
An Inside Look at Tax-Advantaged
Employee Benefits Options: 
HRAs, Section 105 and 125 Plans
By Bruce Stein

According to the Harvard Business Review (2001),
a 5% increase in employee retention results in a
10% reduction in costs and an increase in

productivity that can range from 25% to 65%. In
addition, with a decrease in retention, employers also
experience circuitous losses beyond hard costs —
including a knowledge deficit, severed customer
relationships and a decline in practice-wide employee
confidence. As employers seek ways to strengthen their
bottom line and maintain efficiency in a difficult
economic climate, employee benefits become an essential
tool for recruiting and retaining quality employees — 
and controlling unanticipated financial losses. 

Recent developments in health reimbursement
arrangements (HRAs) have focused on tax-advantaged
employee benefit plans as a way to manage this issue. 
As the cost of health care continues to rise, voluntary
medical benefits offerings have become a practical
method for businesses to retain employees and reap
significant tax savings, while maintaining a fiscal balance.
HRAs are sometimes a solution, but they do not always
present the best option for small- to mid-sized employers
due to high-cost risks. Therefore, it is important to
review all choices when selecting the most appropriate
medical benefit for your practice.

Health Reimbursement Arrangements
In June 2002, the Internal Revenue Service (IRS) issued
Ruling 2002-41 and Notice 2002-45 addressing
employer-paid health reimbursement arrangements.
Pursuant to Section 105 of the Internal Revenue Code,
these communications enable employers to establish tax-
deductible and tax-free Health Reimbursement
Arrangements (HRAs). In existence since the 1950s, these
benefits options have recently garnered significant interest

because they not only provide sufficient medical
coverage, but they also help make employees more aware
of healthcare spending. 

Many employers offer HRAs in conjunction with high-
deductible health plans. This is something that is funded
by the employer for each participating employee and
typically covers the medical plan’s eligible health care
expenses. HRAs reimburse employees’ medically
necessary expenses, such as office visits, vision care
expenses, prescriptions and dental expenses. One of the
benefits of this plan is that employees can carry over
unused funds to the next year. Employees who use up all
of their funds before the end of the year must cover their
own expenses for that period. If the employee changes
jobs, the money stays with the employer.

Many contend that increased interest in HRAs is a direct
result of the need for employers to combat the rising
costs of medical care. As health insurance premiums
continue to go up, employers face two choices in
confronting the cost increase. First, employers can shift a
percentage of the premium to their employees. However,
many employers are reluctant to do this as healthcare
benefits are an attractive tool for employee recruitment
and retention. Second, they can revert to a high-
deductible insurance policy. 

According to many third-party benefits administrators,
the recent developments and interest in HRAs are good
news for the country’s small business owners. “Any
attempts to help business owners who struggle to deal
with the ever-increasing cost of health care is a step in the
right direction,” said Daniel N. Rashke, CEO of Total
Administrative Services Corporation (TASC), one of the
nation’s largest third-party administrators of tax-
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advantaged employee benefit plans, located in Madison,
Wis.

According to Rashke, HRAs do provide an effective way
for employees to manage healthcare costs, but employers
often bear the burden of hidden administrative fees in
addition to the responsibility for benefit compensation.
Therefore, it is essential that employers examine
additional tax-advantaged employee benefit strategies
when determining the appropriate benefits option.

Section 125 vs. Section 105
Many third-party benefits administrators are finding that
Section 125 Cafeteria Plans offer the total package—
significant employee savings and health benefits, as well
as low fees and minimal risks for
the employer. The accounts allow
employees to use a predetermined
amount of pre-tax dollars toward
medical expenses, including
health insurance premiums and
uncovered medical expenditures
such as vision, dental and
dependent care. When an
employee takes advantage of a
section 125 plan, pre-tax dollars
are used to fund the plan,
reducing employee tax, as well as
the employer’s responsibilities to Social Security and
Medicare. In many cases, Section 125 represents a sound
investment for large, small and mid-sized businesses.
Organizations gain significant tax savings by paying
small administrative fees. 

“Many times, Section 125 is a better fit for employers,”
said Rashke. “HRA is an attractive offering, but Section
125, if used correctly, can offer high-quality benefits
equal to an HRA without being completely employer-
funded and without increased employer liability.”

As mentioned, a key detriment to HRAs can be employer
costs. Unlike HRAs, Section 125 Cafeteria Plans are
employee-funded. While employers pay for only the cost
of administrative services, often the administrative cost is
more than offset by the savings incurred by lowering the
employer’s FICA tax payments. This key difference
results in an attractive benefit for employees and low risk
for employers.

“Section 125 is a winner for both employers and
employees as it lowers the tax rate while offering an
effective benefit. Section 125 is a low-risk benefit that
helps employers and employees confront rising healthcare
costs,” said Rashke.

Flexible Spending Accounts (FSAs) do have some
drawbacks. While HRAs afford employees a carryover of
funds into subsequent plan years, FSA plans have a ‘use-
it-or-lose-it’ rule dictating that unused funds must be
forfeited at the end of a plan year. However, a recent
change in Internal Revenue Service regulations allows
that a grace period of up to 75 days be added to a
Section 125 Plan. This allows for the submittal and
reimbursement of eligible expenses for an additional
period after the end of the plan year. This change reduces
the risk associated with the use-it-or-lose-it rule.

Can an HRA and a Section 125 Plan co-exist? 
Yes — however, employers should be careful. IRS Ruling
2002-41 and Notice 2002-45 clarify that the HRA is 

an employer-funded medical
reimbursement plan. An employee
cannot fund this benefit through
salary reduction, nor can an HRA
offer cash in lieu of an employer
contribution. In addition, when
combined, the HRA may state
which plan must be first
exhausted. For example, an HRA
can require that the FSA benefit
under a Cafeteria Plan must be
exhausted before benefits are paid
from the HRA, or that the HRA
be exhausted before using funds

from the medical FSA account. To be effective, these
restrictions must be clearly understood before the
employer accepts the terms.

Alternative Section 105 Plans: A Good
Fit for the Small Business Owner
Many third-party administrators now offer additional
plans pursuant to Section 105 in an effort to tailor tax-
advantaged benefits strategies for sole proprietors. Akin
to HRAs, these types of plans are employer-funded and
controlled, providing small business owners and their
employees with increased benefits options and
involvement. The plans stem from similar principles: 
Both attempt to contain healthcare costs by requiring
employees to become more watchful of healthcare
expenditures. However, alternative Section 105
arrangements afford effective tax-savings tools specific 
to the small business owner, a market segment often 
left unnoticed by third-party benefits administrators 
and tax strategists.

“Alternative plans enable sole proprietors to utilize an
attractive benefits option, while experiencing substantial
tax savings and exercising sound business planning,” said
Rashke. “Small businesses should not be penalized by the
size of their staff.”

Employers enhance employee loyalty
and productivity by offering voluntary
employee benefits. According to many
human resources managers and small

business owners, benefits are essential
to recruiting top talent, maintaining

high employee retention and
establishing a strong corporate culture.
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Pursuant to Revenue Ruling 71-588, alternative Section
105 plans enable self-employed individuals to employ
spouses who are active in the business and offer them a
medical benefits package. Similar to HRAs, these plans
allow employers to reimburse employees (for example, an
employed spouse) for uninsured medical expenses for a
predetermined amount. Through tax deductions, this
plan enables small business owners to receive full
reimbursements for medical expenses up to a pre-
determined amount, including health insurance premiums
and uncovered medical care such as dental and vision. 

Much like HRAs, many providers of alternative Section
105 plans have adopted a carryover feature enabling plan
participants to retain unused portions of allocated funds
for use in subsequent plan years. This newly developed
feature affords a simple way for participants to plan for
annual healthcare costs, while reserving funds for future
unanticipated medical expenses and receive benefits
similar to HRA plans. Remember, however, that the
number of years that plan participants are allowed to
carry over funds is not addressed in the IRS ruling, but
most likely will be soon. 

What Lies Ahead
The development of HRAs, along with the continued
availability of Section 105 and 125 plans give employers
a range of choices when determining the best strategy for
employee benefits.  However, when determining the best
plan, employers should examine the goals of their
enterprise – and employees – and ultimately choose the
option that best meets the objectives. 

With widespread interest in building a stable economic
future, it is important for members of the benefits
community, such as financial representatives, insurance
agents and human resources executives, to lead the
charge in educating the market on opportunities to help
establish economic well-being. The introduction of
additional ways to manage healthcare expense budgets
and promote fiscal responsibility will ultimately help
businesses take control and weather any difficult
economic climate. ■

Bruce Stein is the public relations and communications
director for Total Administrative Services Corporation
(TASC) in Madison, Wis. TASC is an ASI-approved
partner. Mr. Stein can be reached at 800/422-4661; 
ext. 4206 or by e-mail at BruceS@tasconline.com
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Compliance and Reimbursement Strategies for the OMS Office
originally presented on August 30, 2006
Stacie L. Buck, RHIA, CCS-P, LHRM
This virtual seminar provides a discussion of documenting medical necessity as well as common E/M documentation
deficiencies and tips to correct them. The session wraps up with how to identify and audit “hot spots” and ways to
implement an effective auditing and monitoring program to protect your practice from overpayments. Code: AOM—11596

Keys to Hiring and Maintaining Quality Staff
originally presented on May 17, 2006
Crystal Reeves, CPC, CMPE
This virtual seminar provides step-by-step guidance to developing an organization and building a staff that functions smoothly
and efficiently. The practical tools and techniques discussed prepare the participant to take a fresh look at staffing, hiring,
training and assessment. Participants will be better prepared to identify problems and develop solutions within their OMS
offices. Code: AOM—11595

Electronic Transactions in the OMS Office: They’re Easier Than You Think
originally presented on March 15, 2006
Alan H. Feldman
Electronic transactions have grown beyond simple claim submissions. This seminar explores the many ways to use
technology that allow OMSs and their staff to be more time-efficient and improve the efficiency of the office. Electronic
Data Interchange (EDI), Electronic Funds Transfer (EFT), costs of implementing electronic transactions, electronic
attachments, and HIPAA’s National Provider Identifier (NPI) are discussed.  Code: AOM—11530

OMS Buy-Ins and Pay-Outs: Structuring the Right Deal for You
originally presented on November 9, 2005
Sandra E.D. McGraw, JD, MBA
This seminar provides an overview of what it means to make your associate your partner, and the obligations that you have
to each other. Valuing the hard assets, accounts receivables, good will, structuring the buy-in and pay-out, and alternatives
and options that should be considered are discussed. Concrete examples are used, as they pertain to OMS practices. Code:
AOM—10850 (Available through November 9, 2007)

For more information or to purchase your CDs, please visit www.krm.com/aaoms 
Questions? Please contact Beth Hayson at ext. 4357 or bhayson@aaoms.org

American Association of Oral and Maxillofacial Surgeons
9700 West Bryn Mawr Avenue
Rosemont, Illinois 60018-5701

800/822.6637 • aaoms.org

Did you miss one of these Virtual Seminars?
Audio CDs are now available for these programs:


