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In This Issue

In this McGraw Wentworth Spe-
cial Alert, we will discuss the
recently released IRS Revenue
Ruling that allows for over-the-
counter medications to be reim-
bursed by Flexible Spending
Accounts. The Ruling will be
popular with plan participants,
especially those on medications
that once required a prescription.
However, plans need to address
certain administrative concerns.
The purchase of non-prescription
medications is far less controlled
than most services eligible for
reimbursement under these
plans. We will discuss plan con-
cerns with covering these ex-
penses.

We welcome your comments and
suggestions regarding this issue of
our technical bulletin. For more
information on this Benefit
Advisor, please contact your Ac-
count Manager or Account Direc-
tor or visit the McGraw Wentworth

web site at www.mcgrawwent-
worth.com.

“Special Alert: Over-The-Counter Drugs’

The IRS recently announced that em-
ployers may reimburse employees for
certain over-the-counter medication
costs through Flexible Spending Ac-
counts, Health Reimbursement Ar-
rangements and other employer pro-
vided health cov-

quire that deductible expenses under
Section 105(b) be considered deduct-
ible under Section 213(b) or that only
drugs requiring a physician’s prescrip-
tion be taken into account.

The Ruling indi-

erage. This news
is exciting for
many, but the rul-
ing does not
clarify the ad-
ministrative is-
sues involved in
substantiating
claims.

| | cates that reim-
bursements for
non-prescrip-
tion drugs are
deductible. The
Ruling outlines
a scenario in
which an em-
ployee buys an
antacid, an al-

The Basics

This Revenue Ruling seems to conflict
with recent IRS guidance on whether
deducting over-the-counter medication
costs is even permissible. Previous rul-
ings state that medical care expenses
are deductible as defined in Section
213(b) of the Internal Revenue Code.
However, this section clearly states
over-the-counter medications are not
deductible.

The Revenue Ruling does not change
the over-the-counter exclusion under
Section 213(b). The Ruling instead ad-
dresses Section 105(b) of the Internal
Revenue Code. Section 105(b) estab-
lishes that reimbursements from em-
ployer-provided health and accident
plans are tax-free. The IRS states in the
new Ruling that the Code does not re-

lergy medicine,
a pain reliever, and a cold medicine.
The items are purchased to alleviate
symptoms or treat the employee’s or
an eligible dependent’s illness or in-
jury. The employee submits substan-
tiated claims for these over-the-
counter products. Claims incurred
within the plan year are reimbursed
by the employer’s Flexible Spending
Account.

The guidance suggests covered medi-
cations are not limited to antacids,
allergy medications, pain relievers or
cold medications. The only explicit
exclusion is dietary supplements, such
as vitamins, that are merely benefi-
cial to the plan participant’s general
health.

Continued on Page 2




Volume Six, Issue Ten October 2003, Page 2

The Administrative Details

This Ruling was not unexpected.
Now that so many popular medica-

up paying more because these drugs
are not covered under their employ-
ers’ prescription drug programs. In
a double whammy, employees dis-
cover they are also unable to re-
coup these expenses under their
Flexible Spending Accounts.

The IRS was under tremendous pres-
sure to address this issue. Because

items may be upset that
they were not told earlier
that these expenses were

> If your plan document
specifically excludes
coverage for over-the-
counter medications, you
would need to amend it to
indicate certain over-the-
counter medications are
covered expenses under the
plan. The effective date of
coverage would be the date

following items would not be
considered eligible as over-the-
counter medications under the

i h as Clarits d covered, even though the Rule:
ions, such as Claritin, are sold over IRS fust released this .
the counter, many individuals end clargfication. > Dietary Supplements-these

include vitamins, energy
drinks, energy bars and any
product designed to
promote health rather than
treat an illness.

Toiletries-these include
toothpaste, mouthwash,
dental floss, soap, deodor-
ant, and so on.

Cosmetics - these include

many more prescription drugs will
soon be sold over the counter, the
pressure would not abate.

face creams, moisturizers
and make-up, as well as
items used for cosmetic
purposes such as Rogaine,
Propecia and teeth-whiten-

the plan is amended.

> You may choose to amend
your plan at
your next plan

The Ruling does

create many ques- anniversary. :
. . . treatments.
tions and admin- This approach 1ng treatments
istrative concerns: allows employ- | * How does an individual
ees to make submit a claim for these

¢ When is the annual elec- items? Generally, an employee
Ruling tions based on submits a receipt for services to
effective? their under- substantiate a claim. In the
The Ruling standing of the case of over-the-counter
does not IRS guidelines medications the same is true.

However, in order to qualify as
eligible, the expense must be
for medical care as defined in
Section 213(d) for an eligible
plan member. Informally, the
IRS has indicated the following
items would be considered
adequate substantiation for
over-the-counter medical
expenses:

for covering certain over-
the-counter medication
expenses.

include an effective date. The
Ruling merely clarifies existing
Code language. Plans can
address the effective date in a .

Can my employees increase
number of ways:

annual elections under the
Flexible Spending Account to
take advantage of this
Ruling? Your employees can
change their annual plan
elections mid-year only when a
qualified change in family

> If your plan is sufficiently
vague and does not
specifically exclude over-
the-counter medications, in
theory, you could treat any

claim submitted in this > A store receipt that indi-

plan year as an eligible
expense. Make sure your
claims administrator agrees
your plan document allows
reimbursements for over-
the-counter medications.

If your plan allows for
coverage of these expenses
retroactively because of
vague plan language,
employees who have not
saved receipts for such

status occurs. Different plans
define family status changes in
different ways, but under no
circumstances can this IRS

Revenue Ruling be construed as

a qualified change in family

status. Therefore, your employ-

ees cannot increase their
annual elections mid-year

because of this Ruling.

Which over-the-counter

medications are excluded by

this Revenue Ruling? The

cates the name of the drug
purchased. The receipt
must include the purchase
date.

A participant certification
that the medication pur-
chased is being used to
treat the medical condition
of an eligible plan partici-
pant. The receipt doesn't
need to include the

Continued on Page 3
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EVERYTHING THAT IRRITATES US ABOUT OTHERS CAN LEAD US TO AN
UNDERSTANDING OF OURSELVES.

participant’s name, and the
IRS will accept this
certification as a claim
substantiation measure.

Ask your Third Party Adminis-
trator what information your
employees will need to submit
to substantiate these claims.

The Plan Concerns

This Revenue Ruling is exciting
news for most plan participants.
Your plan should keep in mind:

e (Clear Communication is Key:
When you inform your
employees of these new
eligible expenses, clearly
identify:

> The requirement that the
participant certify the
expense is for treating an
eligible plan member’s
medical condition.

> The documents necessary
for the plan to process
these claims.

> Examples of what will be
covered as an over-the-
counter medication so your
employees will understand
what is covered by the plan
and what is not.

e Forfeitures May Be Reduced:
Many plans use year-end
forfeitures to offset adminis-
trative costs. With this new
Ruling, medical FSA forfeitures
may be drastically reduced.
Although the IRS may not

CarL GusTav June (1875-1961)

have intended it, plan partici-
pants may stock up on over-
the-counter medications at
year end to avoid losing any
account balances.

Questions remain for plan adminis-
trators. If plan participants buy a
case of Nyquil at year-end to avoid
losing their account balances, will
a receipt be sufficient to substanti-
ate the claim? This Ruling blurs the
definition of medical care. Although
the Ruling re-
quires the medi-
cation be pur-
chased to treat a
medical condi-
tion, it does not
clarify whether
the condition
must be present
before the medi-
cation is pur-
chased. Could
the medication be purchased before
a medical condition arises? Clearly,
anyone who buys a case of Nyquil
would be expecting a medical con-
dition to occur. Also, is there any
test for reasonableness your admin-
istrator will use to manage the claim
process more responsibly? A case
of Nyquil is excessive. It may not
be reasonable to assume it will be
used to treat an imminent medical
condition.

While the news is exciting, the po-
tential administrative headaches
may not warrant such excitement.
The IRS is expected to clarify these
administrative issues eventually, but
no tentative date has been set.

Action Steps

Plan sponsors should take the fol-
lowing steps to cover non-prescrip-
tion drugs under their flexible
spending accounts:

¢ Determine whether your plan
should cover over-the-counter
medications. If necessary,
amend the plan to cover these
expenses.

e Tell your employees which
types of over-
the-counter
medications
that are
covered and
explain that
they must
certify the
expense is
required for the
treatment of a
medical condition.

e Expect annual forfeitures to
decrease under the medical
Flexible Spending Accounts.

e  Watch for further clarifications
from the IRS.

If you have any question regarding
this special alert, please contact
your Account Director or Account
Manager. MW

Continued on Page 4




Volume Six, Issue Ten October 2003, Page 4

MCGRAW WENTWORTH TEAM

PRINCIPALS SR PLAN ANALYSTS

ACCOUNT DIRECTORS PLAN ANALYSTS

S -

MANAGER CLIENT SERVICES DIRECTOR OF ADMINISTRATION

ASSISTANT MANAGER, CLIENT SERVICES IT MANAGER

ACCOUNT MANAGERS ADMINISTRATIVE SUPPORT

MARKETING DEPARTMENT

Our technical bulletins are written 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 legal or tax advice. Before implementing any welfare or pension
benefit program, employers are urged to consult with their benefits advisor and/or legal counsel
for advice that is appropriate to their specific circumstances.
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