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IRS Expands Allowable Reimbursements Under FSAs

In a series of recent rulings, the IRS has expanded the
list of items and procedures which may be reimbursed
with pre-tax dollars through health care flexible spend-
ing accounts ("FSAs"), health reimbursement arrange-
ments ("HRAs") or other employer health plans.

Non-Prescription, Over-the-Counter Medicine
and Drugs

The costs of non-prescription drugs may not be itemized
as tax deductions under Code Section 213(b). However,
in Rev. Rul. 2003-102, which was released on
September 3rd, the IRS provides that the statutory exclu-
sion for reimbursements of employee health care
expenses from FSAs or other employer health plans is
broader than the costs which may be deducted as item-
ized medical expenses. This clarification permits
expenses for non-prescription, over-the-counter "medi-
cine and drugs" (e.g., antacid, allergy medicine, pain
reliever and cold medicine) to be paid with pre-tax dol-
lars through FSAs or other employer health plans - even
though such expenses are not deductible as itemized
medical expenses. However, the costs of over-the-
counter items that are not "medicine and drugs," such as
dietary supplements (e.g. vitamins), toiletries (e.g.,
toothpaste), cosmetics (e.g., face creams) and sundry
items, may not be paid with pre-tax dollars.

The IRS explains that the distinction between the reim-
bursable costs and non-reimbursable costs is whether the
item is for "medical care" (i.e., 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) or is "merely beneficial to the gen-
eral health" of the employee. FSAs and other employer

health plans may only reimburse the costs of "medical
care" items. Accordingly, all reimbursement claims
must be adequately substantiated.

Crutches, Bandages and Blood Sugar Test Kits
In another recent ruling, Rev. Rul. 2003-58, the IRS pro-
vides that the costs of equipment and supplies, such as
crutches and bandages, which mitigate the effect of an
injury, and diagnostic devices, such as blood sugar test
kits, which monitor and assist in treating diabetes, may
be deducted as itemized medical expenses. The qualifi-
cation of these items as deductible medical expenses
means that their costs may be reimbursed by FSAs or
other employer health plans on a pre-tax basis.

Breast Reconstruction Surgery and Corrective
Eye Surgery

In Rev. Rul. 2003-57, the IRS provides that the costs
associated with breast reconstruction surgery which
lessens a deformity directly related to a disease, and eye
surgery to correct defective vision (including laser pro-
cedures such as LASIK and radial keratotomy), may be
deducted as itemized medical expenses. The IRS
explains that these costs may be deducted because they
relate to procedures which treat a physical or mental dis-
ease or promote the proper function of the body. Since
these costs are deductible, they may be reimbursed by
FSAs or other employer health plans on a pre-tax basis.

In contrast, the IRS explains that procedures such as
teeth-whitening to treat discoloration do not treat a phys-
ical or mental disease or promote the proper function of
the body, but are rather directed at improving physical
appearance. Accordingly, the cost of whitening teeth
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may not be deducted as an itemized medical expense and is not reimbursable
under an FSA or other employer health plan on a pre-tax basis.

What this Means in Plan Administration

The IRS' treatment of the items and procedures described above as expenses
which may be paid for in pre-tax dollars does not mean that FSAs and other
employer health plans must cover them. It merely means that such plans may
elect to cover them. In light of this new IRS guidance, employers should take
the following actions:

1. Review plan documents and summary plan descriptions. Determine
whether the new allowable items and procedures may or may not be cov-
ered under their current terms. Plan amendments and participant notices
may be required to properly reflect the employer's choice to cover or not
cover the new allowable items and procedures. From a timing standpoint,
some employers may wish to amend their plans right away in order to pro-
vide employees with additional ways to utilize FSA accounts before the end
of the plan year. Others may choose to roll-out these changes in conjunc-
tion with open-enrollment for the 2004 plan year.

If an employer elects to cover the new allowable items and procedures, the
claims substantiation procedures under its FSA or other employer health
plan should be reviewed. The distinctions made by the IRS between allow-
able items and non-allowable items require specific descriptions.
Accordingly, employers must ensure that their procedures require proper
documentation, e.g., receipts which adequately distinguish between allow-
able "medicine and drugs" and non-allowable items, such as dietary supple-
ments, to substantiate claims for reimbursement. The burden of plan
administration will likely increase if greater substantiation is required. For
employers who use a third-party administrator to handle FSA claims, timing
of implementation of the procedures will need to be discussed and modifi-
cation of current administrative services agreements and related docu-
ments/forms may be necessary.

If you have any questions about the application of this new guidance to your
plan, please contact the Seyfarth Shaw employee benefits group attorney with
whom you work or any employee benefits group attorney listed on the website at
www.seyfarth.com
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