
Under the Internal Revenue Code of 1986

Section 105.—Amounts
Received Under Accident and
Health Plans

(Also Sections 125 and 106.)

Section 105 advance reimbursement of
medical expenses. This ruling amplifies
Rev. Rul. 2002–3, 2002–3 I.R.B. 316, to
clarify that amounts paid to an employee
as “advance reimbursements” or “loans”
without regard to whether the employee has
suffered a personal injury or sickness or in-
curred medical expenses are not exclud-
able from the employee’s gross income
under section 105(d), whether or not that
employee incurs medical expenses during
the year.

Rev. Rul. 2002–80

ISSUE

Whether, under the facts described,
amounts an employer pays to an employee
as “advance reimbursements” or “loans” are
excluded from gross income under § 105(b)
and from employment taxes under
§§ 3401(a), 3121(a), and 3306(b) of the In-
ternal Revenue Code.

FACTS

Situation (1). Employer M provides
health coverage for its employees through
a group health insurance policy. The cov-
erage constitutes accident or health cover-
age for purposes of the exclusion for
employer-provided accident or health cov-
erage under § 106(a).

M has a payroll arrangement under
which an employee’s salary is reduced and
M applies the salary reduction amounts to
the payment of the premiums for the group
health insurance policy for the employee
during the year. The salary reduction used
to pay for the premiums is mandatory for
M’s highly compensated employees. All
other employees elect whether to purchase

the group health insurance policy through
salary reduction. Thus, under M’s plan, all
employees have a lower salary in exchange
for employer-provided group health insur-
ance coverage.

In addition to the group health insur-
ance policy, M has a plan under which M
reimburses the uninsured medical expenses
of employees. To ameliorate the salary re-
duction for the group health insurance
policy, M makes payments to an employee
in amounts that cause the employee’s after-
tax pay from M to be the same or approxi-
mately the same as what it would have been
if there were no salary reduction to pay pre-
miums for the group health insurance policy.
M characterizes these payments as “ad-
vance reimbursements” of the uninsured
medical expenses.

During the year, the employee submits
to M claims for uninsured medical ex-
penses incurred by the employee, the em-
ployee’s spouse, or the employee’s
dependents. To the extent the employee sub-
mits claims for uninsured medical expenses
during the year, M excludes that amount of
the “advance reimbursement” payments
from the employee’s gross income under
§ 105(b) and does not withhold income tax
or treat the amount as wages for Federal In-
surance Contribution Act (FICA) or Fed-
eral Unemployment Tax Act (FUTA)
purposes. To the extent an employee does
not have uninsured medical expenses equal
to the “advance reimbursements” made to
the employee by the end of the year or upon
the employee’s termination of employ-
ment, M will often treat excess “advance
reimbursements” above uninsured medi-
cal expenses as forgiven and as additional
compensation includible in the employ-
ee’s gross income.

Situation (2). The facts are the same as
in Situation (1), except that the Employer,
N, reimburses an employee’s health insur-
ance premiums through purported “loans”
rather than “advance reimbursements.” N
implements the plan by making “loans” to
the employee sufficient to cause the em-
ployee’s after-tax pay to remain essen-
tially unchanged. The “loans,” which may
or may not bear market rates of interest,
only become due and payable at the time
and to the extent that the employee sub-
mits to N claims for uninsured medical ex-
penses. Upon receipt of a medical expense

claim, N “reimburses” the medical ex-
pense and simultaneously offsets the “loan”
by retaining the amount of the “reimburse-
ment.” The “reimbursments” and “loan” off-
sets are made through bookkeeping entries.
Thus, to the extent the employee submits
claims for uninsured medical expenses dur-
ing the year, N excludes that amount of the
“loans” from the employee’s gross income
under § 105(b) and from the employment
taxes. To the extent an employee does not
have uninsured medical expenses equal to
the “loans,” N forgives the “loans.”

LAW AND ANALYSIS

In general, § 106(a) provides that gross
income of an employee does not include
employer-provided coverage under an ac-
cident or health plan. Under § 106(a), an
employee may exclude premiums for ac-
cident or health insurance coverage that are
paid by an employer. Also, under § 105(b),
an employee may exclude amounts received
through employer-provided accident or
health insurance if those amounts are paid
to reimburse expenses incurred by the em-
ployee for medical care (of the employee,
the employee’s spouse, or the employee’s
dependents) for personal injuries or sick-
ness.

Section 105(e) provides that amounts re-
ceived under an accident or health plan for
employees are treated as amounts received
through accident or health insurance for pur-
poses of § 105(b). Section 1.105–5(a) of the
Income Tax Regulations defines an acci-
dent or health plan as an arrangement for
the payment of amounts to employees in the
event of personal injuries or sickness.

Section 1.105–2 provides that only
amounts that are paid specifically to reim-
burse the taxpayer for expenses incurred by
the taxpayer for the prescribed medical care
are excludable from gross income under
§ 105(b). Accordingly, § 105(b) does not ap-
ply to amounts that the taxpayer would be
entitled to receive irrespective of whether
or not the taxpayer incurs expenses for
medical care.

Amounts excluded from gross income
under § 105(b) are also excluded from in-
come tax withholding under § 3401(a). In
addition, amounts paid under a plan estab-
lished by an employer on account of ex-
penses incurred by the employee for
medical care (of the employee, the em-
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ployee’s spouse, or the employee’s depen-
dents) are excluded from FICA and FUTA
taxes under §§ 3121(a) and 3306(b).

Under § 125, an employer may estab-
lish a cafeteria plan that permits an em-
ployee to choose among two or more
benefits, consisting of cash (generally, sal-
ary) and qualified benefits, including ac-
cident or health coverage. Pursuant to § 125,
the amount of an employee’s salary reduc-
tion applied to purchase such coverage is
not included in gross income, even though
it is available to the employee and the em-
ployee could have chosen to receive cash
instead. If an employee elects salary re-
duction pursuant to § 125, the accident and
health coverage is excludable from gross in-
come under § 106 as employer-provided ac-
cident or health coverage.

In Rev. Rul. 2002–3, 2002–3 I.R.B. 316,
an employer applies salary reduction
amounts to the payment of health insur-
ance premiums for employees and then “re-
imburses” amounts to employees so that
employees’ after-tax pay remains un-
changed. The ruling concludes that although
the salary reduction amounts used to pay
the premiums are excludable from the em-
ployees’ gross income under § 106 be-
cause employer-paid, there are no employee-
paid premiums for the employer to
“reimburse.” Thus, the reimbursements that
the employer makes to employees are not
excludable from gross income under
§ 105(b) because they do not reimburse em-
ployees for expenses incurred by the em-
ployees. In addition, the reimbursements are
not excluded from income tax withhold-
ing, FICA taxes, or FUTA taxes. The rul-
ing also states that the same conclusion
results when the salary reduction used to
pay for the health insurance premiums is
done without employee elections.

In Situation (1), although M purports to
treat the “advance reimbursements” as pay-
ments for uninsured medical expenses, those
amounts are paid to the employee regard-
less of whether the employee incurs ex-
penses for medical care or suffers a personal
injury or sickness during the year. Under
§ 1.105–5(a), M’s “advance reimburse-
ment” plan is therefore not an accident or
health plan because it is not an arrange-
ment for the payment of amounts to em-
ployees in the event of personal injuries or
sickness. In addition, under § 1.105–2, the

exclusion from gross income under § 105(b)
applies only to amounts paid specifically to
reimburse medical care expenses and does
not apply to amounts that the employee
would be entitled to receive irrespective of
whether the employee incurs expenses for
medical care. Because an M employee is
not paid specifically to reimburse medi-
cal care expenses but is entitled to receive
the “advance reimbursements” irrespec-
tive of whether any medical expenses have
been incurred, none of those payments are
excludable from gross income under
§ 105(b) or from income tax withholding
under § 3401(a) whether or not the em-
ployee has actually incurred uninsured
medical expenses during the year. Finally,
because “advance reimbursements” under
M’s plan are not made on account of ex-
penses incurred by the employee for medi-
cal care, the payments are subject to FICA
taxes under § 3121(a) and FUTA taxes un-
der § 3306(b).

In Situation (2), although N character-
izes the payments to the employee as
“loans,” it is understood that the employee
will never become obligated to repay any
of the purported “loans” to N. Under N’s
plan, when the employee submits unin-
sured medical claims, N treats the reim-
bursements as an offset against that amount
of the “loans.” However, if the employee
does not submit claims, the outstanding
amounts of the “loans” never become due
and payable to N. (In addition, N may not
notify or obtain the employee’s consent for
the purported loan arrangement, in which
event, the “loans” may be unenforceable un-
der applicable law.)

Accordingly, under the specific facts de-
scribed in Situation (2), the arrangement
does not constitute a loan and is, in sub-
stance, the same as Situation (1). Like the
transaction in Situation (1), the arrange-
ment in Situation (2) is neither an acci-
dent or health plan under § 1.105–5(a) nor
excludable from gross income under
§ 105(b) by reason of § 105–2 (either when
paid to the employee or when offset against
claims for uninsured medical expenses).

HOLDING

Under the facts described in Situations
(1) and (2), the exclusion from gross in-
come under § 105(b) does not apply to
amounts that an employer pays to an em-

ployee as “advance reimbursements” or
“loans,” whether or not the employee in-
curs uninsured medical expenses during the
year. Moreover, in Situation (2), the
amounts paid to the employee do not con-
stitute loans. Accordingly, all of the “ad-
vance reimbursements” or “loans” are
included in the employee’s gross income
under § 61 and are subject to employment
taxes under §§ 3401(a), 3121(a), and
3306(b).

EFFECT ON OTHER REVENUE
RULINGS

Rev. Rul. 2002–3 is amplified.

DRAFTING INFORMATION

The principal author of this Revenue
Ruling is Felix Zech of the Office of Di-
vision Counsel/Associate Chief Counsel
(Tax Exempt and Government Entities). For
further information regarding this Rev-
enue Ruling, contact him at (202) 622–
6080 (not a toll-free call).

Section 106.—Contributions
by Employer to Accident and
Health Plans

Advance reimbursements of medical expenses
made irrespective of whether the employee has in-
curred medical expenses are not excludable from the
employee’s gross income under section 105(b) of the
Code even if the employee incurs expenses for medi-
cal care. See Rev. Rul. 2002–80, page 925.

Section 125.—Cafeteria
Plans

Advance reimbursements of medical expenses
made irrespective of whether the employee has in-
curred medical expenses are not excludable from the
employee’s gross income under section 105(b) of the
Code even if the employee incurs expenses for medi-
cal care. See Rev. Rul. 2002–80, page 925.

Section 280G.—Golden Para-
chute Payments

Federal short-term, mid-term, and long-term rates
are set forth for the month of December 2002. See Rev.
Rul. 2002–81, page 928.
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