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ROLLOVER FLEXIBLE SPENDING ACCOUNTS:
MORE HEALTH CHOICES FOR AMERICANS

ROBERT E. MOFFIT AND WiLLIAM W. BEACH

Members of Congress have the opportunity to
put Americans in charge of their own health care
decisions and to make health insurance and medi-
cal services more accessible, more accountable,
and more affordable for working families. That
opportunity lies in making a slight revision to Sec-
tion 125 of the Internal Revenue Code, which gov-
erns flexible spending accounts (FSAs). These tax-
free accounts allow workers to save for unexpected
medical costs of services or benefits not covered by
their employer-provided health insurance pack-
age. Today, both employers and employees can
contribute to FSAs, and the money in these
accounts can be used to pay for out-of-pocket
medical expenses or for the copayments and
deductibles of their employer-provided packages.
Any money remaining in an FSA at the end of the
year must be forfeited, however.

Currently, American workers and families
obtain the most tax relief for the cost of their
health care by purchasing health insurance
through their employers. Those workers fortunate
enough to enjoy this option realize tax savings by
purchasing insurance with pre-tax dollars, thus
reducing their taxable income. The tax code, how-
ever, should not discriminate against employees
based on the status or condition of their employ-
ment. Good tax policy should ensure tax equity—

a level playing field for different types of health

insurance and health care

options. Tax policy that
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future increase in health
care costs.

Short of embarking on a
comprehensive reform of
the outdated tax treatment
of health insurance this ses-
sion, Members of Congress
should take some interim

steps to expand health care
choices for patients and restore economic effi-
ciency in the market. Senator Robert F Bennett
(R-UT) and Representative David Dreier (R-CA)
soon will introduce legislation that would allow
workers and their families to roll the money they
set aside in employer-provided, tax-free FSAs into
the fund for the following year, and to take the
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. Table1

Excluded from Taxation

FY1998 FY1999
Change in Federal Revenue
If Annual Rollovers of FSA
Health Care Balances Are -$lé44  -$456.6
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Federal Revenue Changes After
Excluding FSA Health Care Rollovers from Taxation

B1159
Millions of Dollars
FY1998- FY1998-
FY2000 FY2001 FY2002 FY2002 FY2007
-$4730  -$490.1 -$5077  -$20918  -$4706.5

Source: Center for Data Analysis, The Heritage Foundation. Estimates of federal revenue change reflect assumptions and

funds with them when they change jobs, would
enable more working families to pay for their med-
ical expenses directly—without having to maneu-
ver through the administrative apparatus
governing corporate insurance policies.

MENDING A FRACTURED TAX POLICY

The current construction of Section 125 in the
tax code has a structural defect. Under its “use-it-
or-lose-it” rule, employees who do not use all of
the pre-tax money they set aside each year for
medical needs must lose any excess money in the
accounts at the end of that year. From the stand-
point of cost control, this policy is counterproduc-
tive and has an unintended consequence. It creates
an incentive for working families to expend all the
funds in their FSAs, even if the medical services
they purchase are only marginally desirable or
beneficial, rather than lose the money entirely.

Congress could correct this flaw with ease by
modifying Section 125 to allow workers to roll any
unused FSA funds over, year after year, tax-free.
The direct results of such a change would be an
increase in the direct purchasing of medical ser-
vices from doctors and other providers, a change
in the dynamics of the current insurance market,
and an increase in personal savings for future
health care spending or retirement.

As more funds are saved through such rollover
FSAs and used for retirees’ health care coverage,
the future obligations of the governments health
care programs would decline proportionately. The
change in revenue to the federal Treasury in the
meantime, based on Heritage Foundation calcula-
tions, would amount only to an average revenue
decrease of $482 million per year, or $2.1 billion
over 5 years (Table 1). This relatively small reve-
nue change should make this policy more attrac-
tive to Members of Congress and to American
workers and their families.

THE IMMEDIATE ADVANTAGES
OF ROLLOVER FSAs

Revising Section 125 of the Internal Revenue
Code would result in immediate benefits for a sig-
nificant portion of the American workforce.
According to the Bureau of Labor Statistics, as of
1994, 21.7 million private-sector employees chose
to take advantage of employee-provided FSAs—
14 .8 million employed in medium to large estab-
lishments and 6.9 million in small establishments.
In addition, 50 percent of state and local
government employees had FSAs. !

Because FSAs by law must apply to all employ-
ees equally, they do not give a tax break to the
“healthy wealthy.” All Section 125 plans must pass

1. “Talking Points on Section 125, The Employers Council for Flexible Compensation, Washington, D.C., 1997.
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a nondiscrimination test, which enforces rules that
specifically prohibit discrimination in favor of
highly compensated participants or key employ-
ees. But there are several other advantages to
rolling over FSAs:

1.

It would encourage rational health care
spending. The unfair “use-it-or-lose-it” rule of
the current tax code is a powerful incentive for
workers to spend all the accumulated funds in
their FSAs before the end of the plan’s year.
This incentive to spend discourages the kinds
of cost-conscious decisions that are crucial to
controlling health care expenditures and cre-
ates a false demand for unnecessary services,
which further distorts an already muddled
health insurance market. From the standpoint
of cost control, then, the current FSA arrange-
ment is bad health care policy. “Carryover”
FSAs would encourage the efficient utilization
of medical benefits and would be better at
enabling employees to deal with natural
fluctuations in their health care needs.

It would enhance portability. Refunding an
employee’s contributions to an FSA tax-free if
that employee changes jobs would establish a
measure of portability in employer-based
health insurance. True portability is far supe-
rior to any jury-rigged regulatory scheme cur-
rently imposed by federal and state officials on
the individual insurance market.

It would enhance consumer choice. A
change in the tax code allowing FSA funds to
be carried over to the next year and refunded
when the employee changes jobs would create
a stable framework for him to save for medical
services within his employer-based insurance.
Instead of locking employees into options
defined or restrained by a health insurance
plan, a rollover FSA enhances employee choice
over a wide range of medical benefits and
services.

It would enhance the doctor—patient
relationship. By allowing greater freedom for
employees to choose their own doctors and
medical specialists, rollover FSAs would
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ensure that health care decisions are made
within the physician—patient relationship. In
this way, the patient would make cost-effective
decisions, usually in consultation with a physi-
cian, rather than with corporate executives or
insurance companies far removed from the
patient. The quality of health care services
workers want would become the primary
objective, not the company’s bottom line on
compensation costs. This means patients
would spend their own money on services pro-
vided by the specialist of their choice, at a time
and under circumstances of their choosing,
rather than being subjected to restrictions,
exclusions, or conditions imposed by
employer-based health insurance. Expanded
FSAs allowing private agreements between
doctors and patients also would avoid the per-
verse incentives that encourage many managed
care plans to pay doctors or specialists more if
they provide fewer services. Employers should
be encouraged to promote FSAs in the work-
place by adding additional tax-free funding for
their FSAs, reducing insurance claims for rou-
tine medical services, and backing up their
employees with solid catastrophic coverage.

It would help control health insurance
costs. 1f employees could roll over their FSA
account balances from year to year, FSAs
would become more popular and widespread
within the employer-provided health insur-
ance field. Like medical savings accounts, they
would stimulate further improvements in the
health care delivery system. For example, the
growth of stronger FSAs could foster the
expansion of high deductibles in insurance
policies, as employees and companies realize
better values on their health insurance premi-
ums because routine medical expenses would
be paid out of FSAs more frequently.

It would enhance the savings rate in the
United States. Because pre-tax salary contri-
butions are exempt from federal income and
Social Security taxes, the use of FSAs would
increase the disposable income of their
participants.
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Today, FSAs are gaining popularity in the mar-
ketplace. They have been proven to meet the
needs of a diversified pool of workers. 1f FSA
funds can be rolled over tax-free, and if employees
can take those funds with them when they move
to a new company, then they will become a great
boon to stimulating employee savings and enhanc-
ing employee security. Savings and job security are
positive forces for economic growth.

CONCLUSION

The health care system in the United States is
undergoing dramatic changes. From the stand-
point of health care, however, the health insurance
market is not a true market based on real con-
sumer choice in which patients can choose the
plan they want at the price they wish to pay.

Today, the federal tax code almost exclusively
favors employer-based health insurance. With
their health care decisions being made by bureau-
crats, many Americans simply do not know the
cost of their employer’s contribution to their health
benefits package. Furthermore, too many do not
care to know because they mistakenly believe their
benefits paid by their employers are “free.” But
benefits, like wages, are part of the cost of employ-
ing a worker, and every increase in the cost of
health benefits must be offset by a decrease in
wages or other compensation to that employee.
For employers, the incentive to provide the best
benefits package is offset by the need to control the
cost of those benefits. The result often is unwise
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health care policies, such as was the case when
mothers and newborns were forced to leave the
hosnital the day after delivery. The solution is not
to micromanage the health care system even more;
rather, it lies in the reestablishment of normal mar-
ket incentives and consumer choice. Restoring
control of health care benefit choices to employ-
ees, wherever possible, is the best remedy for the
profound distortions in the health care market and
the perverse incentives inherent in today’ tax
treatment of health insurance.

Members of Congress should revisit the entire
treatment of health insurance in the tax code.
Short of that, they should seek reforms that build
on the best mechanism for controlling costs and
ensuring consumer protection in health care:
choice. Allowing working families to invest in flex-
ible spending accounts to spend on health care
needs later, and ensuring the money they invest is
available year after year, regardless of how much is
used in a calendar year or where they work, is a
valuable yet easily achieved reform. By revising
Section 125 of the Internal Revenue Code and
passing sound health care and tax policies, Con-
gress will enable working families to make rational
economic decisions about their health care needs.
It also will improve the quality of their care.

—Robert E. Moffit is Director of The Domestic Pol-
icy Studies Department at The Heritage Foundation.

—William W Beach is Director of The Center
for Data Analysis at The Heritage Foundation.

TECHNICAL APPENDIX

For the data in Table 1, Heritage economists
estimated annual revenue changes stemming from
Section 125 reform by constructing a model based
on publicly available data and technically derived
tax rate and program participation assumptions.
This Technical Appendix describes the data and
assumptions used to create the models revenue
estimates.

Heritage used data on worker participation in
FSA plans published by the Bureau of Labor Statis-
tics. The bureau’s Earnings and Employment Report
for 1993 and 1994 contain participation data for
small, medium, and large private firms. These esti-
mates were confirmed by survey data developed in
1997 by Hewitt Associates, a national benefits
consulting company. Heritage calculated a
weighted midpoint participation rate of 20
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percent, and applied this percentage against an
estimate of total establishment payroll employ-
ment for 1998. This employment estimate total
(123,859,000 establishment employees) was
taken from a forecast produced by WEFA, Inc., a
nationally recognized economics consulting firm
in Philadelphia, Pennsylvania, and is available
upon request from The Center for Data Analysis at
The Heritage Foundation. The participation rate
estimates from Hewitt Associates also are available
upon request.

The average annual amount of FSA health care
coverage purchased by participating workers
($744) comes from studies prepared by the Gen-
eral Accounting Office in 1988, 1990, and 1992.
Heritage analysts confirmed these estimates by
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comparing them with an estimate of average
participation produced by Hewitt Associates for
1997. Heritage assumed that the rollover provi-
sion would lead participating workers to purchase
an additional $89 in annual health care coverage.
Assuming this additional purchase raises the level
of revenue decreases from the policy change.
Average effective tax rates were derived from data
contained in the IRS Public Use File for 1994.

Heritage’s estimate for fiscal year 1998 were
projected forward into fiscal years 1999 through
2002 by an formula that contains annual esti-
mates of price changes and employment growth
among participating employees. All values in
Table 1 are expressed in nominal or current
millions of dollars.









