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SUMMARY: This decument contains new proposed regulations providing guidance on cafeteria plans. This document
also withdraws the notices of proposed rulemaking relating to cafeteria plans under section 125 that were published on
May 7, 1984, December 31, 1984, March 7, 1989, November 7, 1997 and March 23, 2000. In general, these proposed
regulations would affect employers that sponsor a cafeteria plan, emplovees that participate in a cafeteria plan, and third
party cafeteria plan administrators.

Explanation of Provisions

Overview

The new propoesed regulations are organized as follows: general rules on qualified and nonqualified benefits in cafeteria
plans (new proposed Sec. 1.125-1), general rules on elections (new proposed Sec, 1.125-2), general rules on flexible
spending arrangements (new proposed Sec. 1.125-5), general rules on substantiation of expenses for qualified benefits
{new proposed Sec. 1.125-6) and nondiscrimination rules (new proposed Sec. 1.125-7). The new proposed regulations,
new Proposed Sec. Sec. 1.125-1, 1.125-2, 1.125-5, 1.125-6 and Sec. 1.125-7, consclidate and restate Proposed Sec.
1.125-1 (1984, 1997, 2000}, Sec. 1.125-2 (1989, 1997, 2000) and Sec. 1.125-2T (1986). Unless otherwise indicated,
references to “new proposed regulations” or “these proposed regulations™ mean the proposed section 125 regulations
being published in this document.

The new proposed regulations reflect changes in tax law since the prior regulations were proposed, including: the

change in the definition of dependent (section 152) and the addition of the following as qualified benefits: adoption
assistance (section 137), additional deferred compensation benefits described in section 125{d}1)(B), {C) and (D), Health
Savings Accounts (ISAs) (sections 223, 125(d)(2)(D) and 49800G), and qualified HSA distributions from health FSAs
(section 106(=)). Other changes include the prohibition against long-term care insurance and long-term care services
(section 125(f)) and the addition of the key employee concentration test in section 125(b)(2).

The prior proposed regulations, Sec. Sec. 1.125-1 and 1.125-2, provide the basic framework and requirements for
cafeteria plans and elections under cafeteria plans. The prior proposed regulations also outlined the most significant
rules for benefits under a health flexible spending arrangement (health FSA) offered by a cafeteria plan--the requirement
that the maximum reimbursement be available at all times during the coverage period (the uniform coverage rule), the
requirement of a 12-month period of coverage, the requirement that the health FSA only reimburse medical expenses,
the requirement that all medical expenses be substantiated by a third party before reimbursement, the requirement that
expenses be incurred during the period of coverage, and the prohibition against deferral of compensation (including the
use-or-lose mule). The prior proposed regulations also provided guidelines for dependent care F8As, and the

application of section 125 to paid vacation days offered under a cafeteria plan, These remain substantially unchanged in
the new proposed regulations, with certain clarifications. Finally, the prior proposed regulations included a number of
& As addressing transitional issues relating to the enactment of section 125, as well as the application of the now-repealed
section 89 (special nondiscrimination rules with respect to certain employee benefit plans). These provisions are omitted
from the new proposed regulations.

L New Proposed Sec. 1.125-1--Orualified and Nongualified Benefits in Cafeteria Plans Section 125 Exclusive
Noninclusion Rule

Section 125 provides that, except in the case of certain discriminatory benefits, no amount shall be included in the

gross income of a participant in a cafeteria plan (as defined in section 125(d)) solely because, under the plan, the
participant may choose among the benefits of the plan. The new propoesed regulations clarify and amplify the general
rule in the prior proposed regulations that section 125 is the exclusive means by which an employer can offer employees
a choice between taxable and nontaxable benefits without the choice itself resulting in inclusion in gross income by the




employees. When employees may elect between taxable and nontaxable benefits, this election results in gross income

to employees, unless a specific Internal Revenue Code (Code) section (such as section 125} infervenes to prevent gross
income inclusion. Thus, except for an election made through a cafeteria plan that satisfies section 125 or another specific
Code section (such as section 132(f)(4)), any opportunity to elect among taxable and nontaxable benefits results in
inclusion of the taxable benefit regardless of what benefit is elected and when the election is made. This interpretation of
section 125 is consistent with the legislative history of section 125, The legislative history begins with the interim ERISA
rules for cafeteria plans:

Under * * * ERISA, an employer contribution made before January 1, 1977, to a cafeteria plan in existence on June 27,
1974, is required to be included in an employees® gross income only to the extent that the employee actually eleets taxable
benefits. In the case of a plan not in existence on June 27, 1974, the employer contribution is required to be included in an
employee’s gross income to the extent the employse could have elected taxable benefits. 5. Rep. No. 1263, 95th Cong,,
2d Sess. 74 (1978), reprinted in 1978 US.C.C.AN. 6837; H. R. Rep. No. 1445, 95th Cong., 2d Sess. 63 (1978); H.R.
Conf, Rep. No. 1800, 95th Cong., 2d Sess. 206 (1978).

The legislative history also provides:

Generally, employer contributions under a written cafeteria plan which permits employvees to elect between taxable and
nontaxable benefits are excluded from the gross income of an employee to the extent that nontaxable benefits are elected.
8. Rep. No. 1263, 95th Cong., 2d Sess. 75 (1978), reprinted in 1978 U.S.C.C.AN. 6838; H. B Rep. No. 1445, 95th
Cong., 2d Sess. 63 (1978). See also H.R. Conf. Rep. Mo, 1800, 95th Cong., 2d Sess. 206 (1978).

The legislative history to the 1984 amendments to section 125 continues:

The cafeteria plan rules of the Code provide that a participant in a nondiseriminatory cafeteria plan will not be reated as
having received a taxable benefit offered under the plan solely because the participant has the opportunity, before the
benefit becomes available, to choose among the taxable and nontaxable benefits under the plan. H.E. Conf, Rep. No, 861,
98th Cong., 2d Sess. 1173 (1984), reprinted in 1984 U.S.C.C.AN. 1861. See also H.R. Conf. Rep. No. 736, 104th Cong,,
2d Sess. 295, reprinted in 1996 U.S.C.C.AN. 2108,

The new proposed regulations provide that unless a plan satisfies the requirements of section 125 and the regulations, the
plan is not a cafeteria plan. Reasons that a plan would fail to satisfy the section 125 requirements include: Offering
nongualified benefits; not offering an election between at least one permitted taxable benefit and at least one qualified
benefit; deferring compensation; failing to comply with the uniform coverage rule or use-or-lose rule; allowing employees
to revoke elections or make new elections during a plan year, except as provided in Sec, 1.125-4; failing to comply with
substantiation requirements; paying or reimbursing expenses incurred for qualified benefits before the effective date of
the cafeteria plan or before a period of coverage; allocating experience gains (forfeitures) other than as expressly allowed
in the new proposed regulations; and failing to comply with grace period rules.

Definition of a Cafeteria Plan

The new proposed regulations provide that a cafeteria plan is a separate written plan that complies with the requirements
of section 125 and the regulations, that is maintained by an employer for employees and that is operated in compliance
with the requirements of section 125 and the regulations. Participants in a cafeteria plan must be permitted to choose
among at least one permitted taxable benefit (for example, cash, including salary reduction) and at least one qualified
benefit. A plan offering only elections among nontaxable benefits is not a cafeteria plan. Also, a plan offering only
elections among taxable benefits is not a cafeteria plan. See Rev. Rul. 2002-27, Situation 2 (2002-1 CB 925), see Sec.
601.601(d)2)(iiKk). Finally, a cafeteria plan must not provide for deferral of compensation, except as specifically
permitted in section 123(d)2)(B}, (C), or (D).

Written Plan

Section 125(d)(1) requires that a cafeteria plan be in writing, The cafeteria plan must be operated in accordance with the
written plan terms. The new proposed regulations require that the written plan specifically describe all benefits, set forth
the rules for eligibility to participate and the procedure for making elections, provide that all elections are irrevocable
{except to the extent that the plan includes the optional change in status rules in Sec. 1.125-4), and state how employer
contributions may be made under the plan (for example, salary reduction or nonslective employer contributions), the
maximum amount of elective contributions, and the plan year. If the plan includes a flexible spending arrangement (FSA),
the written plan must include provisions complying with the uniform coverage rule and the use-or-lose rule, Because



section 125(d)( 1) A) states that a cafeteria plan is a written plan under which “all participants are employees™, the new
proposed regulations require that the written cafieteria plan specify that only employees may participate in the cafeteria
plan. The new proposed regulations also require that all provisions of the written plan apply uniformly to all participants.

Individuals Who May Participate in a Cafeteria Plan

All participants in a cafeteria plan must be employees. See section 125(d){ 1)}(A). These proposed regulations provide that
employees include common law employees, leased employees described in section 414(n), and full-time life insurance
salesmen (as defined in section 7701{a)20)). These proposed regulations further provide that former employees
(including laid-off employess and retired employees) may participate in a plan, but a plan may not be maintained
predominantly for former employess. See Rey. Rul, 82-196 (1982-2 CB 53); Rev. Rul, 85-121 (1985-2 CB 57), see Sac,
G01.601(d2)iixb). All employees who are treated as employed by a single employer under section 414(b), () or {m) are
treated as employed by a single employer for purposes of section 125, See section 123(g)(4). A participant’s spouse or
dependents may receive benefits through a cafeteria plan although they cannot participate in the cafeteria plan. Self-
employed individuals are not treated as employees for purposes of section 125, Accordingly, the new proposed
regulations make clear that sole proprietors, partners, and directors of corporations are not employees and may not
participate in a cafeteria plan. In addition, the new proposed regnlations clarify that 2-percent shareholders of an S
corporation are not employvees for purposes of section 125, The new proposed regulations provide rules for dual status
individuals and individuals moving between employee and non-employee status. A self-employed individual may,
however, sponsor a cafeteria plan for his or her emplovees,

Election Between Taxable and Nontaxable Benefits

The new proposed regulations require that a cafeteria plan offer employees an election among only permitted taxable
benefits (including cash) and qualified nontaxable benefits. See section 125(d)(1)(B). For purposes of section 125, cash
means cash from current compensation (including salary reduction), payment for annual leave, sick leave, or other paid
time off, severance pay, property, and certain after-tax employee contributions, Distributions from qualified retirement
plans are not cash or taxable benefits for purposes of section 125. See Rev, Rul, 2003-62 (2003-1 CB 1034) (distributions
ta former emplovees from a qualified emplovees® trust, applied to pay health insurance premiums, are includible in
former employees® gross income under section 402), see Sec. 60160 1{dN2M(ii}b).

Qualified Benefits .

In general, in order for a benefit to be a qualified benefit for purposes of section 1235, the benefit must be excludible from
employees’ gross income under a specific provision of the Code and must not defer compensation, except as specifically
allowed in section 125(dW2HE), (C) or (D). Examples of qualified benefits include the following: group-term life
insurance on the life of an employee (section 79); employer-provided accident and health plans, including health flexible
spending arrangements, and accidental death and dismemberment policies (sections 106 and 105(b}); a dependent care
assistance program (Section 129); an adoption assistance program (section 137); contributions o a section 401(k) plan;
contributions to certain plans maintained by educational organizations, and contributions to HSAs. Section 125(f),
(d)(2KB), (C), (D). See Motice 97-9 (1997-2 CB 35) (adoption assistance), see Sec. 601.601(d)(2)({i)(k); Notice 2004-2,
Q) & A-33 (2004-1 CB 269) (HSAs), see Sec. 601.601(d)(2)(ii)(k). A cafeteria plan may also offer long-term and short-
term disability coverage as a qualified benefit (see section 106). However, see paragraph (q) in Sec. 1.125-1 for
nonqualified benefits.

Group-Term Life Insurance

An emplover may provide group-term [ifie insurance through a combination of methods. Generally, under section T9(a),
the cost of $50,000 or less of group-term life insurance on the life of an employee provided under a policy (or policies)
carried directly or indirectly by an employer is excludible from the employee's gross income. (Special rules apply to key
employees if the group-term life insurance plan does not satisfy the nondiscrimination rules in section 79(d)). Howewver, if
the group-term life insurance provided to an employee by an employer or emplovers exceeds $50,000 (taking into account
all coverage provided both through a cafeteria plan and outside a cafeteria plan), the cost of coverage exceeding coverage
of £50,000 is includible in the employee’s gross income. For this purpose, the cost of group-term life insurance is shown
in Sec. 1.79-3(d)(2), Table I (Table I). The Table I cost of the excess group-term life insurance (minus all after-tax
contributions by the employee for group-term life insurance coverage) is includible in each covered employee’s gross
income. The new proposed regulations provide that the cost of group-term life insurance on the life of an employes, that
either is less than or equal to the amount excludible from gross income undar section 79z) or provides coverage in excess
of that amount, but not combined with any permanent benefit, is a qualified benafit that may be offered in a cafeteria plan.
The new proposed regulations also provide that the entire amount of salary reduction and employer flex eredits for group-
term life insurance coverage on the life of an employee is excludible from an employee’s gross income,



The rule in the new proposed regulations differs from Notice 89-110 (1989-2 CB 447), see Sec. 601.601(d)2)(ii)(b).
Motice 89-110 provides that an employee includes in gross income the greater of the Table I cost of group-term [ife
insurance coverage excesding $50,000 or the employee's salary reduction and employer flex-credits for excess group
term life insurance coverage. The new proposed regulations provide instead that the employee includes in gross income
the Table I cost of the excess coverage (minus all after-tax contributions by the employvee for group-term life insurance
coverage) and that the entire amount of salary reduction and employer flex-credits for group-term life insurance coverage
on the life of the emplovee is excludible from the employee’s gross income. As noted in this preamble, taxpayers may
rely on the new proposed regulations for guidance pending the issuance of final regulations.

Employer-Provided Accident and Health Flan

Coverage under an employer-provided accident and health plan that satisfies the requirements of section 105(b) may be
provided as a qualified benefit through a cafeteria plan and is excludible from employees’ gross income. Section 106;
Sec. 1.106-1. The nondiscrimination rales under section 105(h) apply to self-insured medical reimbursement
arrangements (including health FSAs), )

The new proposed regulations specifically permit a cafeteria plan (but not a health FSA) to pay or reimburse substantiated
individual accident and health insurance premiums, See Rev, Rul. 61-146 (1961-2 CB 25), see Sec. 601.601(d)(2)(ii}b).
In addition, a cafeteria plan may provide for payment of COBRA premiums for an employee. For employer-provided
accident and health plans and medical reimbursement plans, the definition of dependents is the definition in section
105(b) as amended by the Working Families Tax Relief Act of 2004 (WFTRA), Public Law 108-311, section 207(9) (118
Stat. 1166) (that is, a dependent as defined in section 152, determined without regard to section 152(b)(1), (bM2), or

(@) 1WB)). See Motice 2004-79 (2004-2 CB 898), see Sec, 601.601(d}2)Wii)k). For purposes of the exclusion from
employees” gross income for accident and health plans and for medical reimbursement under sections 103(b) and 106, the
spouse or dependent of a former employee (including a retired employee or a laid-off employee) or of a deceased
employes is treated as a spouse or dependent. See Rev, Rul. 82-196 (1982-2 CB 53); Rev. Rul. 85-121 (1985-2 CB 57),
see Sec, 601.601(d)2){iH(b).

Dependent Care Assistance Programs and Adoption Assistance Programs

If the requirements of section 129 are satisfied, up to $5,000 of employer-provided assistance for amounts paid or
incurred by employees for dependent care is excludible from employees® gross income. The new proposed regulations
outline the general requirements for providing dependent care assistance programs and adoplion assistance programs
under section 137 through a cafeteria plan. See Notice 97-9, section [T (1997-2 CB 33), see Sec, 01.601(d)(2)(ii)(h)
Cafeteria Plan Year. The new proposed regulations require that a cafeteria plan year must be 12 consecutive months and
must be set out in the written cafeteria plan. A short plan vear (or a change in plan year resulting in a short plan year) is
permitted only for a valid business purpose. A change in plan year resulting in a short plan vear, for other than a valid
business purpose, is disregarded. If a principal purpose of a change in plan year is to circumvent the rules of section 125,
the change in plan year is ineffective,

Mo Deferral of Compensation

Cualified benefits must be current benefits. In general, a cafeteria plan may not offer benefits that defer compensation or
operate to defer compensation. Section 125(d)(Z}A). In general, benefits may not be carried over to a later plan year or
used in one plan year to purchase benefits to be provided in a later plan vear. For example, life insurance with a cash
value build-up or group-term life insurance with a permanent benefit (within the meaning of Sec. 1.79-0) defers the -
receipt of compensation and thus is not a qualified benefit.

The new proposed regulations clarify whether certain benefits and plan administration practices defer compensation. For
example, the regulations permit an accident and health insurance policy to provide certain benefit features that apply for
more than one plan year, such as reasonable lifetime limits on benefits, level premiums, premium waiver during
disability, puaranteed renewability of coverage, coverage for specified accidental injury or specific diseases, and the
payment of a fixed amount per day for hospitalization. But these insurance policies must not provide an investment fund
or cash value to pay premiums, and no part of the premium may be held in a separate account for any beneficiary. The
new proposed regulations also provide that the following benefits and practices do not defer compensation: a long-term
disability policy paying benefits over more than one plan year; reasonable premium rebates or policy dividends; certain
two-year lock-in vision and dental policies; certain advance payments for orthodontia; salary reduction contributions in
the last month of 2 plan year used to pay accident and health insurance premiums for the first month of the following plan
year; reimbursement of section 213(d) expenses for durable medical equipment; and allocation of experience gains

(forfeitures) among participants.



Paid Time O4T

Under the prior proposed regulations, permitted taxable benefils included various forms of paid leave. Since the prior
proposed regulations were issued, many employers have recharacterized and combined vacation days, sick leave and

personal days into a single category of “paid time off." The new proposed regulations use the term “paid time off™ to
refer to vacation days and other types of paid leave. The new proposed regulations contain the same ordering rule for
elective and nonelective paid time off as set forth in Prop. Sec. 1.125-1, Q & A-7 (1984). A plan offering an election

solely between paid time off and taxable benefits is not a cafeteria plan.

Grace Period

The new proposed regulations allow a written cafeteria plan to provide an eptional grace period immediately following
the end of each plan year, extending the period for incwrring expenses for qualified benefits. A grace period may apply to
one or more qualified benefits (for example, health FSA or dependent care assistance program) but in no event does it
apply to paid time off or contributions to section 401(k) plans. Unused benefits or contributions for one qualified benefit
may only be used to reimburse expenses incurred during the grace period for that same qualified benefit. The amount of
unused benafits and contributions available during the grace period may be limited by the employer, A grace period may
extend to the fifteenth day of the third month after the end of the plan year (but may be for a shorter period). Benefits or
contributions not used as of the end of the grace period are forfeited under the use-or-lose rule, The grace period applies
to all employvees who are participants (including through COBRA), as of the last day of the plan year. Grace period rules
must apply uniformly to all participants. The grace period rules in these proposed regulations are based on Notice 2005-
42 (2005-1 CB 1204), modified in Motice 2007-22 (2007-10 TRB 670), see Sec. 601.601{d)(2)(it)(b), amplified in Notice
2005-86 (2005-2 CB 1075), amplified in Notice 2007-22 (2007-10 IRE 670), see Sec. 601601 (d)(2Wii}b). For eligibility
to contribute to a Health Savings Account (HSA) during a grace period, see Notice 20035-86 (2005-2 CB 1075), see Sec.
60160 1(d¥}2)(ii)b). For Form W-2 reporting for unused dependent care assistance used for expenses incurred during a
grace period, see Notice 2005-61 (2005-2 CB 607), see Sec. G01.601(d)(2)(ii)(b).

Contributions to Section 401(k) Plans Through a Cafeteria Plan

A cafeteria plan may include contributions to a section 401(k) plan. Section 125(d)(2)(B). The new proposed regulations
clarify the interactions between section 125 and section 401(k). Contributions to a section 401(k) plan expressed as a
percentage of compensation are permitted. Pursuant to Sec. 1.401(k)-1(2)(3)(ii}, elective contributions to a section 401(k)
plan may be made through automatic enrollment (that is, when the employee does not affirmatively elect cash, the
employee’s compensation is reduced by a fixed percentage, which is contributed to a section 401(k) plan).

Mongqualified Benefits

A cafeteria plan must not offer any of the following benefits: scholarships (section 117); employer-provided meals and
lodging (section 119); educational assistance (section 127); fringe benefits (section 132); long-term care insurance, See
section 125(f). Long-term care services are nonqualified benefits, H.R. Conf. Rep. Mo. 736, 104th Cong., 2d Sess. 29,
reprinted in 1996 11.S.C.C.A M. 2109, (An HSA funded through a cafateria plan may, however, be used to pay premiums
for long-term care insurance or for long-term care services.) The new proposed regulations clarify that contributions to
Archer Medical Savings Accounts (sections 220, 106(b)), group term life insurance for an employee’s spouse, child or
dependent, and elective deferrals to section 403(b) plans are also nonqualified benefits. A plan offering any nonqualified
benefit is not a cafeteria plan. A cafeteria plan may not offer a health FSA that provides for the carryover of unused
benefits. See Motice 2002-45, Part [ (2002-2 CB 93); Rev. Rul, 2002-41 (2002-2 CB 75), see Sec. 601.601(d)(2Nii)k).

After-Tax Employee Contributions

The new proposed regulations allow a cafeteria plan to offer after-tax employee contributions for qualified benefits or
paid time off. A cafeteria plan may only offier the taxable benefits specifically permitted in the new proposed regulations.
Mongqualified benefits may not be offered through a cafeteria plan, even if paid with after-tax employee contributions.

Employer Contributions Through Salary Reduction

Employees electing a qualified benefit through salary reduction are electing to forego salary and instead to receive a
benefit which is excludible from gross income because it is provided by employer contributions. Section 125 provides
that the employee is treated as receiving the qualified benefit from the employer in lieu of the taxable benefit. A cafeteria
plan may also impose reasofable fees to administer the cafeteria plan which may be paid through salary reduction. A
cafeteria plan is not required to allow employees to pay for any gualified benefit with after-tax employes contributions.



II. Mew Prop. Sec. 1.125-2—Elections in Cafeteria Plans

Making, Revoking and Changing Elections

Generally, a cafeteria plan must require employees to elect annuwally between taxable benefits and qualified benefits.
Elections must be made before the earlier of the first day of the period of coverage or when benefits are first currently
available. The determination of whether a taxable benefit is currently available does not depend on whether it has been
constructively received by the employee for purposes of section 451, Annual elections generally must be irmevocable
and may not be changed during the plan year. However, Sec. 1.125-4 permits a cafeteria plan to provide for changes

in elections based on certain changes in status. An employer that wishes to permit such changes in elections must
incorporate the rules in Sec. 1.125-4 in its written cafeteria plan. These proposed regulations omit the rule in Q & A-6(h)
in Prop. Sec. 1.125-2 {1989 (cessation of required contributions), because the change in status rules in Sec. 1,125-4
superseded this provision of the 1989 proposed regulations,

IfHSA contributions are made through salary reduction under a cafeteria plan, employees may prospectively elect,
revoke or change salary reduction elections for HSA contributions at any time during the plan year with respect to salary
that has not become currently available at the time of the election.

A cafeteria plan is permitted to include an automatic election for new emplovees or current employees. Rev. Rul. 2002-
27 (2002-1 CB 925), see Sec. 601.601(d)(2)(ii)(b). A new rule also permits a cafeteria plan to provide an optional election
for new employees between cash and qualified benefits. New employeas avoid gross income inclusion if they make an
election within 30 days after the date of hire even if benefits provided pursuant to the election relate back to the date of
hire. However, salary reduction amounts used to pay for such an election must be from compensation not yet currently
available on the date of the election. Alse, this special election rule for new employees does not apply to any employes
who terminates employment and is rehired within 30 days after terminating employment (or who returns to employment
following an unpaid leave of absence of less than 30 days).

Mew elections and revocations or changes in elections can be made elactronically. The safe harbor for electronic
elections in Sec. 1.401(a)-21 is available. Only an employes can make an elaction or revoke or change his or her election.
An employee’s spouse or dependent may not make an election under a cafeteria plan and may not revoke or change an
emplovee’s election.

IIL. New Prop. Sec. 1.125-5-Flexible Spending Arrangements

Owverview

In general, a flexible spending arrangement (FSA) is a benefit designed to reimburse employess for expenses incurred
for certain qualified benefits, up to a maximum amount not substantially in excess of the salary reduction and employer
flex-credits allocated for the benefit. The maximum amount of reimbursement reasonably available must be less than five
times the value of the coverage. Employer flex-credits are non-clective employer contributions that an employer makes
available for every emplovee eligible to participate in the cafeteria plan, to be used at the employee’s election only for
one or more qualified benefits (but not as cash or other taxable benefits), The three types of FSAs are dependent care
assistance, adoption assistance and medical care reimbursements (health FSA).

Uniform Coverage Rule

The new proposed regulations retain the rule that the maximum amount of reimbursement from a health FSA must be
available at all times during the period of coverage (properly reduced as of any particular time for prior reimbursements).
The uniform coverage rule does not apply to FSAs for dependent care assistance or adoption assistance.

Use-or-Lose Rule

An FSA must satisfy all the requirements of section 125, including the prohibition against deferring compensation. In
general, as discussed under “no deferral of compensation™, in order to satisfy this requirement of section 123, all benefits
and contributions must be used by the end of the plan year (or grace period, if applicable), or are forfeited. The new
proposed regulations continue the use-or-lose nile.

Period of Coverage

The required period of coverage for all FSAs continues to be twelve months, with an exception for short plan years that
satisfy the conditions in the new proposed regulations. The period of coverage and the plan year need not be the same.
The beginning and end of a period of coverage is clarified. The new proposed regulations also clarify that FSAs for



different qualified benefits need not have the same coverage perfod. See also “Grace peried”, discussed in this preamble.
The new proposed regulations alse continue to provide that expenses are incurred when services are provided. Expenses
incurred before or after the period of coverage may not be reimbursed.

Health FSA

A health FSA may only reimburse ceriain substantiated section 213(d) medical care expenses incurred by the employee,
or by the employee’s spouse or dependents. A health FSA may be limited to a subset of permitted section 213(d) medical
expenses (for example, a health FSA is permitted to exclude reimbursement of over-the-counter drugs described in Rev.
Rul. 2003-102 (2003-2 CB 559), see Sec. 601.601(d2)ii}b)). Similarly, a health FSA may be an HSA compatible
limited-purpose health FSA or post-deductible health FSA. Rev. Rul. 2004-45 (2004-1 CB 971), see Sec. 601.601(d)}2)
(ii)(b), amplified, Notice 2005-86 (2005-2 CB 1075). A health FSA may not reimburse premiums for accident and health
insurance or long-term care insurance, See section 125(f).

A health FSA must satisfy all requirements of section 105(b), Sec. Sec. 1.105-1 and 1.105-2. The section 105(h)
nondiscrimination rules apply to health FSAs, All medical expenses must be substantiated before expenses are
reimbursed. See Incurring and reimbursing expenses for qualified benefits, discussed in this preamble. The new proposed
regulations also clarify when medical expenses are incurred.\1 A cafeteria plan may limit enrollment in a health FSA to
those employees who participate in the employer's accident and health plan.

1% See Rev. Rul. 2005-55 (2005-2 CB 284) and Rev, Rul. 2005-24 (2005-1 CB §92), see Sec, 601.601(d)(2)({ii)b)
(section 105(b) exclusion only applicable to reimbursements for medical expenses incurred by employee, or by the
employee's spouse or dependents), Rev, Rul. 2002-3 (2002-1 CB 316) (purported reimbursements to employees of health
insurance premiums not paid by employees and therefore impermissible); Rev. Rul. 2002-80 (2002-2 CB 925), see Sec.
G01.601{d)2)}ii}lb) (so-called advance reimbursements and purported loans are impermissible); Rev. Rul. 2003-43
{2003-1 CB 933), see Sec. 601.601(d)(2)(i1)(b); Notice 2006-69 (2006-31 IRB 107) (substantiation requirements for debit
cards), amplified in Notice 2007-2 {2007-2 IRB 254), see Sec. 601.601(d}2)(ii)(b).

Qrualified HSA Distributions

Section 106{e), enacted in section 302 of the Health Opportunity Patient Empowerment Act of 2006, Public Law 109-432
(120 Stat. 2922 (2006)) allows “qualified HSA distributions™ from health FSAs to HSAs. Section 106(e) applies to
distributions between December 20, 2006 and December 31, 2011, The proposed regulations incorporate the rules on
qualified HSA distributions set forth in Notice 2007-22 (2007-10 IRB 670). See Sec. 601.601(d)(2)(ii)(b).

The distribution must not be more than the lesser of the balance in the health FSA on September 21, 2006, or the date of
the distribution. If you were not covered by a health FSA on September 21, 2006, you cannot elect to make a gualified
HEA distribution from the health FSA. If you were covered by a health FSA with an employer on September 21, 2006,

but change employers after that date, you cannot elect to make a qualified HSA distribution from your second employer's
health FSA.

The following conditions must be met to make a qualified HSA distribution.
-The plan must have been amended to allow these distributions,

=¥ ou must elect to make the rollover,

-The year-end balance in the health FSA must be frozen.

-The funds must be transferred within 2% months after the end of the health FSA's plan year and resull in a zero balance
in the health FSA.

-The distribution must be contributed directly to the HSA trustee by the employer.

Only one qualified HSA distribution is allowed for each health FSA. If you do not remain an eligible individual for HSA
purposes during the testing period, the distribution is included in your income and is subject to a 10% additional tax. For
more information, see Notice 2007-22, 2007-10 LE.B. 670

Dependent Care Assistance After Termination
A new optional rule permits an employer to reimburse a terminated employes’s qualified dependent care expenses
incurred after termination through a dependent care FSA, if all section 129 requirements are otherwise satisfied.



Experience Gains

If an employee fails to use 2]l contributions and benefits for a plan year before the end of the plan year (and the grace
period, if applicable), those unused contributions and benefits are forfeited under the use-or-lose ruile. Unused amounts
are also known as experience gains, The new proposed regulations retain the forfeiture allocation rules in the 1989
proposed regulations, and clarify that the employer sponsoring the cafeteria plan may retain forfeitures, use forfeitures to
defray expenses of administering the plan or allocate forfeitures among employees contributing through salary reduction
on & reasonable and uniform basis.

FSA Administrative Rules

Salary reduction contributions may be made at whatever interval the emplover selects, including ratably over the plan
year based on the employer™s payroll periods or in equal installments at other regular intervals (for example, quarterly
installments). These rules must apply uniformly to all participants.

IV. New Prop. Sec. 1.125-6--Substantiation of Expenses for All Cafeteria Plans

Ineurring and Reimbursing Expenses for Qualified Benefits

The new proposed regulations provide that only expenses for qualified benefits incurred after the later of the effective
date or the adoption date of the cafeteria plan are permitted to be reimbursed under the cafeteria plan. Similarly, if a plan
amendment adds a new qualified benefit, only expenses incurred after the later of the effective date or the adoption date
are eligible for reimbursement.\2\ This rule appliés to all qualified benefits, Similarly, a cafeteria plan may pay or
reimburse only expenses for qualified benefits incurred during a participant’s period of coverage.

2% See American Family Mut. Ins. Co. v, United States, 815 F. Supp. 1206 (W.D. Wis. 1992); Wollenberg v. United
States, 75 F, Supp.2d 1032 (D. Meb. 1999); Rev. Rul. 2002-58 (2002-2 CB 541), zee Sec. 601.601(d)(2)(i(b); Motice 97-
9, section 11 (adoption assistance).

Substantiation and Reimbursement of Expenses for Qualified Benefits

The new proposed regulations provide, afler an employee incurs an expense for a qualified benefit during the coverage
period, the expense must first be substantiated before the expense may be paid or reimbursed. All expenses must be
substantiated (substantiating only a limited number of total claims, or not substantizting claims below a certain dollar
amount does not satisfy the requirements in the new proposed regulations). See Sec. 1.105-2; Rul. 2003-80; Rev. Rul.
2003-43 (2002-1 CB 935), see Sec. 601.601(d)(2)(ii)(b); Notice 2006-69 (2006-31 [RB 107), Notice 2007-2 (2007-2 IRB
254). FSAs for dependent care assistance and adoption assistance must follow the substantiation procedures applicable to
health FSAs.

Debit Cards

The new proposed regulations incorporate previously issued guidance on substantiating, paying and reimbursing expenses
for section 213(d) medical care incurred at a medical care provider when payment is made with a debit card. Rev. Rul.
2003-43 (2003-1 CB 935), amplified, Notice 2006-69 (2006-31 IRB 107), Notice 2007-2 (2007-2 IRB 254); Rev. Proc.
08-25 (1998-1 CB 689), see Sec. 601.601(d)(2)(ii)(k). Among the permissible substantiation methods are copayment
matches, recurring expenses, and real-time substantiation. The new proposed regulations also allow peint-of sale
substantiation through matching inventory information with a list of section 213(d) medical expenses. The employer is
responsible for ensuring that the inventory information approval system complies with the new regulations and with the
recordkeeping requirements in section 6001, Rev. Rul. 2003-43 (2003-1 CB 935), amplified, Notice 2006-69 (2006-31
IRB 107), Notice 2007-2 (2007-2 IRB 254); Rev. Proc. 98-25 (1998-1 CB 689), ses Sec. 601.601{d)}(2)(ii}(b). The new
proposed regulations also provide rules under which an FSA may pay or reimburse dependent care expenses using debit
cards,

Pursuant to prior guidance (in Motice 2006-69 (2006-31 IRE 107}, amplified, Notice 2007-2 (2007-2 IRB 254)), for plan
years beginning after December 31, 2006, the recordkeeping requirements described in paragraph (f) in Sec. 1.125-6
apply (that is, responsibility of employers relying on the inventory information approval system for health FSA debit
cards to ensure that the system complies with the new propoesed recordkeeping requirements, including Rev. Proc. 98-25
{1998- 1 CB 689), Notice 2006-69 (2006-31 IRB 107), amplified, Notice 2007-2 (2007-2 IRB 254}, For health FSA debit
card transactions oceurring on or before December 31, 2007, all supermarkets, procery stores, discount stores and
wholesale clubs that do not have a medical care merchant category code (as described in Rev, Rul. 2003-43 (2003-2 CB
935) are nevertheless deemed to be an *other medical provider™ as described in Rev. Rul, 2003-43, (For a list of



merchant category codes, see Rey, Proc, 2004-43 (2004-2 CB 124).) During this time period, mail-order vendors and
web-based vendors that sell prescription drugs are also deemed to be an “other medical provider™ as described in Rev,
Rul. 2003~ 43. After December 31, 2008, health FSA debit cards may not be used at stores with the Drug Stores and
Pharmacies merchant category code unless (1) the store participates in the inventory information approval system
described in Motice 2006-69, or (2) on a store location by store location basis, 90 percent of the store’s gross receipts
during the prior taxable vear consisted of items which qualify as expenses for medical care under section 213(d). Notice
2006-69 (2006-31 TRE 107), amplified, Matice 2007-2 (2007-2 IRB 254),

V. New Prop. Sec. 1.125-7--Nondiscrimination Rules

Discriminatory benefits provided to highly compensated participants and individuals and key employees are included in
these employees’ gross income. See section 125(k), (c). The new proposed regulations reflect changes in tax law since
Prop. Sec. 1.125-1, Q & A-9 through 13 and 19 were proposed in 1984, including the key employee concentration test,
statutory nontaxable benefits (enacted in the Deficit Reduction Act of 1984 (DEFRA), Public Law 98-369, section 531(h),
(98 Stat, 881(1984)), and the change in definition of dependent in WFTRA.

The new proposed regulations provide additional guidance on the cafeteria plan nondiscrimination rules, incloding
definitions of key terms, guidance on the eligibility test and the contributions and benefits tests, descriptions of employees
allowed to be excluded from testing and a safe harbor nondiscrimination test for premium-only-plans.

Specifically, the new proposed regulations define several key terms, including highly compensated individual or
participant {consistent with the section 414(q) definition of highly compensated employee), officer, five percent
shareholder, key employee and compensation. The new proposed regulations also provide guidance on the non-
discrimination as to eligibility requirement by incorporating some of the rules under section 410(b) (specifically the
rules under Sec. 1.410(h)-4(b) and (c) dealing with reasonable classification, the safe harbor percentage test and the
unsafe harbor percentage component of the facts and circumstances test).

The new proposed regulations alse provide additional guidance on the contributions and benefits test and, unlike the prior
proposed regulations, the new proposed regulations provide an objective test to determine when the actual election of
benefits is discriminatory. Specifically, the new proposed regulations provide that a cafeteria plan must give each
similarly situated participant 2 uniform opportunity to elect qualified benefits, and that highly compensated participants
must not actually disproportionately elect qualified benefits. Finally, the new rules provide guidance on the safe harbor
for cafeteria plans providing health benefits and create a safe harbor for premium-only-plans that satisfy certain
requirements.

The example in Prop. Sec. 1.125-1, Q & A-11 (1984} is deleted because it concerns a qualified legal services plan,
which is no longer a qualified benefit.

Other Issues

These proposed regulations provide guidance under section 123 (26 U.5.C. 125). Other statutes may impose additional
requirements (for example, the Employee Retirement Income Security Act of 1974 (ERISA) (29 1.5.C. 1000), the Health
Insurance Portability and Accountability Act of 1996 (HIPAA), (sections 9801-9803); and the continuation coverage
requirements under the Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA) (section 4980B).

Proposed Effective Date

With the exceptions noted in the “Effect on other documents™ section of this preamble and under the “Debit cards™
section of the preambile, it is proposed that these regulations apply for plan years beginning on or after January 1, 2009,
Taxpayers may rely on these regulations for guidance pending the issuance of final regulations. Prior published guidance
on qualified benefits under sections 79, 105, 106, 129, 137 and 223 that is affected by these proposed regulations remaing
applicable through the effective date of the final regulations (except as modified in “Effect on other documents"” section
of this preamble).



Effect on Other Documenis

Motice 89-110 (1989-2 CB 447), see Sec. 601.601(dy2)(ii)(b), states that where group-term life insurance provided to an
employee by an employer exceeds $50,000, the employee includes in gross income the greater of the cost of group-term
life insurance shown in Sec. 1.79-3(d})(2), Table I (Table I ) on the excess coverage or the employee’s salary reduction
and employer flex-credits for excess coverage. Notice 89-110 is modified, effective as of the date the proposed
regulations are published in the Federal Register.

Published guidance under Sec. 105(b) states that if any person has the right to receive cash or any other taxable or
nontaxable benefit under a health FSA other than the reimbursement of section 213(d) medical expenses of the employes,
employee's spouse or employee’s dependents, then all distributions made from the arrangement are included in the
employee’s gross income, even amounts paid to reimburse medical care. See Rev. Rul. 2006-36 (2006-36 IRB 353); Rev.
Rul. 2005-24 (2005-1 CB 892); Rev. Rul. 2003-102 (2003-2 CB 559); Notice 2002-45 (2002-2 CB 93); Rev. Rul. 2002-
41 (2002-2 CB 75); Rev. Rul. 69-141 (1969-1 CB 48). New section 106(e) provides that a health FSA will not fail to
satisfy the requirements of sections 105 or 106 merely because the plan provides for a qualified HSA distribution.
Amounts rolled into an HSA may be used for purposes other than reimbursing the section 213(d) medical expenses of the
employes, spouse or dependents. Accordingly, Rev, Rul. 2006-36, Rev. Rul. 2005-24, Rev. Rul. 2003-102, Notice 2002-
45, Rev. Rul. 2002-41, and Rev. Rul. 69-141 are modified with respect to qualified HSA distributions described in section
106(e). See Notice 2007-22 (2007-10 IRB 670, see Sec. 601.601{d)(2){i)(b).

Special Analyses

It has been determined that this notice of proposed rulemaking is not a significant regulatory action as defined in
Executive Order 12866, Therefore, a regulatory assessment is not required. Tt also has been determined that section
553(b) of the Administrative Procedure Act (5 ULS.C. chapter 5) does not apply to this regulation. It is hereby certified
that the collection of information in this regulation will not have a significant economic impact on 2 substantial number of
small entities. This certification is based on the fact that the regulations will only minimally increase the burdens on small
entities. The requirements under these regulations relating to maintaining a section 125 cafateria plan are a minimal
additional burden independent of the burdens encompassed under existing rules for underlying employee benefit plans,
which exist whether or not the benefits are provided through a cafeteria plan. In addition, most small entities that will
maintain cafeteria plans already use a third-party plan administrator to administer the cafeteria plan. The collection of
information required in these regulations, which is required to comply with the existing substantiation requirements of
sections 105, 106, 129 and 125, and the recordkesping requirements of section 6001, will only minimally increase the
third-party administrator’s burden with respect to the cafeteria plan. Therefore, an analysis under the Regulatory
Flexibility Act (5 U.5.C. chapter 6) is not required. Pursuant to section T805(f) of the Internal Revenue Code, this
proposed regulation has been submitted to the Chief Counsel for Advocacy of the Small Business Administration for
comment on its impact on small business.

The rules of 26 CFR 601.601(a)(3) apply to the hearing. Persons who wish to present oral comments at the hearing



