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“Special Alert”
USE OF DEBIT CARDS - FSAS AND HRAS

In this special issue of the
McGraw Wentworth Benefit Ad-
visor, we will examine the re-
cently released IRS Ruling dis-
cussing the use of debit cards
for claims processing under
Flexible Spending Accounts or
Health Reimbursement Ar-
rangements.  We will overview
the requirements put forth by
the IRS to verify claims are
properly substantiated when
using a debit or credit card ar-
rangement.  Finally, we will re-
view the process a plan can use
to gain repayment of a claim
paid improperly under the debit
or credit card system.

We welcome your comments and
suggestions regarding this issue
of our technical bulletin. For
more information on this Ben-
efit Advisor, please contact your
Account Manager or visit the
McGraw Wentworth web site at
www.mcgrawwentworth.com.

The Internal Revenue Service (IRS) re-
cently released Revenue Ruling 2003-
43 on using debit cards or credit cards
to pay claims under a Healthcare Flex-
ible Spending Account (FSA) and/or a
Health Reimbursement
Arrangement (HRA).

Many employers are
interested in using the
cards to simplify claim
administration by al-
lowing employees to
use the debit card to
pay bills at the point
of service.  Without a
debit card, employees
must pay the bills out
of pocket at the time
of service and then file
a claim in order to be
reimbursed.  Paying
with a debit card at
the point of service al-
lows participants to
reap the benefits of
pre-tax payment of
medical expenses
without having to
wait for the plan to reimburse them.

Employers and claim processors have
been asking the IRS how to use debit
or credit cards in the claims process.
Even without official guidance, many
employers have begun to offer their
employees the convenience of using
these cards to pay claims.  The prob-
lem has been how to verify that claims
paid under the debit card system are

covered.  The amount of information
collected at the point of transaction
is typically not enough to meet FSA
or HRA requirements.

The IRS Ruling offers
three scenarios ad-
dressing three ex-
pense reimburse-
ments through debit
or credit cards for
three sample em-
ployers offering FSAs
and/or HRAs.  The
IRS approved the
claim substantiation
process in two sce-
narios but in the
third scenario, the
IRS ruled that the
claim substantiation
practices were not
sufficient.  In that
scenario, the em-
ployer substantiated
only a sample of the
claims processed by
the debit or credit
card.  The IRS states

plans that pay claims using a sam-
pling method (where only a portion
of the claims are substantiated) would
not qualify for an exclusion from in-
come tax beginning in 2004 plan
years.

Clearly, the IRS expects plans to verify
that all expenses paid by debit or
credit cards (affiliated solely with the

What is a Health
Reimbursement Ar-
rangement (HRA)?

The Health Care Reim-
bursement Arrangement
(HRA), a relatively new
term, refers to the
accounts consumer-
driven health plans
establish to pay part of
the high deductible
typically associated with
these plans.  Year-end
account balances can be
rolled over into the next
plan year if the plan
allows.
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FSA or HRA plan) are eligible ex-
penses.  Both of the scenarios that
received IRS approval contained the
following key characteristics:

� Participant Certification –
Employees are issued a card
when they enroll in the FSA
and/or HRA.  Employees certify
that they will use the card
only to pay covered medical
expenses for themselves and
their eligible dependents. On
the back of the card, the
participant also certifies that
the expense has not been
reimbursed and the participant
will not seek reimbursement.
Employees should understand
they verify this information
each time they use the card.
They also agree to keep records
of debit card payments.

� Card Limits – The card’s
available credit should be
limited to the balance in the
health FSA and/or the annual
maximum of the HRA.  When
plan participants use the card
to pay an eligible expense at
point of service, the credit
limit on the card decreases by
that amount.

� Restricted Use – The card
must be coded to be used only
for specific Merchant Codes
related to health care.  For
example, the sample employer
in the first scenario limited
card use to merchant codes for
physicians, pharmacies,
dentists, vision service provid-
ers, hospitals and other
medical care providers.

� Claims Substantiation
Procedure – In order for a
claim substantiation process to
be considered adequate, every
claim paid with the card must
meet some level of review.
Some claims can be supported
automatically and others will

require a more involved
process:

� Automatic Substantiation –
Only three categories of
expense can be verified
without any additional
supporting documentation or
review:

1. Expenses equal to the
required co-payment
under the covered
participant’s medical
plan.  For example, if a
health plan requires a
$20 office visit copay, a
$20 expense from a
provider’s
office can be
considered
automati-
cally
substanti-
ated.

2. Recurring
expenses
that match
previously
approved
expenses, as
to amount,
provider and
time period.
For example,
a plan
participant
takes a
prescription
for high
blood
pressure.
The first
time the
prescription
was filled, the plan
received the appropriate
information and ap-
proved the expense.
Subsequent refills of the
prescription may be
reimbursed with the card,
as long as the amount
charged remains consis-
tent, the provider stays

the same and the refill
falls within the expected
timeframe.

3. If the participant’s
health care provider
verifies in real time that
the charge is for a
medical expense, the
plan can pay the claim
without further substan-
tiation.

� Conditional Payment – For
any charge that does not
meet one of the three
automatic submission
situations above, partici-

pants can use
the card to pay
the expense if
they send the
claims
processor
receipts that
describe the
service or
product
purchased, the
date of service
or purchase,
and the charge
amount.  If
participants
don’t submit
the necessary
information to
substantiate
the claim, the
claims
processor
should treat
the transaction
as an im-
proper
payment

(without the documents to
verify the claim is eligible, it
should be treated as though
it is not).  The plan adminis-
trator should follow the steps
outlined on the next page for
improper payments.

What is a Health
Flexible Spending
Account (FSA)?

The Health Flexible
Spending Account goes
by many names.  Sec-
tion 125 plan,
healthcare reimburse-
ment accounts and pre-
tax medical accounts.
These accounts are
governed by Section 125
of the Internal Revenue
Code (IRC) and allow for
participants to set aside
money on a pre-tax
basis to pay for
unreimbursed medical
expenses incurred in the
plan year.
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� Improper Payments - The
plan document must state
that participants must
reimburse the plan for any
charges not covered.  If the
participants fail to do so, the
employer could deduct the
amount from their pay to the
extent permitted under State
Law, to offset the deficit from
future eligible reimburse-
ments, and the employer
could withdraw card privi-
leges until the participants
repay the plan.

� Traditional Claim Submis-
sion – In the scenarios
presented in the Ruling, the
employer used the standard
claim process for eligible
expenses not paid by debit or
credit card.

The two scenarios that were ap-
proved by the IRS followed these
requirements.  The only difference
was the funding mechanism of the
card.  In one scenario, the card was
a debit arrangement and in the sec-
ond scenario, the card was a credit
card sponsored by a local finan-
cial institution.

One significant drawback outlined
in the Ruling is how employers
should handle direct payments to
health care providers.  Tradition-
ally, participants pay the claims
out of pocket and the plan reim-
burses them for eligible expenses.
With a debit or credit card ar-
rangement, the plan will pay the
health care providers directly.  This
arrangement may require admin-
istrators to issue 1099s to certain
providers for benefits paid under
the FSA or HRA plan.  The 1099
requirement applies to physicians,
dentists, for profit hospitals and
other medical providers.

Another issue that may affect plans
is the format in which debit cards

submit claims.  The Electronic Trans-
action and Code Set provisions of
HIPAA require health claim informa-
tion that is handled electronically
to be sent in a specific format.  It is
not clear whether the debit card
claim process within a FSA or HRA
would be required to meet the trans-
action format required by HIPAA.

Many organizations have inquired
about using the
cards with an
FSA or HRA but
hesitated be-
cause it was not
clear whether
the IRS would
approve this
claim process.
If your organi-
zation is re-
viewing the possibility of adding
debit cards to your current FSA or
HRA plan, you should research the
following:

� Can your current administra-
tor offer the debit card
option?  Some vendors have
held off implementing this
technology because they
lacked IRS guidance.  If your
vendor currently does not offer
this option, they are probably
investigating adding it with
the release of this Ruling.

� How much will it cost to add
the debit or credit card
option to your plan?  Expect
your administrative cost to
increase if you choose to add
this technology.

If your plan allows debit card
claims, you will need to:

� Verify with your administrator
your current claim substantia-
tion process.  If it is similar to
the one outlined above, you
probably meet the IRS require-

ments.  If your current process
does not require substantiation
on all claims paid under the
plan, it is probably inad-
equate.  Ask your vendor to
make any changes necessary to
meet the IRS specifications.

� Review your plan document to
verify the claims substantia-
tion process is documented.

Include informa-
tion on how
employees can
submit claims if
they want to be
reimbursed for
bills they have
already paid.
The plan docu-
ment must state
the requirements
that participants

need to reimburse the plan for
improper payments.

� Discuss with your vendor the
1099 requirements.  It appears
under certain circumstances,
your plan may need to send
1099s to some of the health
care providers your employees
use.  Find out whether your
administrator can issue
applicable 1099s on behalf of
the plan.

If you want to maintain your cur-
rent debit card, you need to meet
the requirements above to make sure
your plan follows the IRS guidelines.
If you have any questions regard-
ing this IRS Ruling, contact your
McGraw Wentworth Account Direc-
tor or Account Manager. MW
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Our technical bulletins are writ-
ten and produced by McGraw
Wentworth staff and are intended
to inform our clients and friends
on general information relating to
employee benefit plans.  They are
not intended to provide either le-
gal or tax advice.  Before imple-
menting any welfare or pension
benefit program, employers are
urged to consult with their ben-
efits advisor and/or legal coun-
sel for advice that is appropriate
to their specific circumstances.
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