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On September 3, 2010, the Internal 

Revenue Service issued guidance on 

drugs and medical expenses that are 

eligible for reimbursement under em-

ployer-sponsored health plans, health 

flexible spending arrangements 

(Health FSAs), and health reimburse-

ment arrangements (HRAs), as well as 

health savings accounts (HSAs) and 

Archer medical savings accounts 

(Archer MSAs).  IRS Notice 2010-59.  

 

Generally, an employee who partici-

pates in an employer-sponsored group 

health plan may exclude from income 

both the value of coverage under the 

plan and amounts paid as reimburse-

ments for medical care, including 

medical expenses. Distributions for 

qualified medical expenses from HSAs 

and Archer MSAs are similarly tax-

free to the participant.  

 

The cost of over-the-counter (OTC) 

medicines and drugs are medical ex-

penses that are eligible for reimburse-

ment. However, the Patient Protection 

and Affordable Care Act (“PPACA”), 

has amended the definition of 

“medical expenses” to restrict the re-

imbursement and distribution of 

funds used to purchase OTC medi-

cine.  The IRS Notice provides guid-

ance on the application of the PPACA 

reforms.  

 

The rule set forth in the IRS Notice 

generally applies to expenses incurred 

after December 31, 2010. The effective 

date applies without regard to the fis-

cal year of the employer’s plan and 

without regard to any applicable grace 

period for a Health FSA. The effective 

date also applies to tax-free distribu-

tions for “qualified medical expenses” 

from an HSA or Archer MSA.  

 

Reimbursement Restrictions 

PPACA provides that expenses in-

curred for medicines and drugs may 

be treated as a reimbursement for 

medical expenses only if the medicine 

or drug is: (i) a prescribed drug 

(determined without regard to 

whether such drug is available with-

out a prescription), or (ii) insulin. 

Thus, medicines and drugs may be 

paid or reimbursed by an employer 

health plan, including a health FSA or 

HRA, only if the medicine or drug: 

Requires a prescription; 

Is an OTC medicine or drug and 

the individual obtains a prescrip-

tion; or 

Is insulin. 
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Expenses incurred for OTC medicines 

and drugs purchased without a pre-

scription before January 1, 2011, may be 

reimbursed tax-free at any time, pursu-

ant to the terms of the employer’s plan.  

Similar restrictions will apply to HSAs 

and Archer MSAs. If amounts are dis-

tributed from an HSA or Archer MSA 

for any medicine or drug that does not 

satisfy this requirement, the distributed 

amounts will be includable in the par-

ticipant’s gross income and will be sub-

ject to a 20% additional tax.  

 

A prescription means “a written or elec-

tronic order for a medicine or drug that 

meets the legal requirements of a pre-

scription in the state in which the medi-

cal expense is incurred and that is is-

sued by an individual who is legally 

authorized to issue a prescription in 

that state.”  

 

Comment: In order to avoid administra-

tive headache, employer-sponsors 

might consider eliminating reimburse-

ment for all, or certain, OTC medicine 

and drugs, even where the participant 

has a prescription.  

 

Reimbursement of Items Other Than 

Medicine or Drugs  

The IRS Notice is inapplicable to reim-

bursements and distributions for items 

that are not medicines or drugs, includ-

ing equipment, supplies, and diagnostic 

devices. These items will continue to 

qualify if they otherwise meet the defi-

nition of medical care, which includes 

expenses for the diagnosis, cure, mitiga-

tion, treatment, or prevention of dis-

ease, or for the purpose of affecting any 

structure or function of the body.  

 

Effect on Health FSA and HRA Debit 

Cards  

The current rules permit the use of debit 

cards for expenses under health FSAs 

and HRAs, subject to certain restric-

tions. However, the IRS believes that 

current debit card systems are not capa-

ble of substantiating compliance with 

the new rules for OTC medicines or 

drugs, because the systems are incapa-

ble of recognizing and substantiating 

that the medicines and drugs are pre-

scribed. Therefore, except as provided 

below, for expenses incurred on and 

after January 1, 2011, health FSA and 

HRA debit cards may not be used to 

purchase OTC medicines and drugs.  

 

The IRS will not challenge the use of 

health FSA and HRA debit cards for ex-

penses incurred through January 15, 

2011, if the use of the debit cards com-

plies with the current rules for their use.  

Debit cards may continue to be used for 

medical expenses other than OTC medi-

cines or drugs. By contrast, OTC medi-

cine and drug purchases made on or 

after January 16, 2011, must be substan-

tiated before reimbursement may be 

made. Substantiation is accomplished 

by submitting:  

The prescription (or a copy of the 

prescription or other documentation 

that a prescription has been issued), 

and 

Other information from an inde-

pendent third party that satisfies the 

requirements under the proposed 

cafeteria plan regulations. 

Thus, for example, a customer receipt 

issued by a pharmacy which identifies 

the name of the purchaser (or the name 

of the patient) and the date and amount 
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of the purchase and a prescription num-

ber will satisfy the substantiation re-

quirement. 

 

Transition Rule for Cafeteria Plan 

Amendments  

Cafeteria plans may need to be 

amended to conform to the new OTC 

medicine and drug requirements. Gen-

erally, cafeteria plan amendments may 

be effective only prospectively; how-

ever, the IRS Notice provides that an 

amendment to conform a cafeteria plan 

to the requirements set forth in the No-

tice may be made effective retroactively 

for expenses incurred after December 

31, 2010, (or after January 15, 2011, for 

health FSA and HRA debit card pur-

chases), provided the amendment is 

adopted no later than June 30, 2011.  

 

Comment.  Concurrent with the IRS No-

tice, the IRS issued Revenue Ruling 2010-

23 which obsoletes previous guidance 

on employer reimbursements of 

amounts paid by an employee to pur-

chase OTC medicines or drugs. 
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DISCLAIMER 

The information contained herein is 

provided by Brucker & Morra, APC 

as general information to clients and 

friends. It should not be construed 

as, and does not constitute, legal 

advice on any specific matter, nor 

does this message create an attor-

ney-client relationship. These materi-

als may be considered ATTORNEY 

ADVERTISING in some states. 
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