
§1.125.1 
 
Questions and answers relating to cafeteria 
plans, EE-16-79, 5/7/84 and 12/26/84, and EE-
130-86, 3/7/89 
 
Q-1: What does section 125 of the Internal 
Revenue Code provide? 
 
A-i: Section 125 provides that a participant in a 
nondiscriminatory cafeteria plan will not be 
treated as having received the taxable benefits 
offered under the plan solely because the 
participant has the opportunity, before the 
benefits become currently available to the 
participant, to choose among the taxable and 
nontaxable benefits offered under the plan. 
 
Q-2: What is a "cafeteria plan" under section 
125? 
 
A-2: A "cafeteria plan" is a separate written 
benefit plan maintained by an employer for the 
benefit of its employees, under which all 
participants are employees and each participant 
has the opportunity to select the particular 
benefits that he desires. A cafeteria plan may 
offer the opportunity to select among various 
taxable benefits and nontaxable benefits, but a 
plan must offer at least one taxable benefit and at 
least one nontaxable benefit. For example, if 
participants are given the opportunity to elect 
only among two or more nontaxable benefits, the 
plan is not a cafeteria plan. 
 
Q-3: What must the written cafeteria plan 
document contain? 
 
A-3: The written document embodying a 
cafeteria plan must contain at least the following 
information: 
 
(i) a specific description of each of the 
benefits available under the plan, including the 
periods during which the benefits are provided 
(i.e., the periods of coverage), 
(ii) participation, the plans eligibility rules 
governing 
(iii) the procedures governing participants' 
election under the plan, including the period 
during which elections may be made, the extent 
to which elections are irrevocable, and the 
periods with respect to which elections are 
effective, 

(iv) the manner in which employer contributions 
may be made under the plan, such as by salary 
reduction agreement between the participant and 
the employer or by nonelective employer 
contributions to the plan, 
(v)the maximum amount of employer 
contributions available to any participant under 
the plan, and 
(vi) the plan year on which the cafeteria plan 
operates. 
In describing the benefits available under the 
cafeteria plan, the plan document need not be 
self-contained. For example, the plan document 
may include by reference benefits established 
under other separate written plans," such as 
coverage under a qualified group legal services 
plan (section 120) or under a dependent care 
assistance program (section 129), without 
describing in full the benefits established under 
these other plans. But, for example, if the plan 
offers different maximum levels of coverage 
under a dependent care assistance program, the 
descriptions must specify the available 
maximums. In addition, an arrangement under 
which a participant is provided with coverage 
under a dependent care assistance program for 
dependent care expenses incurred during the 
period of coverage up to a specified amount 
(e.g., $500) and the right to receive, either 
directly or indirectly in the form of cash or any 
other benefit, any portion of the specified 
amount that is not reimbursed for such expenses 
will be considered a single benefit and must be 
fully described as such in the plan document. 
This also is the case with other benefits, such as 
coverage under an accident or health plan and 
coverage under a qualified group legal services 
plan. See Q & A -17 and Q & A -18 regarding 
the taxability of such benefit arrangements. 
 
Q-4: What does the term "employees" mean 
under section 125? 
 
A-4: The term "employees" includes present 
and former employees of the employer. All 
employees who are treated as employed by a 
single employer under subsections (b), (c), or 
(in) of section 414 are treated as employed by a 
single employer for purposes of section 125. The 
term "employees" does not, however, include 
self-employed individuals described in section 
401(c) of the Code. Even though former 
employees generally are treated as employees, a 
cafeteria plan may not be established 
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predominantly for the benefit of former 
employees of the employer. 
 
In addition, even though the spouses and other 
beneficiaries of participants may not be 
participants in a cafeteria plan, a plan may 
provide benefits to spouses and beneficiaries of 
participants. For example, the spouse of a 
participant may not be permitted to participate 
actively in a cafeteria plan, (i.e., the spouse may 
not be given the opportunity to select or 
purchase benefits offered by the plan), but the 
spouse of a participant may benefit form the 
participant's selection of family medical 
insurance coverage or of coverage under a 
dependent care assistance program. A 
participant's spouse will not be treated as 
actively participating in a cafeteria plan merely 
because the spouse has the right, upon the death 
of the participant, to select among various 
settlement options available with respect to a 
death benefit selected by the participant under 
the cafeteria plan or to elect among permissible 
distribution options with respect to the deceased 
participant's benefits under a cash or deferred 
arrangement that is part of the plan. 
 
Q-5: What benefits may be offered to 
participants under a cafeteria plan? 
 
A-5: With the exception of benefits that 
defer the receipt of compensation (see Q & A - 
7), a cafeteria plan may offer participants the 
opportunity to select among certain taxable 
benefits and nontaxable benefits described in the 
plan document. The term "taxable benefit" 
means cash, property, or other benefits 
attributable to employer contributions that are 
currently taxable to the participant under the 
Internal Revenue Code upon receipt by the 
participant. The term "nontaxable benefit" means 
any benefit attributable to employer 
contributions to the extent that such benefit is 
not currently taxable to the participant under the 
Internal Revenue Code upon receipt of the 
benefit. Thus, a cafeteria plan may offer 
participants the following benefits, which will be 
nontaxable when provided in accordance with 
the applicable provisions of the Internal Revenue 
Code: group term life insurance up to $50,000 
(section 79), coverage under an accident or 
health plan (section 106), coverage under a 
qualified group legal services plan (section 120), 
and coverage under a dependent care assistance 
program (section 129). Also amount received by 

participants under one of these benefits may or 
may not be taxable depending upon whether 
such amounts qualify for an exclusion from 
gross income. See Q & A - 17 and Q & A -18 
regarding the inclusion of an accident or health 
plan, dependent care assistance program, or 
qualified group legal services plan in a cafeteria 
plan. Also, see Q & A - 7 regarding inclusion of 
deferred compensation benefits in a cafeteria 
plan. 
 
In addition, a cafeteria plan may offer benefits 
that are nontaxable because they are attributable 
to after-tax employee contributions. For 
example, a cafeteria plan may offer participants 
the opportunity to purchase, with after-tax 
employee contributions, coverage under an 
accident or health plan providing for the 
payment of disability benefits. A participant's 
receipt of coverage under such an accident or 
health plan would not trigger taxable income 
because the coverage would be purchased with 
after-tax employee contributions. Similarly, any 
amounts paid to a participant under such an 
accident or health plan on account of disability 
incurred during the year of coverage may be 
nontaxable under section 104(a)(3). 
 
Q-6: May employer contributions to a 
cafeteria plan be made pursuant to a salary 
reduction agreement between the participant and 
employer? 
 
A-6: Yes. The term "employer contributions" 
means amount that have not been actually or 
constructively received (after taking section 125 
into account) by the participant and have been 
specified in the plan document as available to a 
participant for the purpose of selecting or 
"purchasing" benefits under the plan. A plan 
document may provide that the employer will 
make employer contributions, in whole or in 
part, pursuant to salary reduction agreements 
under which participants elect to reduce their 
compensation or to forgo increases in 
compensation and to have such amounts 
contributed, as employer contributions, by the 
employer on their behalf. A salary reduction 
agreement will have the effect of causing 
amounts contributed thereunder to be treated as 
employer contributions under a cafeteria plan 
only to the extent the agreement relates to 
compensation that has not been actually or 
constructively received by the participant as of 
the date of the agreement (after taking section 
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125 into account) and, subsequently, does not 
become currently available to the participant. In 
addition, a plan document also may provide that 
the employer will make employer contributions 
on behalf of participants equal to specified 
amounts (or specified percentages of 
compensation) and that such nonelective 
contributions will be available to participants for 
the selection or purchase of benefits under the 
plan. 
 
Q-7: May a cafeteria plan offer a benefit that 
defers the receipt of compensation? 
 
A-7: No, A cafeteria plan does sot include 
any plan that offers a benefit that defers the 
receipt of compensation, with the exception of 
the opportunity for participants to make elective 
contributions under a qualified cash or deferred 
arrangement defined in section 401(k). Thus, 
employer contributions made at a participant's 
election to a profit-sharing plan containing a 
qualified cash or deferred arrangement will be 
treated as nontaxable benefits under a cafeteria 
plan. 
 
In addition, a cafeteria plan does not include a 
plan that operates in a manner that enables 
participants to defer the receipt of compensation. 
Generally, a plan that permits participants to 
carry over unused benefits or contributions from 
one plan year to a subsequent plan year operates 
to enable participants to defer the receipt of 
compensation. This is the case regardless of 
whether the plan permits participants to convert 
the unused contributions or benefits into another 
benefit in the subsequent plan year. For example, 
a plan that offers participants the opportunity to 
purchase vacation days (or to receive cash or 
other benefits under the plan in lieu of vacation 
days) will not be a cafeteria plan if participant 
who purchase the vacation days for a plan year 
are allowed to use any unused days in a 
subsequent plan year. This is the case even 
though the plan does not permit the participants 
to convert, in the subsequent plan year, the 
unused vacation days into nay other benefit. In 
determining whether a plan permits participants 
to carry over unused vacation days, a participant 
will be deemed to have used his nonelective 
vacation days (i.e., the vacation days with 
respect to which the participant had no election 
under the plan) before his elective vacation days. 
For example, assume that an employer provide a 
participant with three weeks of vacation for a 

year and, under the plan,, the participant is 
permitted to receive cash or other benefits in lieu 
of one of these three weeks. Assume that the 
participant elects not to exchange the one 
elective week of vacation for another benefit. If 
the participant used two weeks of vacation 
during the year, he will be treated as having used 
the two nonelective weeks of vacation. Thus, if 
the participant is permitted to carry the one 
unused week over to the next year, the plan will 
be treated as operating to enable participant to 
defer the receipt of compensation. Thus, the plan 
will fail to be a cafeteria plan and the section 125 
exception to the constructive receipt rules will 
not apply.  In addition, a plan that allows 
participants to use employer contributions for 
one plan year to purchase a benefit that will be 
provided in a subsequent plan year operates to 
enable participant to defer the receipt of 
compensation. 
 
Q-8: What requirements apply to 
participants' elections under a cafeteria plan? 
 
A-8: A plan is not a cafeteria plan unless the 
plan requires that participants make elections 
among the benefits offered under the plan. A 
plan may provide that elections may be made at 
any time. However, benefit elections under a 
cafeteria plan should be made in accordance with 
certain guidelines (see Q & A - 15) in order for 
participants to qualify for the protections of the 
section 125 exception to the constructive receipt 
rules. An election will not be deemed to have 
been made if, after a participant has elected and 
begun to receive a benefit under the plan, the 
participant is permitted to revoke the election, 
even if the revocation relates only to that portion 
of the benefit that has not yet been provided to 
the participant. For example, a plan that permits 
a participant to revoke his election of coverage 
under a dependent care assistance program or of 
coverage under an accident or health plan after 
the period of coverage has commenced will not 
be a cafeteria plan. However, a cafeteria plan 
may permit a participant to revoke a benefit 
election after the period of coverage has 
commenced and to make a new election with 
respect to the remainder of the period of 
coverage if both the revocation and new election 
are permitted under Sec. 1.125-4.
family status (e.g., marriage, divorce, death of 
spouse or child, birth or adoption of child, and 
termination of employment of spouse). 
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Q-9: What is the tax treatment of benefits 
offered under a nondiscriminatory cafeteria 
plan? 
 
A-9: A participant in a nondiscriminatory 
cafeteria plan will not be treated as having 
received taxable benefits offered under the plan 
and thus will not be required to include the 
benefits in gross income solely because the plan 
offers the participant the opportunity, before the 
benefits become currently available to the 
participant, to elect to receive or not to receive 
the benefits. Section 125 thus provides an 
exception to the constructive receipt rules that 
apply with respect to employee elections among 
nontaxable and taxable benefits (including cash). 
These constructive receipt rules generally 
provide that an individual will be required to 
include in gross income the taxable benefits that 
he could have elected to receive if the individual 
had the opportunity to elect to receive or not to 
receive the benefits even though both the 
opportunity to make this election occurs and the 
actual election is made before the benefits 
become currently available to the individual. 
Section 125 does not, however, alter the 
application of the constructive receipt rules to a 
situation in which benefits become currently 
available to an individual even thought the 
individual elects not to receive and does not 
actually receive the benefits. Thus, if taxable 
benefits become currently available to a 
participant in a nondiscriminatory cafeteria plan, 
the participant will be taxable on the benefits, 
even though the participant has elected or 
subsequently elects not to receive the benefits 
and does not actually receive the benefits. 
 
Q-l0: What is the tax treatment of benefits 
offered under a discriminatory cafeteria plan? 
 
A-10: The section 125 exception to the 
constructive receipt rules is not available to the 
highly compensated participant in a cafeteria that 
is discriminatory for plan year. Thus, a highly 
compensated participant in a cafeteria plan that 
is discriminatory for a plan year will be taxable 
on the combination of the taxable benefits with 
the greatest aggregate value that he could have 
selected for the plan year. The section 125 
exception to the constructive receipt rules 
remains available to participants who are not 
highly compensated without regard to whether 
the cafeteria is discriminatory. 
 

Q-11: How are the amounts taxable to a 
highly compensated participant because a 
cafeteria plan is discriminatory for a plan year to 
be allocated among the benefits actually selected 
by the participant for the plan year? 
 
A-l1: A highly compensated participant in a 
discriminatory cafeteria plan is taxable on the 
maximum taxable benefits that he could have 
selected for the plan year. For example, assume 
that a cafeteria plan provides a highly 
compensated participant with the opportunity to 
select, for a plan year, benefits costing $1300 
from among the following: up to $300 in cash, 
coverage under an accident or health plan 
providing medical expense reimbursement (cost 
of $600), coverage under an accident or health 
plan providing disability benefits (cost of $200), 
coverage under a qualified legal services plan, 
(cost of $400), and coverage under a dependent 
care assistance program (cost of $400). For the 
plan year in question, the participant elects to 
receive $100 in cash, coverage under both of the 
accident or health plans ($600 and $200), and 
coverage under the dependent care assistance 
program ($400). If the cafeteria plan is 
discriminatory for the plan year, the participant 
will be taxable on the $100 cash benefit actually 
selected and on the $200 cash benefit that the 
participant could have selected. This $300 will 
be allocated, first, to the taxable benefits actually 
selected by the participant and, second, on a pro 
rata basis to the nontaxable benefits actually 
selected by the participant. Thus, $100 is 
allocated to the $100 cash benefit actually 
received and the $200 is allocated as employee 
contributions among the nontaxable benefits 
actually selected as follows: $100 to coverage 
under the accident or health plan for medical 
care, $33.33 to the coverage under the accident 
or health plan for disability benefits, and $66.67 
to the coverageunder the dependent care 
assistance program. This allocation would not 
affect the nontaxable status of any of these 
benefits--the purchase of coverage under any of 
these plans with employee contributions would 
not trigger taxable income-- but it may affect the 
taxability of amounts received under any of the 
plans. In addition, depending upon whether the 
other conditions are satisfied, the participant may 
be able to deduct under section 213 some or all 
of the employee cost of the coverage under the 
accident or health plan for medical care. Thus, 
reimbursements received by the participant for 
medical care expenses incurred during the year 
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of coverage may be nontaxable under wither 
section 104(a)(3) or section 105(b), depending 
upon whether the reimbursements are 
attributable to after-tax employee or pre-tax 
employer contributions. Also, if the participant 
became disabled during the year of coverage, 
benefits provided under the accident or health 
plan would be nontaxable to the [participant 
under section 104(a)(3) to the extent that the 
benefits were attributable to the portion of the 
coverage purchased with the after-tax employee 
contributions. Finally, any reimbursement 
received under the dependent care assistance 
program for the year of coverage will be 
nontaxable under section 129 if the requirements 
of that section are satisfied. 
 
Q-12: When must a highly compensated 
participant in a discriminatory cafeteria plan 
include in gross income amounts attributable to 
the taxable benefits that the participant could 
have selected, but did not in fact select? 
 
A-12: Amounts required to be included in gross 
income by a highly compensated participant 
because a cafeteria plan does not satisfy the 
applicable nondiscrimination standards for a 
plan year will be treated as received or accrued 
in the participant's taxable year within which 
ends the plan year with respect to which an 
election was or could have been made. 
 
Q-13: Who are highly compensated 
participants under section 125? 
 
A-13: The term "highly compensated 
participant" means a participant who is an 
officer, a shareholder owning more than 5 
percent of the voting power or value of all 
classes of stock of the employer, or highly 
compensated. The classification of a participant 
as highly compensated for this purpose will be 
made on the basis of the facts and circumstances 
of each case. A spouse or a dependent (within 
the meaning of section 125) of any such "highly 
compensated participant" will be treated as 
highly compensated. 
  
Q-14: When will a benefit be treated as currently 
available to a participant in a cafeteria plan? 
 
A-14: A benefit is treated as currently 
available to a participant if the participant is free 
to receive the benefit currently at his discretion 
or the participant could receive the benefit 

currently if an election or notice of an intent to 
receive the benefit were given. A benefit will not 
be treated as not currently available merely 
because of a requirement that the participant 
must elect or give notice of intent to receive the 
benefit in advance of receipt of the benefit. 
However, a benefit is not currently available to a 
participant if there is a substantial limitation or 
restriction on the participant's receipt of the 
benefit. A benefit will to be treated as currently 
available if the participant may under no 
circumstances receive the benefit before a 
particular time in the future and there is a 
substantial risk that, if the participant does not 
fulfill specified conditions during the period 
preceding this time, the participant will not 
receive the benefit. 
 
Q-15: What procedures with respect to benefit 
elections should a cafeteria plan adopt in order to 
assure that participants are not subject to tax, 
under the constructive receipt rules, on taxable 
benefits that the participants have elected not to 
receive? 
 
A-iS: Generally, in order for participants to 
avoid constructive receipt with respect to taxable 
benefits offered under a cafeteria plan, the 
taxable benefits must at no time become 
currently available to the participants. Thus, a 
cafeteria plan should require participants to elect 
the specific benefits that they will receive before 
the taxable benefits become currently available. 
A benefit will not be treated as currently 
available as of the time of the election if the 
election specifies the future period for which the 
benefit will be provided and the election is made 
before the beginning of this period. 
 
Q-16: Do the rules of section 125 affect whether 
any particular benefit offered under a cafeteria 
plan is a taxable or nontaxable benefit? 
 
A-16: Generally, no. A benefit that is 
nontaxable under the Internal Revenue Code 
when offered separately is treated as a 
nontaxable benefit under a cafeteria plan only if 
the rules providing for the exclusion of the 
benefit from gross income continue to be 
satisfied when the benefit is offered under the 
cafeteria plan. For example, if $50,000 in group-
term life insurance is offered under the cafeteria 
plan and the rules under section 79(a) governing 
the exclusion of the cost of this benefit from 
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gross income continue are satisfied, the rules of 
section 79(d) still apply to 
determine the status of the benefit as taxable or 
nontaxable for key employees who participate in 
the plan. See Q & A -17 and Q & A - 18, 
however, regarding the inclusion of coverage 
under an accident or health plan, dependent care 
assistance program, or qualified group legal 
services plan in a cafeteria plan. 
 
Similarly, if a cafeteria plan offers benefits that 
are nontaxable under the Internal Revenue Code 
when offered outside of the cafeteria plan, but 
are prohibited form inclusion in a cafeteria plan, 
the benefits will be treated as taxable benefits 
under the cafeteria plan. Thus, coverage under a 
qualified transportation plan (section 124) and 
coverage under an educational assistance 
program (section 127) will be treated as taxable 
benefits if offered under a cafeteria plan. Also, 
any benefits (either reimbursement for expenses 
or m kind benefits) received by a participant 
under a qualified transportation plan or an 
educational assistance program will be taxable if 
benefits are provide under a cafeteria plan. 
 
Finally, if a benefit that is taxable under the 
Internal Revenue Code when offered separately 
is offered under a cafeteria plan, the benefit will 
continue to be a taxable benefit under the 
cafeteria plan. For example, if a cafeteria plan 
offers a participant the opportunity to direct the 
employer to make charitable contributions or 
contributions to an individual retirement account 
on behalf of the participant, such contributions 
must be included in the participant's gross 
income for income and employment tax 
purposes without regard to whether the plan 
satisfies section 125 and without regard to 
whether the contributions are deductible by the 
participant. 
 
Q-17: How are the specific rules of section 105, 
providing an income exclusion for amounts 
received as reimbursement for medical care 
expenses under an accident or health plan, to be 
applied when coverage under an accident or 
health plan is offered as a benefit under a 
cafeteria plan? 
 
A-17: Section 105(b) provides an exclusion from 
gross income for amounts that are paid to an 
employee under an employer-funded accident or 
health plan specifically to reimburse the 
employee for certain medical care expenses 

incurred by the employee during the period for 
which the benefit is provided to the employee, 
i.e., the period during which the employee is 
covered under the accident or health plan. 
Section 105(h) provides that the exclusion 
provided by section 105(b) is not available with 
respect to certain amounts received by a highly 
compensated individual (as defined in section 
105(h)(5)) under a discriminatory self-insured 
medical reimbursement plan. Several rules are of 
particular importance when coverage under an 
accident or health is a benefit offered under a 
cafeteria plan. 
 
First, in order for medical care reimbursements 
paid to a participant under a cafeteria plan to be 
treated as nontaxable under section 105(b), the 
reimbursements must be paid pursuant to an 
employer-funded "accident or health plan," as 
defined in section 105(e) and §1.105-5. This 
means that, although the reimbursements need 
not be provided under a commercial insurance 
contract, the reimbursements must be provided 
under a benefit that exhibits the risk-shifting and 
risk-distribution characteristics of insurance. A 
benefit will not exhibit the required risk-shifting 
and risk-distribution characteristics, even though 
the benefit is provided under a commercial 
insurance contract, if the ordinary actuarial risk 
of the insurer is negated either under the terms of 
the benefit or by any related benefit of 
arrangement (including arrangements formally 
outside of the cafeteria plan). 
 
Second, a cafeteria plan benefit under which a 
participant will receive reimbursements of 
medical expenses is a benefit within sections 106 
and 105(b) only if, under the benefit, 
reimbursements are paid specifically to 
reimburse the participant for medical expenses 
incurred during the period of coverage. Amounts 
paid to a participant as reimbursement are not 
treated as paid specifically to reimburse the 
participant for medical expenses if, under the 
benefit, the participant is entitled to the amounts, 
in the form of cash (e.g., routine payment of 
salary) or any other taxable or nontaxable 
benefit, irrespective of whether or not he incurs 
medical expenses during the period of coverage, 
even if the participant will not receive the 
amounts not used for expense reimbursement 
until the end of the period. A benefit under 
which participants will receive reimbursement 
for medical expenses up to a specified amount 
and, if they incur not expenses, will receive cash 
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or any other benefit in lieu of the 
reimbursements is not a benefit that qualifies for 
the exclusion under section 106 and 105(b). See 
§ 1.105-2. This is the case without regard to 
whether the benefit was purchased with 
contributions made at the employer's discretion, 
at the participant's discretion (such as pursuant to 
a salary reduction agreement), or pursuant to a 
collective bargaining agreement. For example, if 
a cafeteria plan offers participants coverage 
under an employer-funded plan that provides for 
the reimbursement of medical expenses incurred 
during a plan year up to a specified amount (e.g., 
$1,000) and the participants are entitled to 
receive, in the form of any other taxable or 
nontaxable benefits (including deferrals under a 
cash or deferred arrangement), any portion of the 
specified amount that is not paid as 
reimbursement for medical expenses, the 
employer contributions used to purchase 
coverage will not qualify for the section 106 
exclusion and any reimbursements paid to 
participants for expenses incurred during the 
year of coverage will not be eligible for the 
section 105(b) exception. Arrangements formally 
outside of the cafeteria plan that provide for the 
adjustment of a participant's compensation or a 
participant's receipts of any other benefits on the 
basis of the expenses incurred or reimbursements 
received by the participant will be considered in 
determining whether the reimbursements are 
provided under a benefit eligible for the 
exclusions under sections 106 and 105(b). 
 
Third, the medical expenses that are reimbursed 
under an accident or health plan must have been 
incurred during the period for which the 
participant is actually covered by the accident or 
health plan in order for the reimbursements to be 
excluded from gross income under section 
105(b). For purposes of this rule, expenses are 
treated as having been incurred when the 
participant is provided with the medical care that 
gives rise to the medical expense, and not when 
the participant is formally billed, charged for, or 
pays for the medical care. Also, for purposes of 
this rule, medical expenses that are incurred 
before the later of the date the plan is in 
existence and the date the participant is enrolled 
in the plan will not be treated as having been 
incurred during the period for which the 
participant is covered by the plan. Thus, in order 
for reimbursements to be excluded from gross 
income under section 105(b), the accident or 
health plan must provide a participant the right 

to reimbursement for medical expenses incurred 
during a specified period of plan coverage. 
Reimbursement of expenses incurred prior to or 
after the specified period of coverage will not be 
excluded under section 105(b). However, the 
actual reimbursement of covered medical care 
expenses may be made after the applicable 
period of coverage. 
 
Fourth, in order for reimbursements under an 
accident or health plan to qualify for the section 
105(b) exclusion, the cafeteria plan may not 
operate in a manner that enables participants to 
purchase coverage under the accident or health 
plan only for periods during which the 
participants expect to incur medical care. For 
example, if a cafeteria plan permits participants 
to purchase coverage under an accident or health 
plan on a month-by-month or an expense-by-
expense basis, reimbursements under the 
accident or health plan will not qualify for the 
section 105(b) exclusion. If ,however, the period 
of coverage under an accident or health plan 
offered in a cafeteria plan is twelve months (or, 
in the case of a cafeteria plan's initial plan year, 
at least equal to the plan year) and the plan does 
not permit a participant to select specific 
amounts of coverage, reimbursement, or salary 
reduction for less than twelve months, the 
cafeteria plan will be deemed not to operate to 
enable participants to purchase coverage only for 
periods during which medical care will be 
incurred. See Q & A -8 regarding the revocation 
of elections during a period of coverage on 
account of changes in family status. 
 
Fifth, in order for reimbursement to a highly 
compensated individual under a self-insured 
accident or health plan to be treated as 
nontaxable under a cafeteria plan, the 
discrimination rules of section 105(h) must be 
satisfied. For purposed of these rules, coverage 
under a self-insured accident or health plan 
offered by a cafeteria plan will be treated as an 
optional benefit (even if only one level and type 
of coverage is offered) and, for purposes of the 
optional benefit rule in § 1.105-11(c)(3)(i), 
employer contributions will be treated as 
employee contributions to the extent that taxable 
benefits are offered by the plan. In addition, the 
accident or health plan offered by the cafeteria 
plan must provide for the nondiscriminatory 
reimbursement of expenses on a per capita basis, 
rather than as a proportion of compensation. 
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Q-18: How are the specific rules of section 
129, providing an income exclusion for 
dependent care assistance provided under a 
dependent care assistance program, to be applied 
when coverage under a dependent care 
assistance program is offered as a benefit under a 
cafeteria plan? 
 
A-18: Section 129(a) provides an employee 
with an exclusion from gross income both for 
employer-funded coverage under a dependent 
care assistance program and for amounts paid or 
incurred by the employer for dependent care 
assistance provided to the employee if the 
amounts are paid or incurred under a dependent 
care assistance program. A program under which 
participants receive reimbursements of 
dependent care expenses up to a specified 
amount and are entitled to receive, in the form of 
any other taxable or nontaxable benefits, any 
portion of the specified amount not used for 
reimbursement is to be treated as a single benefit 
that is not a dependent care assistance program 
within the scope of section 129. Thus, dependent 
care assistance provided under a cafeteria plan 
will be treated as provided under a dependent 
care assistance program only if, after the 
participant has elected coverage under the 
program and the period of coverage has 
commenced, the participant does not have the 
right to receive amounts under the program other 
than as reimbursements for dependent care 
expenses. This is the case without regard to 
whether coverage under the program was 
purchased with contributions made at the 
employer's discretion, at the participant's 
discretion, or pursuant to a collective bargaining 
agreement. For example, assume a cafeteria plan 
allows participants to elect to receive, for a 
particular plan year, either the right to 
reimbursements of dependent care expenses 
incurred during the year up to $2000 or a cash 
benefit of $2000. If the participant elects the 
right to receive reimbursements of dependent 
care expenses, the reimbursements will not be 
treated as made under a dependent care 
assistance program if, after the period of 
coverage has commenced, the participant has the 
right to revoke his election of this benefit and 
instead to receive the cash or if, under the terms 
of the program itself, the participant is entitled to 
receive, in the form of cash (e.g., routine 
payment of salary) or any other benefit, any 
amounts not reimbursed for dependent care 
provided during the period of coverage. 

Arrangements formally outside of the cafeteria 
plan that provide for the adjustment of a 
participants compensation or a participant's 
receipt of any other benefits on the basis of the 
assistance or reimbursements received by the 
participant will be considered in determining 
whether a dependent care benefit is a dependent 
care assistance program under section 129. 
 
Moreover, in order for dependent care assistance 
to be treated a s provided under a dependent care 
assistance program eligible for the section 129 
exclusion, the care must provided to or on behalf 
of the participant during the period for which the 
participant is covered by the program. For 
example, if a participant elects coverage for a 
plan year under a dependent care assistance 
program that provides for the reimbursement of 
dependent care expenses, only reimbursements 
for dependent care expenses incurred during that 
plan year will be treated as having been provided 
under a dependent care assistance program 
within the scope of section 129. For purposes of 
this rule, dependent care assistance expenses will 
be treated as having been incurred when the 
dependent care is provided, and not when the 
participant is formally billed, charged for, or 
pays for the dependent care. Also, for purposes 
of this rule, expenses that are incurred before the 
later of the date the program is in existence and 
the date the participant is enrolled in the program 
will not be treated as having been incurred 
during the period for which the participant is 
covered by the program. Similarly, if the 
dependent care assistance program furnished the 
dependent care in kind (e.g., under an employer 
maintained child care facility), only dependent 
care provided under a dependent care assistance 
program within the scope of section 129.(sic) 
 
In addition, in order for dependent care 
assistance under a cafeteria plan to be treated as 
provided under a dependent care assistance 
program eligible for the section 129 exclusion, 
the plan may not operate in a manner that 
enables participants to purchase coverage under 
the program only for periods during which the 
participants expect to receive dependent care 
assistance. If the period of coverage under a 
dependent care assistance offered by a cafeteria 
plan is twelve months (or, in the case of a 
cafeteria plan's initial plan year, at least equal to 
the plan year) and the plan does not permit a 
participant to select specific amounts of 
coverage, reimbursement, or salary reduction for 
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less than twelve months, the plan will be deemed 
not to operate to enable participants to purchase 
coverage only for periods during which 
dependent care assistance will be received. See 
Q & A - 8 regarding revocation of elections 
during the period of coverage on account of 
changes in family status. 
 
Finally, if coverage under a dependent care 
assistance program is a benefit offered under a 
cafeteria plan, the rules of section 129 will 
determine the status of the benefit as a taxable or 
nontaxable benefit. As a result, coverage under a 
dependent care assistance program in a cafeteria 
plan will be nontaxable for a plan year only if, 
among other requirements, the principal 
shareholder and owner discrimination test 
contained in section 129 (d) (4) is satisfied with 
respect to employer contributions actually used 
to provide participants with dependent care 
assistance during the plan year. In addition, 
amounts paid or incurred by the employer under 
a dependent care assistance program are 
excludable form gross income only to the extent 
that these amounts do not exceed the lesser of 
the participant's earned income or the 
participant's spouse's earned income. 
 
Q-19: What are the rules governing whether a 
cafeteria plan in discriminatory? 
 
A-19: The applicable discrimination rules 
under section 125 provide that, in order to be 
treated as nondiscriminatory for a plan year, the 
cafeteria must not discriminate in favor of highly 
compensated participants as to benefits and 
contributions for that plan year. Generally, this 
discrimination determination will be made on the 
basis of the facts and circumstances of each case. 
Section 125(c) provides that a cafeteria plan 
does not discriminate where either (i)benefits or 
total nontaxable benefits and total 
(II) employer contributions allocable to total 
nontaxable benefits and employer contributions 
allocable to total benefits do not discriminate in 
favor of highly compensated participants. 
 
A cafeteria plan must satisfy section 125(c) with 
respect to both benefit availability and benefit 
selection. Thus, a plan must give each participant 
an equal opportunity to select nontaxable 
benefits, and the actual selection of nontaxable 
benefits under the plan must not be 
discriminatory, i.e., highly compensated 
participants do not disproportionately select 

nontaxable benefits while other participants 
select taxable benefits. 
 
In addition to not discriminating as to either 
benefits availability or benefit selection, a 
cafeteria plan must not discriminate in favor of 
highly compensated participants in actual 
operation. A plan may be discriminatory in 
actual operation of the duration of the plan (or of 
a particular nontaxable benefit offered under the 
plan) coincides with the period during which 
highly compensated participants utilize the plan 
(or the benefit). 
 
Q-20: May nontaxable benefits provided 
under a cafeteria plan be counted as 
"compensation" under section 401(a) (5) for 
purposes of determining whether a qualified 
pension, profit-sharing, or stock bonus plan 
discriminates under section 401(a) (4), or under 
section 415 for purposes of the limitations 
contained in that section? 
 
A-20: A qualified pension, profit-sharing, or 
stock bonus plan will not be treated a 
discriminatory within the meaning of section 
401(a) (4) merely because, for purposes of 
allocating contributions to the participant or 
calculating the participant's benefit under the 
plan, the plan considers nontaxable benefits 
provided to a participant as compensation. For 
example, if a participant in a cafeteria plan elects 
coverage under an accident or health plan, the 
value of such coverage may be considered as 
compensation under a qualified plan for 
purposes of calculating the participant's 
allocation or benefit under the qualified plan. 
Nontaxable reimbursements under the accident 
or health plan, however, generally may not be 
treated as compensation under a qualified plan. 
Similarly, the value of coverage under a 
dependent care assistance program may be 
counted as compensation under a qualified plan 
for allocation and benefit purposes, but 
nontaxable reimbursements of dependent care 
expenses under the program generally may not 
be treated as compensation for these purposes. 
On the other hand, a qualified plan will not be 
treated as discriminatory under section 401(a) 
(4) merely because the plan does not consider 
nontaxable benefits, such as coverage under an 
accident or health plan or coverage under a 
dependent care assistance program, as 
compensation for allocation for benefit purposes 
under the plan. 
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For purposes of section 415, "compensation" 
does not include amounts that are excluded from 
gross income, such as premiums for group-term 
life insurance under section 79 or employer 
contributions to an accident or health plan 
excluded under section 106. 
 
Q-21: What are the general effective dates of the 
rules in Q & A -1 through Q & A - 20? 
 
A-21: TherulesinQ&A-lthroughQ&A-20 
relating to section 125 generally apply to plan 
years of cafeteria plans beginning after 
December 31, 1978. 
 
The rules in Q & A -17 governing the taxability 
of coverage and benefits received under an 
accident or health plan relate specifically to 
sections 105 and 106 and thus generally are 
effective with respect to all taxable years 
beginning after December 31, 1953. The rules in 
Q & A -18 governing the taxability of coverage 
and benefits received under a dependent care 
assistance program relate specifically to section 
129 and thus generally are effective with respect 
to all taxable years beginning after December 31, 
1981. The rules in Q & A -18 governing the 
taxability of coverage and benefits received 
under a qualified group legal services plan relate 
specifically to section 120 and thus generally are 
effective with respect to all taxable years 
beginning after December 31, 1976. 
 
See Q & A -22 through Q & A -28 for the 
general and special transition rules, which 
provide delayed effective dates with respect to 
certain of these rules. See also Q & A - 29 for 
certain relief that is available for cafeteria plans 
or benefits that were eligible for transition relief 
under the regulations proposed on May 7, 1984, 
but are not eligible for general transition relief 
under Q & A - 25. 
 
Q-22: Which cafeteria plans and benefits 
provided under cafeteria plans are eligible for 
the general and special transition relief? 
 
A - 22: There are two transition rules providing 
delayed effective dates with respect to certain of 
the rules in Q & A -1 through Q & A -20. First, 
general transition relief, as described in Q & A -
25 and Q & A - 27, is provided to cafeteria plans 
that were in existence on or before February 10, 
1984, and to benefits (including benefits that are 

provided through flexible spending 
arrangements) in existence on or before such 
day. Second, special transition relief, as 
described in Q & A -28, is provided to certain 
benefits (including benefits that are provided 
through flexible spending arrangements) that (i) 
and were in existence on or before February 10, 
1984,(ii) qualify for general transition relief 
through December 31, 1984. 
 
See Q & A -23 and Q & Q -24 for the rules for 
determining whether a cafeteria plan or a benefit 
was in existence on or before February 10, 1984. 
 
Flexible spending arrangements are used to pay 
benefits, such as medical, legal, or dependent 
care assistance, that are intended to qualify as 
nontaxable under the applicable rules of the 
Code. Generally, under the flexible spending 
arrangement form of a benefit, a participant is 
assured of receiving, in salary, cash or some 
other form, amounts that are available for 
expense reimbursement during the period of 
coverage without regard to whether the 
participant incurs covered expenses during the 
period. 
 
Plans or arrangements that are not cafeteria plans 
because of a failure to satisfy one or more of the 
rules specified in Q & Q - 27 will be treated as 
cafeteria plans solely for purposes of the 
transition relief set forth inQ&A-2lthroughQ&A-
29. For example,aplan providing only a medical 
benefit through a flexible spending arrangement 
will be treated as a cafeteria plan for purposes of 
transition relief only. Also, a plan under which a 
participant may elect among two or more 
benefits, each of which would be nontaxable but 
for the failure of one of the benefits to satisfy 
certain of the requirements in Q & A -17 or Q & 
A - 18, will be treated as a cafeteria plan to 
determine eligibility for transition relief under Q 
& A -21 through Q & A - 29. 
 
Q - 23: What rules apply to determine whether a 
cafeteria plan or benefit was in existence on or 
before February 10,1984? 
 
A - 23: A cafeteria plan will be treated as in 
existence on or before February 10, 1984, if on 
or before such day 
 
(i) the plan was reduced to writing and 
communicated to employees in written form and 
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(ii) amounts were contributed with respect to 
benefits provided under the plan. 
 
A cafeteria plan will be treated as having been 
reduced to writing if the available benefits and 
the operation of such plan have been fully 
described in written form (e.g., by summary plan 
description or plan brochure), even though a 
formal plan document may not have been 
written. Amounts will be treated as having been 
contributed with respect to benefits provided 
under the plan if the employer made 
contributions (including contributions pursuant 
to salary reduction agreements) to purchase or 
provide benefits elected under the plan. 
 
A cafeteria plan that was not actually in 
existence on or before February 10, 1984, 
nevertheless will be treated as in existence on or 
before such day if the employer incurred 
"substantial implementation costs" with respect 
to that particular plan. See Q & A -24 for a 
discussion of the rules applicable to the 
"substantial implementation cost" determination. 
 
A benefit will be treated as in existence on or 
before February 10, 1984, only if on or before 
such day 
 
(i) the benefit was part of a cafeteria plan that 
was in existence on or before February 10, 1984, 
 
(ii) the benefit was fully described in 
written form and communicated to employees in 
such form (e.g., as part of the summary plan 
description or plan brochure), and 
 
(iii) amounts were contributed with respect to the 
benefit under the plan. 
 
A benefit that was not actually in existence on or 
before February 10,1984, is not eligible for 
general transition relief. 
 
Q - 24: What rules apply in determining whether 
an employer has incurred "substantial 
implementation costs" with respect to a 
particular plan? 
 
A -24: A cafeteria plan that was not actually in 
existence on or before February 10, 1984, will 
be treated as in existence on or before such day 
only if the employer incurred "substantial 
implementation costs" with respect to that 
particular plan. An employer will be treated as 

having incurred "substantial implementation 
costs" with respect to a particular plan only if, 
before February 10, 1984, it incurred either more 
than $15,000 of implementation costs for that 
plan or more than one-half of the total costs of 
implementing that plan. 
 
In determining when an implementation cost has 
been incurred, the time of the performance of the 
services or production of the product giving rise 
to the cost, rather than the formal billing or 
payment of the cost, shall control. Thus, if 
before February 10, 1984, an employer has paid 
for services or a product that have not been 
performed or produced before such day, such 
cost will not be treated as having been incurred 
on such day. 
 
Only the costs of designing and installing 
computer programs and manual accounting 
systems for the operation of the plan and the 
costs of printing brochures, descriptions, and 
election forms for the plan are eligible for 
treatment as substantial implementation costs. 
Other cost items (e.g., amounts expended for 
fees or salaries for feasibility and legal opinions 
and the plan) are not implementation costs for 
these purposes. 
 
In order for costs to be treated as implementation 
costs with respect to a particular cafeteria plan, 
the costs must be specifically allocable to such 
plan. As a result before February 10, 1984, an 
employer must have intended to establish the 
particular plan, and the costs in question must be 
directly related to that plan. An employer's intent 
to establish a cafeteria plan will be evidenced 
only if the design specifications for the plan have 
been developed and agreed upon by February 
10,1984. In addition, costs will not be 
specifically allocable to a plan if the costs would 
have been incurred by the employer without 
regard to whether the plan in question was 
established. For example, the cost of designing 
and installing a computer program will be treated 
as an implementation cost with respect to a 
particular plan only if such program was 
specifically designed and installed for that plan 
as evidenced by plan design specifications 
developed by February 10, 1984. However, an 
employer that incurred implementation cost with 
respect to a particular cafeteria plan may not 
treat such costs as implementation costs with 
respect to another plan that had not actually been 
designed when such costs were incurred. 
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However, if an employer incurred costs with 
respect to two cafeteria plans, both of which had 
been specifically designed and agreed upon (but 
not installed) as of the time such costs were 
incurred, and these costs are not specifically 
allocable between the plans, the costs are to be 
allocated on the basis of the number of 
participants in the two plans. For example, by 
February 10, 1984, an employer incurred 
$10,000 for the design of computer programs for 
the administration of two cafeteria plans -- Plan 
A and Plan B -- each of which had been 
specifically designed as of such day. Because 
Plan A will cover 25 percent of the employers 
workforce and Plan B will cover 75 percent of 
the workforce, $2500 of the $10,000 is allocable 
to Plan A and $7500 is allocable to Plan B. 
 
Q - 25: What relief is provided under the general 
transition rule? 
 
A - 25: In the case of a cafeteria plan or a benefit 
in a cafeteria plan that qualifies for general 
transition relief, the general effective dates in Q 
& A - 21 do not apply with respect to the rules 
specified in Q & A - 27. In lieu of the otherwise 
applicable general effective date, the effective 
date with respect to the application of a 
particular rule to a cafeteria plan or a benefit in a 
cafeteria plan under the general transition rule is 
the earliest of the following dates: 
 
(i) January 1, 1985, 
 
(ii) the effective date, after February 10, 
1984, of a modification to the particular plan or 
benefit in question to provide an additional 
benefit, 
(iii) the effective date of the termination or 
elimination of the particular plan or benefit in 
question, and 
 
(iv) the effective date, after February 10, 1984, 
of a modification to the particular plan or benefit 
in question that causes such plan or benefit no 
longer to fail to satisfy the particular rule in 
question ("conforming modification"). 
 
Modifications to Provide Additional Beneflts.--
The addition of a new benefit to a cafeteria plan 
will not be treated as a modification to provide 
an additional benefit if, as of February 10, 1984, 
it was the employer's intention, as evidenced in 
writing and communicated to employees, that the 

benefit become effective under the plan as of the 
particular date of addition. For example, if by 
February 10, 1984, an employer had announced 
to employees, in writing, that a new medical 
benefit would become available to participants 
on November 1, 1983, the addition of the 
medical benefit on such day will not be treated 
as a modification to provide additional benefits. 
However, if the new medical benefit was not 
actually in existence on February 10, 1984, 
general transition relief would not be available 
with respect to the new benefit. 
 
If, after February 10, 1984, an employer 
modifies a flexible spending arrangement under 
a cafeteria plan to provide employees with 
additional rights, such modification would be a 
modification would be a modification to such 
benefit to provide additional benefits. Examples 
of additional rights are the right to make 
additional contributions, make mote frequent 
changes in the amount of their contributions, 
receive reimbursements for expenses for which 
reimbursements previously had not been 
available, receive taxable cash under the 
arrangement more frequently than had been 
permitted, and receive new or different treahuent 
of amounts that were available but unused for 
expense reimbursements (e.g., a cash-out in lieu 
of or in addition to a carryover). Similarly, if 
either contributions or reimbursements (or both) 
with respect to a benefit provided through a 
flexible spending arrangement were suspended, 
reactivating contributions or reimbursements 
(even under the same terms that applied 
immediately before the suspension) will be 
treated as a modification to provide additional 
benefits. 
 
A modification that permits a plan or benefit to 
conform to the general and special transition 
rules will not be treated as a modification to 
provide additional benefits. For example, an 
extension, from December 15, 1984, until 
January 15, 1985, of the cut off date by which 
expense reimbursement claims must b submitted 
under a flexible spending arrangement for 
expenses incurred during the period ending on 
December 31, 1984, will not be a modification to 
provide an additional benefit. Similarly, an 
alteration to a flexible spending arrangement so 
that a period of coverage scheduled to end of 
February 28, 1985, will end on December 31, 
1984 and a new period will run from January 1, 
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1985 through June 30, 1985, will not be a 
modification to provide additional benefit. 
 
A modification ,after February 10, 1984, to a 
plan or benefit that causes the plan or benefit to 
fail one or more of the rules in the regulations 
generally will be treated as the provision of an 
additional benefit. For example, if a medical 
benefit, which satisfies the applicable rules in 
sections 105 and 106 and in these regulations, is 
converted, on May 15, 1984, into a flexible 
spending arrangement, such conversion will be a 
modification to provide additional benefit. 
 
A modification, after February 10, 1984, to 
permit participation by employees who would 
not otherwise have become eligible to participate 
in the plan will be treated as a modification to 
provide additional benefit. However, the 
addition of individual who first become eligible 
to participate in a cafeteria plan under the 
eligibility and participation rules in effect of 
February 10, 1984, will not be treated as a 
modification to provide an additional benefit. 
 
Terminations.-- A benefit will be treated as 
terminated if the plan is amended to eliminate 
the benefit and the amendment has taken effect. 
The rules delineated in Q & A -27 will become 
effective with respect to the benefit that has been 
terminated on the effective date of the 
termination. However, a benefit provided 
through a flexible spending arrangement will be 
treated as suspended, rather than terminated, if 
 
(i) the employer communicated to employees 
that either contributions or reimbursements (or 
both) with respect to the arrangement were being 
suspended, but might be permitted in the future, 
and 
 
(ii) amounts under the arrangement were not 
made available to employees during the period 
of suspension for reasons other than the 
reimbursement of covered expenses, unless such 
amounts were otherwise available under the 
terms of the arrangement in effect immediately 
before the suspension. 
 
Conforming Modifications.-- A modification (by 
amendment or otherwise) that becomes effective 
after February 10, 1984, and causes a cafeteria 
plan or a benefit (including a benefit provided 
through a flexible spending arrangement) no 
longer to fail to satisfy one or more of the rulesin 

Q&A-lthroughQ&A-2Owillbe treated as a 
"conforming modification" that cuts off general 
transition relief for the particular rule or rules in 
question; such rule or rules will become effective 
with respect to the particular plan or benefit on 
the effective date of the conforming 
modification. However, notwithstanding that a 
conforming modification has been made with 
respect to one or more of the rules in Q & A -1 
through Q & A - 20, general transition relief 
remains available to that particular plan or 
benefit with respect to the rule or rules which 
have not been so modified. Conforming 
modifications include both amendments that 
bring a plan or benefit into conformity 
withoneormoreoftherulesin Q&A-lthroughQ& A 
- 20, and suspensions of contributions or 
reimbursements (or both) with respect to benefits 
provided through flexible spending 
arrangements. But see Q & A -26 for certain 
additional relief that is provided to plans or 
benefits with respect to which a conforming 
modifications have been made. 
 
Q - 26: What additional relief is available to 
cafeteria plans or benefits with respect to which 
conforming modification have been made? 
A - 26: In the case of a plan or benefit that has 
been modified, after February 10, 1984, so that it 
no longer fails to satisfy one or more of the rules 
in the proposed regulations, general transition 
relief with respect to the rule or rules in question 
is available only until the effective date of such 
conforming modification but not thereafter ( 
although general transition relief remains 
available with respect to the rule or rules not so 
modified). However, pursuant to the authority 
contained in section 7805 (b) of the Internal 
Revenue Code, the particular rule or rules in 
question, if delineated in Q & A - 27, shall not 
become effective with respect to such plan or 
benefit until January 1, 1985. 
 
Such a plan or benefit may therefore be further 
modified and continue in operation through 
December 31, 1984, but only under the same 
terms that applied immediately before the 
conforming modification. For example, assume 
that, effective April 1, 1984, a flexible spending 
arrangement was modified by plan amendment 
to provide that amounts available for medical 
reimbursement would no longer be available to 
the employee without regard to whether the 
employee incurred medical care during the 
period of coverage. Assuming that such 
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amendment is a conforming modification, the 
flexible spending arrangement may be further 
modified to continue in operation through 
December 31, 1984, under the same terms that 
applied immediately before the conforming 
modification. 
Because such a modified plan or benefit does not 
qualify for general transition relief and is 
permitted to operate through December 31, 
1984, only through a grant of section 7805(b) 
relief, special transition relief as set forth in Q & 
A -28 is not available to such plan or benefit. 
 
Q-27: Which of the rules inQ&A-l through Q&A 
-20 are subject to the general transition rule? 
 
A - 27: Relief under the general transition rule is 
provided with respect to both the cafeteria plan 
rules and with respect to the rules governing the 
taxability of benefits. 
 
Cafeteria Plan Rules.-- The following cafeteria 
plan rules are subject to general transition relief: 
 
(i) the rules requiring that specific information 
be included in the written cafeteria plan 
document (Q & A -3); 
 
(ii) the rules governing the active 
participation of a participant's spouse in a 
cafeteria plan  
 
(iii) the rules governing the information that 
must be included in the written plan document 
with respect to salary reduction (Q & A - 6) (but 
availability of salary reduction must have 
nevertheless been fully described in written form 
and communicated to employees in such form); 
 
(iv) the rules precluding a plan from operating in 
a manner that enables participants to defer the 
receipt of compensation, such as by permitting 
the carryover of unused benefits from one plan 
year to another plan year (Q & A - 7); 
 
(v) the rules limiting the revocability of 
benefit elections (Q & A - 8); and 
 
(vi) as described in the following paragraphs, the 
rules governing the scope of the section 125 
exception to the generally applicable 
constructive receipt rules (Q & A - 9, 14, and 
15). 
 

Generally, the general transition rule does not 
alter the scope of the section 125 exception to 
the general constructive receipt rules. Thus, an 
employee will be taxable on taxable benefits, 
salary or other compensation that he has actually 
received or that has become currently available 
(as described in Q & A - 14 and without regard 
to these general transition rules), even though the 
employee currently or subsequently elects not to 
receive and actually does not receive such 
taxable benefits. For example, an employee in a 
flexible spending arrangement under which 
otherwise taxable compensation actually 
received is recharacterized as a nontaxable 
expense reunbursement will be taxable on such 
recharacterized amount. However, for purposes 
of general transition relief, the section 125 
exception will provide that 
 
(i) an employee will not be treated as 
having constructively received a taxable benefit 
(including cash) under a cafeteria plan merely 
because the employee may revoke an election of 
a particular benefit with respect to a future 
period and instead receive the taxable benefit for 
such period, and 
 
(ii) an employee will not be treated as 
having constructively received amounts that 
have been set aside subject to a fixed distribution 
or withdrawal right under an arrangement. 
 
The cafeteria plan rules not delineated in the 
preceding paragraphs are effective with respect 
to a plan or benefit as determined under the 
general effective dates rule in Q & A -21. 
Notwithstanding the application of the effective 
dates under the general transition rule, a plan 
may permit an employee to carry over unused 
amounts from a period of coverage or a plan 
year ending December 31, 1984, to a period of 
coverage or plan year beginning on January 1, 
1985, without failing the rule precluding a 
cafeteria plan from operating in a manner to 
permit participants to defer the receipt of 
compensation. 
 
Rules Governing the Taxability of Benefits.-- 
The following rules governing the taxability of a 
benefit are subject to the general transition relief: 
 
(i) in order to qualify for the section 
105(b) exclusion from gross income, medical 
expense reimbursement must be provided under 
a medical benefit that exhibits the risk-shifting 
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and risk-distribution characteristics of insurance 
(Q & A - 17); 
 
(ii) in order to qualify for the section 
105(b), 120, or 129 exclusion from gross 
income, the medical, dependent care, or legal 
expense reimbursements must be provided under 
a benefit with respect to which the participant is 
not entitled to receive, in the form of cash or 
some other benefit, the amounts available for 
reimbursement irrespective of whether the 
participant incurs covered expensed during the 
period of coverage (Q&A-l7andl8); 
 
(ill) in order to qualify for the section 105(b), 
120, or 129 exclusion from gross income, the 
medical, dependent care, or legal expense 
reimbursements must be for medical care, 
dependent care, or legal care incurred during the 
period for which the participant is actually 
covered by the benefit (Q & A -17 and 18); 
 
(iv) medical care, dependent care, and legal care 
are treated as having been incurred when the 
participant is provided with the care that gives 
rise to the covered expenses, rather than when 
the participant is formally billed, charged for, or 
pays for the care (Q &A-l7andl8);and 
 
(v) in order for medical, dependent care, or 
legal expense reimbursements to qualify for the 
section 105(b), 120, or 129 exclusion from gross 
income, the cafeteria plan does not operate in a 
manner that enables participants to purchase 
coverage under the benefit only for periods 
during which the participants expect to incur 
covered expenses (Q & A - 17 and 18). 
 
Notwithstanding the application of the effective 
dates under the general transition rule, a plan 
may permit an employee to carry over or receive, 
after December 31, 1984, a cash-out of amounts 
available but unused under a flexible spending 
arrangement as of December 31, 1984. Similarly, 
expense reimbursements under a flexible 
spending arrangement may be made after 
December 31, 1984, if such reimbursements 
relate to expenses incurred and contributions 
made on or before December 31, 1984. Finally, a 
plan will not be treated as operating to permit 
participants to elect coverage only for periods in 
which the participants expect to incur covered 
expenses merely because the period of coverage 
with respect to a flexible spending arrangement 
is terminated on December 31, 1984. 

 
Q - 28: What relief is provided under the special 
transition rule? 
 
A - 28: Except as provided below, for purposes 
of the application of the rules set forth in the 
following paragraph to a benefit in a cafeteria 
plan (including a benefit that is provided through 
a flexible spending arrangement) that qualifies 
for the general transition rule through December 
31 1984, the otherwise applicable effective dates 
under the general transition rule, set forth in Q & 
A -25, will be applied by substituting July 
1,1985, in lieu of January 1, 1985. 
 
The special transition rule applies with respect to 
the following rules: 
 
(i) in order to qualify for a section 105(b) 
exclusion from gross income, medical expense 
reimbursements must be provided under a 
medical benefit that exhibits the risk-shifting and 
risk-distribution characteristics of insurance (Q 
& A - 17), and 
 
(ii) in order to qualify for the section 105(b), 
120, and 129 exclusions from gross income, the 
medical, dependent care, or legal expense 
reimbursements must be provided under a 
benefit with respect to which a participant is not 
entitled to receive, in the form of cash or some 
other benefit, amounts available for 
reimbursement without regard to whether the 
participant incurs covered expenses during the 
period of coverage (Q & A - 18). 
 
For purposes of the special transition rule, a 
period of coverage from January 1, 1985 through 
June 30, 1985, will satisfy these rules, in Q & A 
-17 and Q & A - 18, precluding a cafeteria plan 
from operating to permit participants to purchase 
coverage only for periods during which the 
participants expect to incur covered expenses. 
Notwithstanding the forgoing paragraphs, the 
otherwise applicable effective date set forth in Q 
& A -25 will not be modified by substituting 
July 1, 1985, in lieu of January 1, 1985, unless 
the particular benefit in question satisfies the 
following conditions: 
 
(i) the amount or specific rate of employer 
contributions (including salary reduction cont- 
ributions) to be made with respect to the benefit 
is fixed prior to January 1, 1985 (or, if later, 
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prior to the date on which the individual first 
becomes eligible to 
participate under the benefit); 
 
(ii) the employer contributions are 
deposited in or credited to an account (including 
an entry on the employer's books) established on 
behalf of the participant by the employer before 
being made available for expense 
reimbursement; 
 
(iii) neither the participant not the employer have 
the right to increase or decrease contributions to 
the account during the period between January 1, 
1985 (or, if later, the date on which the 
individual first becomes eligible to participate 
under the benefit), and July 1, 1985 (but 
contributions may be terminated during this 
period on account of the participant's separation 
from the service of the employer, and 
contributions may be terminated or increased or 
decreased on account of and consistent with 
certain changes in family status, as set forth in Q 
& A -8, or with a change in employment status 
from full-time to part-time or from part-time to 
full-time); and 
 
(iv) distributions are not available with respect to 
contributions made after December 31, 1984, for 
reasons other than the reimbursement of covered 
expenses before the earlier of July 1, 1985, or 
the participant's separation from the service of 
the company. 
 
Amounts available but unused, as of June 31, 
1985, for reimbursement under a benefit in a 
cafeteria plan qualifying for special transition 
relief may be 
 
(i) used to reimburse covered expenses incurred 
before July 1, 1985, 
 
(ii) distributed in cash to participants, 
 
(iii) used to provide the participants with any 
other taxable or nontaxable benefits (e.g., 
contribution to a qualified profit-sharing plan), 
or 
(iv) made available for the reimbursement of 
covered expenses incurred after June 30, 1985. 
 
If amounts unused as of June 30, 1985, remain 
available for the reimbursement of expenses 
incurred before July 1, 1985, and are not made 
available for the reimbursement of covered 

expenses incurred after June 30, 1985, the post-
June reimbursements of pre-July expenses will 
not fail to qualify the section 105(b), 120, or 129 
exclusion from gross income merely because any 
amounts unused for such pre-July expenses are 
provided in the form of cash or other benefit, to 
participants before December 31, 1985. If, 
however, amounts unused as of June 30, 1985 
are made available for the reimbursement of 
expenses incurred before July 1, 1985 are made 
available for the reimbursement of covered 
expenses incurred after June 30, 1985, the rules 
in Q & A - 17 and 18 must be satisfied with 
respect to such amounts. 
 
Q - 29: What relief is available for cafeteria 
plans or benefits that were eligible for transition 
relief under the regulations proposed May 7, 
1984, but are not eligible for general transition 
relief as set forth in Q & A - 25? 
 
A - 29: Q & A - 25 provides general transition 
relief only to those plans or benefits in existence 
on or before February 10, 1984. The proposed 
regulations originally provided transition relief 
for those plans or benefits in existence on or 
before May 7, 1984. Thus, plans or benefits 
which were not in existence on or before 
February 10, 1984, but were in existence on or 
before may 7, 1984, would have been eligible for 
transition relief under the regulations as 
originally proposed but are not eligible for 
general transition relief under Q & A - 25. With 
respect to such plans and benefits, the following 
relief is provided: 
 
Caftteria Plan Rules.-- A cafeteria plan that 
failed to satisfy one or more of the following 
rules for plan years beginning on or before May 
7, 1984 will not be deemed thereby to have 
failed to satisfy section 125 for such plan years 
if, by September 4, 1984, the plan was amended 
to operate in accordance with these rules: 
 
(i) the rules requiring certain information to be 
included in the cafeteria plan document (Q & A - 
3), 
 
(ii) the rules governing the active 
participation of a participant's spouse in a 
cafeteria plan 
(Q & A - 4), 
 
(iii) only in cases of a plan under which 
participants were permitted neither to carry over 
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unused benefits that had been carried over to a 
sub- sequent plan year, the rules prohibiting the 
carryover of any unused contribution or benefit 
from one plan year to a subsequent plan year (Q 
& A - 7), and 
(iv) the rules limiting the revocability of benefit 
elections (Q & A - 18). 
 
A cafeteria plan may treat the portion of its 
current plan year remaining after September 4, 
1984 as a new period of coverage for purposed 
of satisfying the rules governing elections (Q & 
A - 8). Also, a benefit offering participants the 
opportunity to make elective contributions under 
a qualified cash or deferred arrangement may be 
included in a cafeteria plan only in plan years 
beginning after December 31, 1980. 
 
Rules Governing the Taxability of Benefits.-- If 
the coverage under an accident or health plan, 
dependent care assistance program, or qualified 
group legal services plan was offered as a benefit 
under a cafeteria plan and such benefit failed to 
satisfy, on or before May 7, 1984, the rule 
prohibiting a plan from operating to enable a 
participant to elect coverage under an accident or 
health plan, a dependent care assistance 
program, or a qualified group legal services plan 
only for periods during which the participants 
expects to receive medical care, dependent care 
or legal services (Q & A - 17 and 18), such 
benefit will not be deemed solely on account of 
such failure to have failed to satisfy the statutory 
rules providing for the income exclusion of such 
coverage or of any benefits provided thereunder, 
if, by September 4, 1984, the cafeteria plan was 
amended to operate in accordance with such 
election of coverage rule. A cafeteria plan may 
treat the portion of its current plan year 
remaining after September 4, 1984 as a new 
period of coverage and as an initial plan year for 
purposes of satisfying the rule prohibiting a plan 
from operating to enable participants to elect 
coverage under an accident or health plan, 
dependent care assistance program, or qualified 
group legal services plan only for periods during 
which they expect to receive medical care, 
dependent care, or legal services (Q & A - 17 
and 18). 
 
In addition, if the conditions set forth below are 
satisfied, employer contributions (including 
elective and nonelective contributions) made 
before June 1, 1984, under an arrangement 
described in the next sentence which is part of a 

cafeteria plan, will not be treated as having been 
made to an accident or health plan, dependent 
care assistance program, or qualified group legal 
services plan that fails to satisfy rules contained 
in the second and third paragraph of Q & A -17 
and the first paragraph of Q & A - 18, merely 
because, for the period beginning with the plan 
year and ending no later than December 31, 
1984, a participant was entitled to receive, in the 
form of cash or any other taxable or nontaxable 
benefit, amounts available for reimbursement 
under the arrangement without regard to whether 
covered expenses are incurred. An arrangement 
is described in this sentence only if, under the 
arrangement, 
 
(i) An account was actually established on 
behalf of the participant by the employer, by an 
entry on the employer's books or in similar 
fashion, prior to the beginning of the plan year 
(or prior to the date on which an individual first 
becomes eligible to participate under the 
arrangement in the case of an individual who 
first becomes eligible to participate, on account 
of years of employment, during the plan year); 
 
(ii) The amount (or specific rate) of 
contributions to the account under the 
arrangement wax fixed prior to the beginning of 
the year; 
 
(iii) Neither the participant not the employer 
possessed the right to increase or decrease 
contributions to the account during the plan year 
(but a plan may provide that contributions could 
be terminated during the year on account of the 
participant's 
(a) separation from service or 
 
(b) cessation of participation under the 
arrangement for the remainder of the plan year); 
 
(iv) Contributions were actually deposited in or 
credited to the account before being made 
available for reimbursement; and 
 
(v) Distributions were not available for reasons 
other than reimbursement of covered expenses 
until the end of the plan year or until December 
31, 1984, whichever is earlier (but a plan may 
provide that a single distribution of the 
unreimbursed balance may be made on account 
of the participant's 
(a) separation from service or 
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(b) cessation of participation under the 
arrangement for the remainder of the plan year). 
 
A cafeteria plan may operate on a plan year other 
than the calendar year for purposes of this 
transitional rule, so long as the terms of the plan 
permit contributions to a plan to be fixed only 
once during, and a distribution of the 
unreimbursed amount to be received only once 
for the period beginning with plan year and 
ending no later than December 31, 1984, 
provided that contributions may be fixed for a 
short plan year of the plan's first period of 
operation. This transitional rule does not affect 
or alter the requirement of Q & A - 17 and 18 
that expenses that are reimbursed under an 
arrangement must have been incurred during the 
period for which the participant actually is 
covered by the arrangement. 
 
Q - 30: Are there additional rules for cafeteria 
plans? 
 
A - 30: Yes. Additional rules for cafeteria plans 
are 
contained in § 1.125-2 and take effect as set 
forth in Q & 
A - 1 of § 1.125-2. To the extent that § 1.125-2 
and this § 
1.125-1 are inconsistent, § 1.125-2 supersedes 
this § 
1.125-1. [Reg. § 1.125-1.] 
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