Section 125 Plan as a written plan under 

which: 
 

 All participants are employees, and 

 The participants may choose among 2 or more benefits 
consisting of taxable cash and qualified non-taxable benefits. 

 
As stated above, the Plan must be in writing and must also be adopted 

prior to the plan year beginning.  The plan document should accurately 

reflect the operation of the Plan and should be amended or revised in 



AASBO 
Section 125 Overview 

February 2014 
Page 5  

order to remain in compliance with tax law.   There should also be a 

trade-off between compensation and benefit(s).  In other words, an 
employee would either get benefits with a reduced salary or an 

unreduced salary and no benefits. 
 

Cafeteria Plans   
 

A Section 125 Plan is often referred to as a Cafeteria Plan because, 

much like ordering at a cafeteria, the employees are able to choose 
from a “menu” of benefits those that best suit their needs.  The terms 

“Section 125 Plan” and “Cafeteria Plan” are often used 
interchangeably. 

 
A Section 125 Plan may include certain qualified benefits including: 

 
 Health Insurance (ex: PPO, HMO, HDHP, Traditional) 

 Cancer Insurance 
 Disability Insurance (Short Term and Long Term) 

 Dental Insurance 
 Vision Insurance 

 Group Term Life Insurance (Employee Only; $50,000 or less 
total) 

 Flexible Spending Accounts (Dependent Care Assistance Program  

and the Health Flexible Spending Account) 
 Health Savings Account (Special Rules apply to HSA's under 125) 

 
There are some benefits that may not be offered under a Section 125 

Plan including: 
 Educational Assistance Programs 

 Transportation Fringe Benefits 
 Dependent Group Term Life Insurance 

 Medical Savings Accounts (MSAs) 
 Health Reimbursement Arrangements (HRAs) 

 Long Term Care 
 Coverage that offer deferred compensation (except IRS 

exempted benefits) 
 Annuities 

 

An employer may maintain a Section 125 Plan that offers insurance 
benefits only.  This type of Plan is often referred to as a Premium 

Only Plan (or “POP”).  A Plan that offers both insurance benefits and 
flexible spending accounts is often referred to as a Full Flex Plan. 
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Once an employer determines to provide a Section 125 Plan for the 

benefit of its employees (the governing board must adopt the 
resolution), there are specific decisions regarding the operation of the 

Plan that must be made.  This information should be reflected in the 
employer’s written plan document.  It is very important that the 

employer maintain its written plan document, update it for all legal 
requirements and operational changes, and have it available for 

reference or in the event of an audit. 
 

Plan Document Requirements 
 
Plan Year Cycle 

 
The plan year cycle is the “period of coverage” for which the 

participants’ elections are made.  When determining the plan year 
cycle, the employer should take into account factors such as the fiscal 

year, payroll cycles, underlying benefit enrollment periods, etc.  The 
plan year is usually 12 months (may not exceed 12 months), but the 

first cycle may be less than 12 months.  This is referred to as a short 
plan year.  A Plan may have a short plan year for legitimate business 

reasons but it may not be done to circumvent the irrevocable election 
requirements.  The IRS has indicated that consecutive short plan years 

may be allowable for bona fide business purposes. 

 
One frequent stumbling block for Section 125 Plans is when the plan 

year cycle does not coincide with the enrollment period for an 
underlying benefit, usually health insurance.  In these situations, 

election changes are going to be subject to the Section 125 Plan open 
enrollment (reservice) period and/or election change guidelines.  To 

correct this, the employer may elect one of the following options: 
 

1. Place the health insurance on a separate Section 125 Plan and 
have the plan year cycle coincide with the enrollment period 

for the coverage; or 
2. Change the plan year cycle for the Section 125 Plan to match 

the cycle for the coverage. 
 

Eligibility Requirements 

 
The employer must determine any eligibility requirements that an 

employee must meet before he/she may participate in the Section 125 
Plan.  These requirements would include: 
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 The class of employees that are eligible to participate (ex: full-

time, part-time, etc); 
 The Plan’s service requirements (ex:  17.5 hours per week); and 

 The Plan’s entry date or date newly-eligible employees may 
begin participation in the Plan (ex: first day of month following 

employment). 
 

The employer will want to be careful not to run afoul of Health Care 
Reform law requirements (ex:  waiting periods in excess of 90 days for 

certain benefits, excepted benefit status) when determining the 
eligibility requirements for the Section 125 Plan.  Many employers 

design the Plan so that the eligibility requirements for the health 
insurance and the Section 125 Plan are the same.   

   
Although a spouse (including a legal same-sex spouse), dependents, 

and eligible adult children may be covered by some of the benefits 

offered under the plan, only an eligible employee may participate in 
the Section 125 Plan itself.  The IRS allows participation by both 

current (active) and past (retired) employees as long as the Plan is not 
for the sole benefit of retirees and contributions made under the Plan 

are coming from some sort of W-2 taxable compensation such as an 
early retirement stipend.  Contributions may not come from retirement 

or pension benefits.  The plan document may need to be revised to 
allow participation by retirees. 

 
With the recent change to the Defense of Marriage Act, a legal same-

sex marriage will allow the employee to pre-tax eligible insurance 
benefits for his/her same-sex spouse as long as the marriage was 

performed in any state that recognizes same-sex marriage (even if 
they reside in a state that does not recognize same-sex marriage).  

The same-sex spouse and any dependents gained through the 

marriage may also be eligible to be covered under the Health Flexible 
Spending Account (Health FSA) and/or Dependent Care Assistance 

Program (DCAP) accounts. The employee may pre-tax benefits for a 
domestic partner if the domestic partner meets the definition of a Code 

§ 152 dependent (qualifying relative).   
 

Funding 
 

The employer must determine how the Section 125 Plan is to be 
funded.  Technically, all of the contributions made toward benefits 

(insurance benefits and flexible spending accounts) offered under the 
Plan are employer dollars (since salary reductions are made before the 

compensation is made available to an employee as salary).  A Section 
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125 Plan may be funded by 100% employee salary reduction or a 

combination of employee salary reduction and employer contributions. 
 

An employer’s Plan may offer funds (in the form of actual dollars, 
percentage of premium or flex credits) to employees to purchase 

qualified benefits offered through the Plan.  These funds are called 
non-elective contributions.  When offering non-elective 

contributions, the employer must decide if the participant will receive 
any unused contributions as taxable compensation or if it will be 

forfeited back to the employer.   
 

An employer that allows non-elective contributions to fund a Health 
FSA must be careful not to violate the Maximum Benefit Condition 

requirement.  The Maximum Benefit Condition limits the amount the 
employer may contribute to the Health FSA to maintain its HIPAA 

excepted benefit status and not be subject to many Health Care 

Reform rules (such as the Patient Centered Outcome Research 
Institute or “PCORI” Fee).  It is recommended that the employer 

provide no more than $500.00 per plan year toward an employee’s 
Health FSA in order for the Health FSA to be considered an excepted 

benefit. 
 

The employer is not required to offer non-elective contributions to its 
employees, although many education-related plans do (usually due to 

state legislation requiring the contribution).  Non-elective contributions 
may be provided by either the employer or by the State Department of 

Education. 
 

The employer must also determine the amount of salary reduction that 
an employee may use to purchase benefits under the Plan.  These 

salary reductions are referred to as elective contributions.   

 
The elective contribution may be stated as a flat dollar amount of an 

employee’s compensation per plan year, a percentage of the 
employee’s compensation per plan year or a combination of both.  In 

the event that a participant’s total cost of benefits elected under the 
Plan (less any employer contributions) exceed the amount of eligible 

elective contributions, that amount must be paid on an after-tax basis.  
Therefore, careful consideration when determining the amount of 

allowable elective contributions is necessary.  When stating a flat 
dollar amount, it is recommended that the minimum amount of 

elective contributions be at least enough to cover the total of the most 
expensive premium for all benefits, including the flexible spending 
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accounts (employer contributions should not be taken into 

consideration). 
 

Qualified Benefits 
 

A legal Section 125 Plan may include certain qualified benefits 
including: 

 
 Health Insurance (HMO, PPO, HDHP, Traditional) 

 Cancer Insurance (Specified Disease Coverage) 
 Disability Insurance (Short Term and Long Term) 

 Dental Insurance 
 Vision Insurance 

 Group Term Life Insurance on Employee Only not to exceed 
$50,000 total (Section 79 Life) 

 Flexible Spending Accounts (Dependent Care Assistance Program 

and the Health Flexible Spending Account) 
 Health Savings Account (Special Rules apply to HSA's under a 

Section 125 Plan) 
 

The employer must determine the qualified benefits that are to be 
offered under the Plan.  Although the benefits offered under the Plan 

are paid for on a pre-tax basis, there may still be situations that would 
result in a taxable event, such as:  

 
 Medical indemnity policies that are purchased with pre-tax 

dollars may result in taxation if the benefit received is more than 
the out-of-pocket expenses for the tax year (ex: cancer 

indemnity insurance). 
 Disability insurance benefits will be taxed if the premium is paid  

with pre-tax dollars. 

 Contributions for Group term life insurance that exceeds the 
$50,000 maximum is taxed to the participating employee.  The 

taxable amount is the cost of the amount of insurance in excess 
of the $50,000.  All eligible coverages are combined toward the 

maximum face amount. 
 Coverage on a domestic partner who is not a tax dependent. 

 

The plan document should be specific as to the eligible benefits that 

are available to participants through the Plan.  The IRS recommends 
that the employer list the benefit type, carrier(s) and benefit identifier 

(if available) on the plan document. 
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Governing Law 

 
Section 125 Plans are affected by various laws and regulations.  The 

guidance from these should be included in the plan document to 
ensure compliance.  The Plan’s operations are affected by a variety of 

sources including the Internal Revenue Code, Treasury Regulations, 
COBRA, FLMA, HIPAA, WFTRA, EGTRRA, Health Care Reform, as well 

as Department of Labor Regulations and ERISA (depending on the type 
of business). 

 

Election Changes   
 

Once an employee elects to participate in the Section 125 Plan, the 
elections must remain in effect for the length of the plan year or until 

the participant experiences a qualified election change event as 
defined by the IRS.   

 
It is important to understand that any mid-year election change must 

be on account of and consistent with the qualifying event.  It is not 
necessarily allowable for a participant to revoke (drop) his/her 

elections just because he/she has experienced one of these events 
(election changes are covered in more detail in the “Election Changes” 

section on page 23).   

 
An employer should be careful when allowing election changes to be 

sure they are within Section 125 guidelines.  Allowing election changes 
that are not due to one of the qualified events could jeopardize the tax 

exempt status of the Plan.      
 

Discrimination Testing  
 
In order for a Section 125 Plan to be legal, it must not discriminate in 

favor of highly compensated employees or key employees.  By 
definition, a public school system or other government entity may not 

have key employees (an officer or shareowner), but it is possible for 
them to have highly compensated employees.  Also, separate 

discrimination rules apply to many of the benefits offered under a 
Section 125 Plan. 

 
Discrimination testing may be very complicated and much of the 

guidance by the IRS leaves unanswered questions as to how it should 
be done.  An employer should seek guidance from its tax or legal 

advisor to determine if a Plan design may be discriminatory. 
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Section 125 Guidance   
 

Although the Internal Revenue Code defines a Section 125 Plan, a vast 
amount of Section 125 guidance is derived from other sources.  These 

sources include legislative history, court decisions, IRS revenue 
rulings, informational letters, IRS private letter rulings, informal 

guidance and Treasury Regulations. 

 
In August 2007, the IRS issued “new” Proposed Treasury Regulations 

for Section 125 plans.  The Proposed Treasury Regulations, along with 
the existing finalized Treasury Regulations, provide guidance on the 

operation of a Section 125 Plan.  Although the Regulations are 
“proposed”, they have the force of law and indicate the position of the 

IRS.  These Regulations are made up of seven parts: 
 

 1.125-1 – General Rules 
 1.125-2 – Elections 

 1.125-3 – Effects of FMLA on a Cafeteria Plan (finalized) 
 1.125-4 – Allowable Election Changes (finalized) 

 1.125-5 – Flexible Spending Accounts  
 1.125-6 – Substantiation 

 1.125-7 – Nondiscrimination Rules 

 
The Proposed Treasury Regulations basically clarify the previous 

Regulations and also incorporate the changes affecting Section 125 
Plans that came from other legislation and administrative guidance.  

The Proposed and Final Treasury Regulations may be located at 
http://www.gpo.gov/fdsys/pkg/FR-2007-08-06/pdf/E7-14827.pdf. 

 

IRS Audits   
 

Although audit activity for Section 125 Plans has been relatively low in 
past years, an employer should strive to keep its Plan in compliance 

with all Section 125 requirements as more Plans are being flagged by 
the IRS. Some Plans may be audited as a result of a more 

comprehensive audit of the employer itself or due to audits of 403(b) 
plans.  It is not possible to predict the severity of a penalty associated 

with non-compliance, but it could range from monetary penalties to 
disqualification of the Plan itself.  The Proposed Regulations do give 

more information as to when an employer’s Plan may be disqualified.  
This would include instances where the Plan: 

 

http://www.gpo.gov/fdsys/pkg/FR-2007-08-06/pdf/E7-14827.pdf
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 reimburses expenses incurred before the period of coverage; 

 offers ineligible benefits; 
 operates to defer compensation; 

 fails to comply with the uniform coverage rule; 
 allows employees to revoke elections or to make new elections 

outside of the election change guidelines; 
 fails to comply with the substantiation requirements; 

 reimburses ineligible FSA expenses; 
 allocates experience gains (forfeitures) other than expressly 

permitted;  
 fails to comply with the Grace Period or Carryover Provision 

rules; and  
 fails to comply with the qualified HSA rules. 

 
The IRS may audit plan years that fall within the statute of limitations, 

which is usually three years from the due date for filing the return 

(probably the Form 941 since the Form 5500 for cafeteria plans is no 
longer required).   

 
An employer may need the assistance of its plan service provider and 

legal counsel in the event of an audit.  Many employers routinely 
complete self-audits to ensure that the Plan is in compliance and that 

all necessary documentation is readily available. Some of the 
documentation* that the IRS might request includes: 

 
 Plan documents and all amendments (should be signed); 

 Election forms; 
 Enrollment packages or other materials describing benefits; 

 Administrative committee minutes; 
 List of eligible and ineligible employees; 

 Nondiscrimination tests; 

 W-2 reconciliation for employees that participate in the Plan; 
 Information on claims payment procedures, denial reports, 

claims registers and bank account information; 
 Details regarding Plan funding; 

 Information regarding how flex account forfeitures were used; 
 Copies of service contracts pertaining to the Plan; and 

 Copies of insurance policies offered under the Plan. 
 

*This list is not all-inclusive 
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Section 125 Tidbits    
 
 Section 125 contributions/premiums are exempt from FICA, FUTA, 

and Federal Income Taxes.  They are also exempt from most state 
and local taxes (varies by state). 

 
 FICA Tax is made up of the Old Age, Disability and Survivor 

Insurance tax (6.2%) and the Medicare tax (1.45%) for a total of 

7.65%. 
 

 FICA stands for Federal Insurance Contributions Act. 
 

 FUTA stands for Federal Unemployment Tax Act. 
 

 The IRS limits the maximum amount of the Dependent Care 
Assistance Program election to $5,000 per tax year; the maximum 

amount a participant may elect under the Health FSA is $2,500 per 
plan year. 

 
 Plan documents should be retained indefinitely; election forms and 

other documents should be kept for 4 years (if exempt from ERISA) 
or 7 years (if subject to ERISA). 

 

 Government entities, such as public schools, are usually exempt 
from ERISA. 

 
 As a result of participation in a Section 125 Plan, participants’ Social 

Security benefits upon retirement may be reduced. 
 

 Election changes under a Section 125 Plan, as well as design 
changes to the Plan itself, must be done prospectively, not 

retroactively. 
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Flexible Spending Accounts 
 

A Section 125 Plan may include any of the flexible spending account 
options as a benefit that is available to Plan participants. The Section 

125 Regulations allow benefit dollars to be set aside for the 
reimbursement of qualified expenses under these accounts.   

 
The available flexible spending accounts include: 

 
 Dependent Care Assistance Program (DCAP) a.k.a. “Dependent 

Day Care” 
 Health Flexible Spending Account (Health FSA) a.k.a. “Medical 

Expense Reimbursement” or “Unreimbursed Medical Account” 
 Adoption Assistance Program 

 Health Savings Account (HSA) 

 
For purposes of this discussion, we will only focus on the DCAP and 

Health FSA. 
 

Participation in the flexible spending accounts is subject to the use-or-
lose requirement which states that any unused contributions will revert 

back to the Plan which may use the forfeitures in the following ways: 
 

 To offset administrative costs incurred for the operation of the 
Section 125 Plan; 

 Reduce required premiums for the following plan year; or 
 Be returned to the participants of the flexible spending 

account(s) on a reasonable and uniform basis (may not return 
money only to those who forfeited contributions). 

 

The employer may have elected a Grace Period at the end of the plan 
year during which the participants may incur and submit claims.  The 

Grace Period may not exceed the 15th  day of the third month following 
the end of the plan year.   

 
Usually, a Runoff Period will follow the end of the plan year or Grace 

Period.  The Runoff Period is a period of time during which the 
participants may submit claims which were incurred during the 

immediately preceding plan year (and Grace Period, if applicable).  The 
participant may not incur claims during the Runoff Period.  The Runoff 

Period should be used to settle “problem” claims and not as an 
extension of the plan year.  A participant that waits until the end of the 

Runoff Period to submit claims risks not getting his/her claims 
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reimbursed due to insufficient information if the additional information 

may not be acquired before the Runoff Period expires.   
 

Dependent Care Assistance Program (DCAP) 
 

The DCAP allows an employee to be reimbursed for eligible dependent 
care expenses.  In order to be an eligible expense, the expense must 

meet the following requirements: 

 
 The expense must be incurred during the period of coverage; 

 The expense must have been incurred to allow the employee and 
the employee’s spouse (if applicable) to work, or for the spouse 

to look for work, attend school full-time or who is incapable of 
self-care; and 

 The expense must be for a qualifying child (as defined in Code 
Section 152 (c)) under age 13 or a dependent (qualifying child 

or qualifying relative as defined in Code Section 152 (c) and (d), 
respectively) or a spouse who is physically or mentally unable to 

care for himself or herself and who has the same principal place 
of abode as the taxpayer for more than half of the taxable year.   

 
There are specific requirements that a Dependent Care Assistance 

Program must follow including: 

 
 The reimbursement must be for employment-related expenses, 

 The expense must have been incurred during the period of 
coverage (i.e. plan year and/or Grace Period, if applicable), 

 The expense must not be reimbursed or reimbursable under 
another source, and 

 Adequate claims substantiation must be provided including 
statements from the participant and an independent third party. 

 
Under the DCAP, married couples filing their tax return jointly may 

claim $5,000 and married couples filing separately may claim $2,500 
each.  Amounts in excess of $5,000 per household will be 

subject to taxation.  The total of the DCAP elections should be 
shown in box 10 of the participant’s W-2 form.  Any amounts in excess 

of $5,000 should be shown in boxes 1, 3 and 5 of the participant’s W-2 

form (see instructions for that filing year). 
 

If a participant has daycare costs that are more than the amount 
elected under the DCAP, the participant may claim the amount over 

the election on his/her personal income tax return for the Dependent 
Care Tax Credit* (up to the amount allowable under the credit).  The 
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participant may not use the same expenses for both the DCAP and the 

Dependent Care Tax Credit – no “double dipping” is allowed. 
 
*The Dependent Care Tax Credit takes into account expenses in the amount of $3,000 for one dependent 
and $6,000 for two or more dependents. 

 
Dependent Care Service Providers 

 
The service provider may be an individual or a dependent care center.  

An individual provider may not be a dependent of the employee or the 
employee’s child under age 19.  A dependent care center must comply 

with state and local laws.  A dependent care center is defined as a 
facility that provides care for seven or more individuals (not counting 

individuals who reside at the center) and that receives a fee, payment 
or grant for providing services for any of the individuals. 

 

The service provider must provide its name, address and social 
security number (if an individual) or tax ID number (if a dependent 

care center) to the participant to be included on Form 2441(or on 
Schedule 2 for Form 1040A) for tax reporting purposes. 

 
How Are Dependent Care Expenses Reimbursed? 

 
The participant is eligible to be reimbursed for incurred dependent care 

expenses up to the total that has accumulated in the account (the IRS 
limits participation in the Dependent Care Account to $5,000 per tax 

year).  “Incurred” means that the daycare service giving rise to the 
expense for which reimbursement is requested has already been 

provided.  Any reimbursement requests that are in excess of the 
account balance will be pended until additional contributions are made 

to the account. 
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Election Changes for the Dependent Care Assistance Program 

 
An election change may be made to the participant’s dependent care 

election whenever there has been a change in the need for care (ex: 
birth or death of dependent), when there has been a coverage change 

(ex: grandparent will watch child for no charge) or when there has 
been a cost change (ex: daycare center increases rates).  A 

participant may not increase his/her election mid-plan year in 
order to increase the fee paid to a relative for dependent care 

services.   
 

Health Flexible Spending Account 
 
The Health Flexible Spending Account (Health FSA) allows a participant 

to be reimbursed for qualified medical expenses on a pre-tax basis.  
The requirements for a qualified expense include: 

 
 The expense must have been incurred (the service rendered) 

during the plan year (or Grace Period, if applicable); 
 The expense must be for the employee or the employee’s eligible 

spouse or dependent; 
 The employee must provide proof of the expense;  

 The expense may not have been reimbursed to the employee 

from any other source (i.e. insurance), and 
 The expense must be for medical care. 

 
Code § 213(d) defines “medical care” as amounts paid: 

 
 For the diagnosis, cure, mitigation, treatment, or prevention of 

disease, or for the purpose of affecting any structure or function 
of the body; and 

 For transportation primarily for and essential to the medical care 
referred to above. 

 
The employer determines the minimum and maximum (not to exceed 

the IRS limit of $2,500 per plan year) amounts available under the 
Plan through salary reduction which will be reflected on the plan 

document. 

 
 

The Health FSA is subject to specific rules including: 
 

 The account may not reimburse expenses that represent 
deferred compensation, 
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 There must be uniform coverage throughout the period of 
coverage, 

 The expenses must have been incurred during the period of 
coverage, 

 The coverage period must generally be 12 months (exception for 
prospective short plan year and Grace Period), 

 Reimbursement of insurance premiums is prohibited, 
 Expenses may not be reimbursed or reimbursable from another 

source, 
 Adequate claims substantiation must be provided including 

statements from the participant and an independent third party. 
 

Unlike the Dependent Care Assistance Program, the Health FSA 
participant must be eligible to receive up to the full amount elected 

(less any previously reimbursed claims) for the plan year regardless of 

the balance in his/her account. 
 

Because the full elected amount must be made available to a 
participant at all times during the plan year, there may be situations in 

which the account reimbursements exceed the contributions for the 
plan year (such as termination of employment when the account has a 

negative balance).  Normally, these shortages would be absorbed by 
the employer/Plan Sponsor.  To protect themselves, the employer may 

transfer this risk to another party through an insurance policy.   
 

Expenses claimed under the Health FSA may not be used as a federal 
tax deduction on the participant’s income tax return – no “double-

dipping” is allowed. 
 

Carryover Provision 

 
The employer may elect to include the Carryover Provision for the 

Health FSA (not available on the other flexible spending accounts).  
Under the Carryover Provision, participants are eligible to carryover up 

to $500.00 of unused contributions from the previous plan year to the 
new plan year.  This does not affect the maximum participant election 

of $2,500.00. The carryover amount must be made available to the 
participant on the first day of the plan year, just like the employee 

election.  The Plan may not include both the Carryover Provision and 
the Grace Period; therefore, an employer wishing to amend the 

Section 125 Plan to remove the Grace Period and add the Carryover 
Provision should evaluate the impact that this change would have on 

its employees. 



AASBO 
Section 125 Overview 

February 2014 
Page 19  

 

Health Care Reform’s Impact on the Health FSA 
 

Health Care Reform has required the following changes to the Health 
FSA: 

 
 Effective 1/1/2010, participants may claim eligible medical 

expenses on their adult children (through the tax year that they 
turn 26) under the account. 

 Effective 1/1/2011, over-the-counter drugs and medicines may  
be reimbursed only if the drug or medicine is prescribed by a 

medical practitioner. 
 Effective 1/1/2013, employee contributions to a Health FSA will 

be limited to $2,500.  If both spouse’s employers offer a Health 
FSA, each may elect $2,500. 

 

Definition of “Dependent” for Health FSA Purposes 
 

The Health FSA may reimburse expenses for the employee, the 
employee’s eligible spouse (including legal same-sex spouse) or 

dependent.  Code § 152 (c) and (d) defines a dependent as either a 
qualifying child or qualifying relative (refer to Code Section 152 for 

details).  Expenses for adult children who have not reached age 27 by 
the end of the tax year may also be claimed through the account.  

 
Reconciliation of the Health FSA 

 
Shortages in the account will be passed on to the employer unless the 

employer has shifted this risk to another entity via an insurance policy.  
Any forfeitures from the account would be returned to the Plan to be 

used in one of the following ways: 

 
 To offset administrative costs incurred for the operation of the 

Section 125 Plan; 
 Reduce required premiums for the following plan year; or 

 Be returned to the participants of the flexible spending 
account(s) on a reasonable and uniform basis (may not return 

money only to those who forfeited contributions). 
 

The Health FSA and COBRA 
 

The Health FSA is considered a group health plan and is subject to 
COBRA.  It is the employer’s responsibility to send COBRA notifications 
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to eligible participants.  Under most circumstances*, there are 

limitations to COBRA continuation: 
 

 COBRA does not have to be offered to participants that have 
overspent (i.e. have a negative balance in) their account. 

 For those who have underspent the account and elect to take 
COBRA, the continuation will cut off at the end of the plan year 

in which the qualifying event occurs. 
 
*These limitations do not apply if the employer exceeds the Maximum Benefit Condition discussed on page 

8 for account funding. 

 
The Health FSA and Termination of Employment** 

 
When a participant terminates employment and has a positive 

balance left in the Health FSA, the employer must offer COBRA.  The 

participant may elect COBRA or choose to pay the remaining 
contributions out of his or her final paycheck (prepay election) in order 

to have the entire plan year to make reimbursements and to get the 
tax savings on the contributions.  On the other hand, a participant that 

terminates employment and has overspent the account (i.e. has a 
negative balance) is not offered COBRA by the employer.  The 

employer should not attempt to recoup the unpaid contributions nor 
should they accept the unpaid contributions from the participant even 

if the participant wants to return them voluntarily. 
 

The Health FSA must exhibit the same characteristics of risk as 
insurance.  This means that the employer must assume the risk 

associated with the account.  The employer may shift the risk to 
another party through an insurance policy. 

 
**Assumes the Health FSA is a HIPAA excepted benefit 

 
Over-the-Counter Items 

In 2003, the IRS began allowing over-the-counter (OTC) items to be 

eligible for reimbursement under the Health FSA.  These types of 
expenses must be for medical care and not merely to maintain general 

good health.  Sometimes, an OTC item could be used to treat a 
medical condition or to maintain general good health.  These types of 

expenses are often referred to as “dual purpose” items and may 
require a doctor’s statement as to the medical necessity in order to be 

reimbursed.  Effective January 1, 2011, Health Care Reform 
required that over-the-counter drugs and medicines could only 
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be reimbursed if they were prescribed by a medical 

practitioner.   
 

The IRS states that stockpiling of OTC items is not allowable under the 
account.  Stockpiling occurs when large quantities of an item are 

purchased (more than may be used during the plan year) to use up 
remaining contributions left in the account before the plan year ends in 

order to prevent forfeitures. 
 

Third-party substantiation (receipt) for an OTC item is still required in 
order to be reimbursed.  The receipt should show the date of the 

expense, name/description of the item, and amount of the expense. 
 

OTC Drugs and Dietary Supplements 
 

The Federal Drug & Cosmetic Act defines drugs, in part, by their 

intended use, as “articles intended for use in the diagnosis, cure, 
mitigation, treatment, or prevention of disease” and “articles (other 

than food) intended to affect the structure of any function of the body 
of man or other animals” [FD&C Act, sec. 201(g)(1)].  These drugs 

have approved therapeutic claims.  An OTC drug or medicine will 
require a medical practitioner’s prescription before they may 

be reimbursed from the Health FSA. 
 

Herbal supplements are not classified as drugs but as dietary 
supplements.  The main difference is that they do not have approved 

therapeutic claims unlike in the case of drugs.  Moreover, dietary 
supplements could either contain vitamins, minerals, herbals, or amino 

acids, all aimed to add to or supplement the diet of an individual.  
They are not intended to be taken alone as a substitute to any food or 

medicine.  Supplements will most likely require a medical 

practitioner’s statement as to the medical necessity before they 
may be reimbursed from the Health FSA. 

 
It may be confusing trying to figure out if an OTC item is a 

drug/medicine or a supplement.  A suggested way to determine this is 
to look at the content label usually found on the item’s packaging.  By 

law, a supplement is required to state “Supplement Facts” and drugs 
are required to state “Drug Facts”. 
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Example of Supplement Facts Label: 
 

 
 

Example of Drug Facts Label: 
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Election Changes 

 
The Treasury Regulations outline specific rules pertaining to participant 

elections under a Section 125 Plan.  These rules include: 
 

 Only participants may make elections under the Plan; 
 The elections must be voluntary; 

 The elections must be made in advance (before the plan year 
begins); 

 The elections may not cause salary reductions to purchase 
benefits for a year later than the current plan year; 

 The participant’s elections are irrevocable for the plan year 
unless the change is on account of and consistent with certain 

qualifying events. 
 

Qualifying Events 

 
The IRS recognizes an exhaustive list of qualifying events that would 

enable a participant in a Section 125 Plan to make changes to the 
election.  The IRS also has a consistency rule which states that the 

change in election must be on account of and consistent with the 
qualifying event. 

 
The list of qualifying events includes: 

 
 Change in status (including a change in marital status, number 

of dependents, employment status, eligibility requirements and a 
residence change) that affects eligibility for coverage; 

 Automatic cost changes (“insignificant cost changes”); 
 Significant cost changes (“significant” is not defined by the IRS; 

it should be the employer’s determination if a cost change is 

significant); 
 Significant curtailment in coverage (a significant curtailment is 

considered to be an overall reduction in coverage provided to 
participants so as to constitute reduced coverage to participants 

generally.  May be a curtailment with loss of coverage or 
curtailment without loss of coverage); 

 Improvement in coverage or addition of a new benefit package 
option; 

 Change in coverage of a spouse or dependent under other 
employer’s plan; 

 Loss of coverage under group health plan of governmental or 
educational institution; 
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 FMLA leaves; 

 HIPAA special enrollment rights; 
 COBRA qualifying events; 

 Judgment, decree or orders (including QMCSO’s); and 
 Entitlement (or loss of entitlement) to Medicare or Medicaid. 

 
It is important to remember that an employer is not required to allow 

election changes for these events but that these are the only 
circumstances for which a Plan may allow election changes under the 

Regulations. 
 

It is equally important to note that not all of the qualifying events 
listed previously apply to the Dependent Care Assistance Program or 

the Health FSA. You may want to consult your Section 125 Plan 
Service Provider for assistance. 

 

Ineligible Changes in Health FSA Elections 
 

Under some circumstances, there appears to be a reason to allow a 
participant to change his/her election but, in fact, it is not allowable.   

Examples of these situations are: 
 

 A participant elects a high contribution amount under the 
assumption that the funds will be used for Lasik surgery to 

correct vision.  After the plan year begins, the participant 
completes the evaluation tests for the surgery and discovers that 

he/she is not an eligible candidate.  The participant now wants to 
reduce the election. 

 Mid-plan year, the employer changes medical insurance.  The 
coverage now has a higher (or lower) deductible (or co-pay) 

amount.  The participant wants to increase (or reduce) the 

election to compensate for the change. 
 

The IRS states that these types of election changes are not allowable.  
The employer must take precautions not to allow changes based on 

situations such as these.   
 


