Flexible Spending Accounts:
Making a Good Deal Better

by Devon M. Herrick

Astheyear ends, hundreds of thousands of Ameri-
can workers are scrambling to spend down their
flexible spending accounts (FSAs). Some buy de-
signer eyeglasses. Others schedule a last minute
appointment for teeth cleaning. Some plan a doctor
visit or diagnostictest of questionablevalue. Inamost
all cases, this year-end
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expenses was expanded to include over-the-counter
drugs such as cough medicine, aspirin and deconges-
tants.

The Treasury Department has also given the go-
ahead to use debit cards for FSA expenditures. This
issignificant because many FSA administrators were
afraid to allow direct access to funds for purchases
that had not been scrutinized by plan administrators.
If workers are relieved of the lengthy, inconvenient
claim submission and reimbursement process, they are
morelikely to participate.

spending goes for items and
services that are probably
worth less than their cost.

Why do so many people
going on medical shopping
sprees? Because current
federal regulations govern-
ing FSAs force them into a
“use it or lose it” position.
Both employers and their
workers would be better off
if these regulations were
changed.

How FSAs Work.
Throughout theyear, an esti-
mated 18 million American
workers have pretax dollars
deducted from their wages
anddepositedintotheir FSAS,

Workers
with FSAs

19%

Percentage of Eligible Workers
with Flexible Spending Accounts

Source: Mercer Human Resources Consulting, 2004.

However, despite these
improvements, the popul ar-
ity of FSAsisstill limited by
restrictionsontheir funding
anduse. MoreflexibleFSAs
would encourageemployees
to becomebetter health care
consumers.

Workers Needed Reform: Allow
without FSAs Variable Contributions.
81% Once a year, employees
choose how many pretax
dollarswill bededucted each
monthfromtheir paychecks
and deposited into their
FSAs. The amount cannot
be adjusted during the year
as health needs change. In
other words, workers can
depositfundsintoan FSA to

which they can use to pay

for avariety of health-related expenses. FSAs allow
workersto manage a portion of their own health care.
For instance, they can choose their own doctors and
are not subject to managed care controls. However,
at year’'s end, any unused dollars are forfeited to the
employer sponsoring the plan. This“useit or loseit”
provision is such a disincentive that that less than a
fifth of the employeeseligibleto set up FSAsactually
participate [see the figure]. It is also contributes to
wasteful health care spending.

Recent Treasury Department rulingshaveimproved
these accounts. FSAs were once reserved only for
prescription medications and doctor visits (all items
contained in section 213d of the Internal Revenue
Servicecode). I1n2003, however, thelist of qualifying

pay for dental insurancepre-
miums and routine teeth cleaning, but cannot deposit
additional fundsto cover their portion of the cost of an
unexpected root canal.

Because it is difficult to accurately predict health
care expenses in advance, most workers use their
FSA accountsonly to pay insurance premiums, rather
than to pay more out-of-pocket health expenses di-
rectly. Allowingworkersto contributetotheaccounts
as needed would make them more attractive.

Needed Reform: Limit Employer Exposure.
Employees choose amonthly deduction amount at the
beginning of their enrollment period, butan IRSruling
requires employersto give workersimmediate access
to the total amount of their annual payroll deduction.
That means employers essentially make a no-interest
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loan to employeeswho usethefundsearly intheyear.
It also means that if an employee leaves during the
year, theemployer may have difficulty recovering the
funds. In order to limit their exposure, employers
generally cap the amount employees can contributeto
their own FSA at no more than $2,000 to $3,000
annually. But workerswith chronic conditions might
find thistoo low to cover their annual medical needs.
A better solutionwould allow employeesto contribute
more, and employersto limit the availability of funds
until actual contributions have been made. More
employerswould offer FSAsif they were not exposed
totherisk of workersconsuming thousandsinmedical
costs and leaving prior to making contributions.

Needed Reform: Allow Balances to Roll Over.
Employees with FSA accounts deposit an average of
morethan $1,100 annually, according to the Employee
Benefits Research Institute. However, failure to
predict health care spending accurately means sacri-
ficing the end-of-year balance or engaging in last-
minute spending on itemsof marginal value. Further-
more, if an account holder leaves an employer during
the year, he or she loses any unspent FSA funds.
Human resource consultants Hewitt Associates esti-
mates that there are forfeituresin 91 percent of FSA
plans, and the median amount employees|oseisabout
$100.

President Bush hasproposed allowing upto $500in
unused FSA fundsto roll over each year. Thiswould
allow workers more leeway when selecting annual
contributions and lessen the time pressure to expend
themoney. Perhapsmoreimportantly, it would elimi-
nate the incentive to engage in year-end spending
sprees.

Even bolder reform would allow workersto carry
forward unspent FSA balancesuntil retirement. Work-
ers should also be able to roll over accumulated
balances into other tax-deferred accounts, including
Health Savings Accounts, Individual Retirement Ac-
counts, 401(k)s and 403(b)s.

Needed Reform: Clear Guidelines on Qualify-
ing Expenses. Another problem with FSAsisuncer-
tainty about which medical expenses qualify. The
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Treasury Department has issued broad guidelines for
FSAs, but third-party plan administrators make the
specific decisions on which expenses qualify. A
recent Wall Street Journal article highlighted ex-
amples of over-the-counter medications that might
qualify, depending upon the circumstances. For in-
stance,

B Diapers meet FSA guidelines when treating adult
incontinence, but not when worn by a baby.

B The herbal remedy St. John’sWort qualifieswhen
doctor recommended, but not merely because it
makes you feel better.

B Sunscreen lotion to prevent areoccurrence of skin
cancer qualifies, but not when purchased as a
preventative to avoid a vacation sunburn.

Questionsregarding qualifying expenses extend to
prescription medications as well. While some plan
administrators allow reimbursement from aworker’s
FSA for any treatments prescribed by adoctor, others
may arbitrarily require patients to provide additional
documentation. Of course, investigating and docu-
menting these nuanced cases raises administrative
costs.

SinceFSAsareusually funded by employeesthem-
selves, they should be allowed access to their own
money for any medical treatment that would be de-
ductible on itemized incometax returns.

Needed Reform: Allow Non-Employer Ac-
counts.  Federa law allows employers to create
FSAsfor their employees. However, workers whose
employersdo not providethese plans cannot purchase
one through athird party administrator. Workersin
firms that do not have FSAs, and the unemployed,
should be allowed to obtain them from third parties
such as banks.

The Conclusion. FSAs are a great way to save
for medical needs. Unfortunately, restrictionsontheir
use and funding make them less popular than they
could be. With fewer restrictions, they could become
apowerful forceforimprovingour health care system.

Devon M. Herrick, Ph.D., is a senior fellow at
the National Center for Policy Analysis.

Note: Nothing written here should be construed as necessarily reflecting the views of the National Center for Policy Analysis
or as an attempt to aid or hinder the passage of any legislation.

The NCPA is a 501(c)(3) nonprofit public policy organization.

We depend entirely on the financial support of individuals, corporations
and foundations that believe in private sector solutions to public policy problems.

You can contribute to our effort by mailing your

donation to our Dallas headquarters or logging on to our Web site at www.ncpa.org and clicking “An Invitation to Support Us.”



