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HOW DOES A CAFETERIA PLAN WORK? 
 
Federal law (Section 125 of the Internal Revenue Code) permits you to pay designated expenses on a pre-tax 
basis.  A Cafeteria/Section 125 Plan is designed to help you take advantage of this legislation.  Section 125 Plans 
can increase your spendable income.  You now can use pre-tax dollars to pay many of the benefit costs that you 
have paid with after-tax dollars.  Therefore, you reduce the amount of income taxes that you pay.  Employees can 
save on federal, FICA and in certain areas, state and local taxes.  More importantly, reduced taxes mean more 
spendable income.  At the beginning of each plan year, you simply select from the available coverage’s and 
determine how much you want to pay toward each one.  Those amounts are pro-rated over the years’ time and 
then deducted each pay period.  Once you incur an expense, notify our FSA Claim Administrator-ADP Benefit 
Services by filing a claim form and receipt.  You are then reimbursed for your expenses as they incur throughout 
the year.  You may also go to your online FSA account at https://myspendingaccount.adp.com and view your 
account anytime 24 hours a day. By examining past medical and dependent care expenses and by forecasting 
those expenses expected in the next year, you determine how many pre-tax dollars you want allocated from your 
pay during the coming year.   
    
Your cafeteria plan consists of three parts: a Premium Conversion Plan for group employer premiums, a Health 
(FSA) Flexible Spending Account for un-reimbursed medical expenses, and a Dependent Care (FSA) Flexible 
Spending Account for daycare/babysitting expenses. 
 
Part 1: The Premium Conversion Plan 
 
The Premium Conversion Plan covers the premium payments you must pay for group medical, dental, and other 
coverage’s offered by your employer.  Should you elect to have your premiums paid pre-tax on your enrollment 
form, your employer will automatically deduct your portion of the premium from your paycheck on a pre-tax basis.  
You do not have to file a claim form for the premium reimbursement portion because your employer will 
automatically pay your premium payments to the insurance company each month. 
 
Premiums paid by your spouse and/or dependent for medical coverage with their own employers are not eligible 
expenses, and you cannot submit those expenses to your company’s Premium Conversion Plan.  Please refer to 
the paragraph below for insurance that you can submit outside your company’s group insurance. 
 
Part 2:  Health Care FSA  
 
The Health Care FSA covers deductibles, co-payments, transportation for medical purposes, prescription drugs, 
some over the counter products and other non-covered medical, dental, and vision expenses. You may contribute 
up to a maximum of $2,600 per Calendar Year to your Health Care FSA.   The full amount of the Health Care 
elections must be available to you at any time during the FSA plan year, regardless of the amount you have 
contributed as of the claim date.  You do not have to be covered by your employer’s medical insurance plan to 
participate in the Health Care FSA.  Upon termination, you can elect to remain as a participant in the FSA for the 
remainder of the plan year providing you continue to make your monthly contribution to the plan (with after-tax 
dollars).    You cannot claim both the Health Care FSA and a year-end tax deduction for medical expenses.  
However, the year-end tax deduction is only for those medical expenses not covered by your health insurance 
that exceed 10% of your adjusted gross income.    There was a 7.5% temporary exemption for individuals age 65 
and older and their spouses but that exemption ended 12/31/2016.   
 
Part 3:  Dependent Care FSA                                                      

              
The Dependent Care FSA covers care for children under the age of 13, as well as care for the elderly, disabled, 
or handicapped.  Your plan year election for the Dependent Care FSA, by law, cannot exceed $5,000 of eligible 
expenses per plan year.  You determine how much of your pre-tax earnings will go into the plan,  (married/joint 
tax-return employees can deposit up to $5,000 in the Dependent Care FSA; this ceiling drops to $2,500 if the 
participant is married and filing separate returns).  If you are using the Child Care Credit on your individual tax 
return, the total amount you claim for the Child Care Credit and the Dependent Care  FSA cannot exceed $6,000.  
If your dependent care account has insufficient funds to cover a dependent claim, the system will pay up to the 
current account balance and hold the remainder of the claim for payment at the next deposit.  These dollars are 
put into an account and as you incur expenses you file claims to reimburse yourself from this account.  You may 
not be reimbursed from the Dependent Care FSA until the funds have been deducted from your paycheck.  You 

https://myspendingaccount.adp.com/
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may choose either to participate in the Dependent Care FSA OR to take a year-end annual tax deduction.  The 
best option for you depends on your gross family income and your dependent care expenses.  You may 
contribute up to $5,000 per calendar year to the Dependent Care FSA.   Enclosed please a worksheet which will 
help you in comparing the Flexible Dependent Care  FSA to the IRS year-end tax credit. 
 
CHANGE IN STATUS ELECTION CHANGES DURING THE PLAN YEAR 
 
You must make your benefits election prior to the beginning of the Plan Year.  Generally, you cannot change your 
election during the Plan Year or alter the benefits you have selected.  However, some situations may affect the 
coverage of you, your spouse, or a dependent, (for purposes of the Plan, your “spouse” is the person to whom 
you are legally married, and a “dependent” is someone you can claim as a dependent on your federal tax return; if 
you are divorced, “dependent” also includes a child for whom you have support obligations).   
 
If a change in status occurs, the Administrator will allow you to make a prospective election change if your change 
is consistent with the situation, (examples of the consistency rule are included below).   Within 30 days after the 
situation develops, you should give your new benefits election to the Administrator.  If  you do not know 
what the change will be, you should notify the Administrator that you will need to make a change and 
then give your election change to the Administrator as soon as you have complete information.   The 
longer the period between the situation and the election change, the less likely the Administrator will be able to 
conclude that the change is consistent with the situation. 
 
However, under no circumstances, can you change your Health Care FSA during the plan year even if you 
have a life changing event.  You may only change your Health Care FSA each year at the annual 
enrollment period year beginning January 1

st
.   

 
Situations that would permit you to change your election include the following: 

 

 Your marital status changes, due to a marriage, divorce, annulment, or legal separation. 

 You have a child or adopt one, or you place one of your children up for adoption. 

 Your spouse or a dependent dies. 

 You, your spouse, or a dependent changes the place where they live. 

 Your spouse or a dependent commences or terminates employment or experiences some other change 
in employment status. 

 You, your spouse, and/or a dependent changes employment from full-time to part-time or part-time to full-
time, or some other employment change occurs that affects the benefit eligibility of you, your spouse, or a 
dependent under your Employer’s plans or the plans of the employer of your spouse or dependent. 

 You, your spouse, or a dependent takes or finishes an unpaid leave of absence from employment. 

 You, your spouse, or a dependent becomes entitled to Medicare or Medicaid or loses eligibility for such 
coverage. 

 Your employment with your Employer is terminated for any reason. 

 Other changes in status that permit an election change under federal law.  
 
Additional situations may allow you to change your benefit election regarding medical insurance benefits, 
including significant changes in the insurance cost or coverage.  Your Employer will notify you if any of these 
situations occurs.  In addition, your Employer will automatically adjust your medical insurance election to 
correspond to any increase or decrease in the insurance costs. 
 
If your spouse or dependent participates in benefit plans with their employer, and they make a benefit election for 
a new plan year, or they change their benefit election, you may change your benefit election in a consistent 
manner.    
The following situations specifically allow you to change your benefit election under the Dependent Care Plan in a 
manner that is consistent with the new situation: 

 A dependent day care provider who is not your relative increases or decreases the cost of the services 
you are receiving. 

 You change to a new dependent care provider.   

 Any election change must be consistent with the situation that permits the change.  The following 
examples show how this requirement is applied: 
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 If you get divorced, canceling medical insurance for your ex-spouse is a consistent change, but canceling 
it for yourself is not. 

 If your child dies, canceling medical insurance for your spouse or yourself is not a consistent change. 

 If you get married and become eligible for medical insurance coverage under a benefit plan offered by 
your spouse’s employer, you can cancel your medical insurance under this plan only if you actually take 
the new coverage under your spouse’s plan.  

 If you move to another residence that is outside the service area of your current medical insurance 
provider, a change to a new provider is consistent, but canceling your medical insurance coverage is not. 

 

 
 
USE IT OR LOSE IT 
 
When an eligible expense is incurred, you submit a claim and "pay yourself back."  If your dependent care 
account has insufficient funds to cover a dependent claim, the system will pay up to the current account balance 
and hold the remainder of the claim for payment at the next deposit.  In your Health Care FSA, you will be 
reimbursed in full for expenses that incur up to your annual election.  In the past, any money remaining in any of 
the FSA at the end of the plan year must be forfeited.   
 
GRACE PERIOD 
 
While the “use it or lose it” rule still applies, the IRS has extended the amount of time a participant has to incur 
medical, dependent and premium variable expenses by allowing a 2 ½ month grace period following the end of 
the plan year.  Qualified expenses incurred during the grace period may be reimbursed from contributions 
remaining unused at the end of the preceding plan year.  That means that each plan year, a participant has a total 
of 14 ½ months to incur expenses to claim against the amount the participant elected for that plan year.   
 
During the grace period, unused contributions cannot be cashed out or converted to any other form of benefit.  
Also, if a balance of unused contributions exists after the end of the grace period, benefits and/or contributions will 
be forfeited and may not be carried over to the next plan year.   
ADP FLEXDIRECT HEALTH CARE CARD 
 
The ADP FlexDirect Card - a secured credit card - enables you to pay for eligible services and/or purchases 
associated with your flexible spending accounts as governed by the IRS (Internal Revenue Service) in conjunction 
with Section 125 Plans and/or all federal and state laws relative to your flexible spending accounts.   All 
participants in the Health Care Plan automatically receive the Health Care Card once enrolled in the plan. 
 
Authorized vendors simply swipe the Card for eligible expenses, and the funds are deducted directly from your 
flex account.  You will have no more "double" out-of-pocket expenses or waiting for reimbursement checks.  
Vendors authorized to accept the card include, but are not limited to: 
 

Hospitals   Psychiatric Hospitals   Ambulance Service  
Pharmacies   Osteopathic Physicians   Home Health Care 
Physician Offices  Orthopedic & Prosthetic   In-Vitro & N-Vitro 
Dental Offices  Durable Medical Supply Locations Grocery Stores  
Chiropractors  Vision Service Locations  Day Care Facilities 

 
There are various safeguards to ensure that the card is used for eligible expenses only.  The card is not eligible 
for use at ATM machines or other unqualified merchant locations.  Your card will be denied at the point of sale if 
you use it at an ineligible location or for an amount above your remaining election. 
Using the Card is easy:   

 When you receive your card, simply sign the back of your card 

 Present it to any authorized vendor when purchasing goods and/or services as defined by your plan.  
Note: Please do not use your card for both eligible and ineligible expenses.  Ineligible expenses MUST be 
purchased separately. 

 Upon making your purchase, please use “Credit” not Debit.  Also, there is not a pin number associated 
with this card. 

 Save all receipts 
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 You can track your account balance and transaction history 24 hours a day by visiting 
https://myspendingaccount.adp.com.  If there are not sufficient funds in your account, the entire 
amount swiped for the transaction will be denied. 

 
Your claim is not electronically approved just because the transaction went through under the credit card system.  
This is a partial electronic approval.  ADP Benefit Plan Services, your claims administrator, will receive notice of a 
transaction, but must manually review each claim and sometimes will be requesting supporting documentation.  
Upon receipt of your transaction, you may receive notification via email/or regular mail from ADP Benefit Plan 
Services requesting substantiation or documentation.  Your transaction will be reviewed and you will receive 
confirmation if the claim was valid.  If ADP Benefit Plan Services receives the information and realizes that the 
claim is ineligible, they will notify you that your card will be inactivated and you must then refund the ineligible 
amount to ADP.       
 
Important – You must save the documentation for every card transaction.  If you do not provide ADP Benefit 
Plan Services with documentation for each request of purchase, your card will be de-activated and ADP Benefit 
Plan Services will notify employer of the amount of the ineligible expense(s) and request that it be reported on 
your W-2 as taxable income.    You will be able to use the maximum amount you elected for Medical/Health Care 
reimbursement for the year and will not have to pay interest on the amount advanced to you. 

 

https://myspendingaccount.adp.com/
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HEALTHCARE EXPENSE WORKSHEET 
 
Planning your FLEXIBLE SPENDING ACCOUNT is important.  Below are some of the eligible expenses to consider.  Use 
this worksheet to estimate your out-of-pocket expenses in the various categories.  This worksheet is yours to keep for 
future reference.  This worksheet is for expenses not covered by your insurance program.  A full list of eligible 
expenses can be obtained by referring to your Personnel Guide or IRS Publication 502.  You can view IRS Publication 
502 on the IRS website at www.irs.gov 
 
 

 
 
Planning Period:  January 1st to December 31st  
Be conservative!  Do not shelter any money that you are not sure you will submit reimbursements for. 
 
 

 

OUT-OF-POCKET FEES (CO-PAYS, OFFICE VISITS)                      $ ________________ 

 

DENTAL AND ORTHODONTIA OUT-OF-POCKET COSTS                      $ ________________ 

 

VISION AND EYE CARE OUT-OF-POCKET COSTS (I.E., EXAMS, GLASSES, CONTACTS, ETC.)                  $ ________________ 

 

HEARING OUT-OF-POCKET EXPENSES (I.E., EXAMS, HEARING AIDS, ETC.)    $ ________________ 

 

SURGICAL EXPENSES (OVER AND ABOVE MEDICAL PLAN COVERAGE)    $ ________________ 

 

PHYSICAL EXAMS, ROUTINE CARE (OVER & ABOVE MEDICAL PLAN COVERAGE)   $ ________________ 

 

PSYCHIATRIC THERAPY, COUNSELING (OVER & ABOVE MEDICAL PLAN COVERAGE)  $ ________________ 

 

CHIROPRACTIC AND ACUPUNCTURE THERAPY      $ ________________ 

 

PRESCRIBED DRUGS, INSULIN, CONTRACEPTIVES (OVER & ABOVE MEDICAL PLAN COVERAGE) $ ________________ 

 

EXPENSES FOR THE MENTALLY AND PHYSICALLY HANDICAPPED                   $ ________________ 

 

TRANSPORTATION COSTS ASSOCIATED WITH HEALTH CARE     $ ________________ 

 

OTHER HEALTH CARE RELATED EXPENSES       $ ________________ 

 

 

 

TOTAL ESTIMATE:         $_________________  

Enter your annual election on the Enrollment Form. 

http://www.irs.gov/
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DEPENDENT/CHILD CARE FACT SHEET 

  

Generally, you can contribute up to $5,000 per year to your Dependent Care Account for reimbursements of expenses 

that you incur while you and if applicable, your spouse can work.  This Fact Sheet provides you with additional 

information that applies to your participation in the Plan. 

 

CONTRIBUTIONS 

 

If any of the following circumstances apply to you, your maximum contribution to the Plan is limited as indicated: 

 

 If you are married and file a separate return from your spouse (filing status of Married Filing Separately), your 

maximum is $2,500. 

 If either you or your spouse has less than $5,000 in annual earned income, your maximum is the smaller of the 

two incomes.   

 Earned income generally includes wages and other employee compensation, less all cafeteria plan salary 

reduction amounts. 

 If your spouse is a full-time student for at least five months of the year or disabled, your maximum is 

$250 for one dependent or $500 for two or more dependents for every month of study or disability. 

 If your spouse has a Dependent Care Account at work and you file a joint return, your combined total cannot 

exceed $5,000. 

 

ELIGIBLE EXPENSES 

 

 Licensed day care center, nursery school, or day camp.  Educational expenses for a child in 

kindergarten or higher grade level are not eligible expenses. 

 Care for your child, who is your dependent under age 13, in or outside your home, by someone other than your 

dependent under age 19. 

 Care of a physically or mentally disabled spouse or other dependent, provided that the spouse or 

dependent spends at least eight hours per day in your home. 

 

A full list of eligible expenses can be obtained in IRS Publication 503.  You can view IRS Publication 503 on the IRS 

website at www.irs.gov 

 

REIMBURSEMENT OR TAX CREDIT? 

 

As you may know, you can take a tax credit for Dependent Care on your Federal tax return and some State returns.  

Dependent Care costs can be reimbursed through the Dependent Care Plan, or be applied to the tax credit, but not 

both. The option you should choose depends on your individual tax situation.  You should consult your tax advisor prior 

to making this determination. 

 

TAX REPORTING 

 

Any Dependent Care costs reimbursed through the Dependent Care Plan must be reported on your Federal tax return 

on Form 2441 (Form 1040) or Schedule 2 (Form 1040A).  The reporting requirements are similar to those required for the 

dependent care tax credit.  You will need to report the amount of your dependent care costs and the identity of the care 

provider, including name, address and tax identification number.     

http://www.irs.gov/
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What does pre-tax mean to you?  
 
 
The cost of your medical premiums as well as your Health Care FSA and your Dependent  Care FSA 

are taken out of your paycheck before taxes are calculated on your income.  Taxes are calculated on 

the amount of your paycheck that is left after all the premiums and spending accounts are taken out.  

This results in less money to be taxed, and so you pay less in taxes.  The Flexible Spending Accounts 

allow you to pay for some health and dependent care related items without having to pay taxes on 

the money on spend on those items.  Once you decide on the amount, that portion will be 

deducted from your paycheck each time you are paid.  Your federal income and FICA taxes will be 

calculated on the amount of your pay that is remaining after the deduction is made.  Consequently, 

you do not pay taxes on the amount of your flexible spending reimbursement deductions.   

 

Do you really know how much money you have to earn to pay for an item that costs $200?  You not 

only pay the $200 expense out of your take-home pay, you already paid federal income tax of either 

10%, 15%, 25%, 28%, 33%, 35%, or 39.6% (2017 tax tables) and an additional 7.65% FICA tax.  There 

is no limit to the wages subject to the Medicare portion of the tax.  Since 2013 wages in excess of 

$200,000 have been subject to an extra 0.9% Medicare tax to be withheld from employees’ wages.  

The 2017 Social Security wage base will be $127,500. 

 

While you pay the marginal rates in all the tax brackets your income fills, in general terms your "tax 

bracket" is the bracket in which your last earned dollar of the year falls, taking your filing type into 

account. Please take a look at the illustration assuming the 15% and 25% tax brackets: 

 

 

    15% Tax Bracket    25% Tax Bracket 

Gross Earnings   $258.56     $296.95 

FICA (7.65%)   -$  19.78    -$   22.72 

FIT    -$  38.78    -$   74.24 

Net Earnings    $200.00      $200.00 

Total Tax Savings   $  58.56       $ 96.96 
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A Health Care FSA allows you to set aside pre-tax dollars to pay for medical, 

dental, or vision expenses incurred by you or your legal dependents that are not reimbursable under 

ANY insurance plan.  A Health Care FSA is for any medical, dental or vision services that you have 

incurred on yourself and/or your dependents during the plan year, whether or not they are part of 

the medical plan. This means you can only claim expenses for which you actually had dental work, 

medical services or vision exams, etc. performed within the plan year.  It is not when you pay for 

these services.  The dollars are put into an account, and as you have services rendered (incur 

expenses), you file claims to reimburse yourself from the account.  You will be reimbursed for the 

expenses you claim until your reimbursements equal the annual election you establish.  You cannot 

claim both the Health Care FSA and a year-end tax deduction for medical expenses.  However, the 

year-end tax deduction is only for those medical expenses not covered by your health insurance that 

exceed 10% of your adjusted gross income.     You may contribute up to $2,600 per calendar year to 

the Health Care FSA.  The limit applies separately to each eligible employee.  You may only make 

changes to the Health Care FSA each year beginning January 1st.   

 

 

 

A Dependent Care FSA allows you to set aside pre-tax dollars to pay for dependent 

day care expenses you incur if they are incurred (services rendered) because you (and your spouse if 

you are married) are working or are full-time students.  A Dependent Care FSA is for daycare on 

your child (up to the age of 13 or a disabled adult that you are legally responsible for) that would 

need daycare while you as a single parent or you and your spouse must both work.  These dollars 

are put into an account and as you incur expenses you file claims to reimburse yourself from this 

account.  You may not be reimbursed from the Dependent Care FSA until the funds have been 

deducted from your paycheck.  You may choose either to participate in the Dependent Care FSA OR 

to take a year-end annual tax deduction.  The best option for you depends on your gross family 

income and your dependent care expenses.  You may contribute up to $5,000 per calendar year to 

the Dependent Care FSA.   Please use the worksheet to help you in compare the Dependent Care 

FSA to the IRS year-end tax credit. 
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Flexible Spending Accounts (often referred to as cafeteria, Section 125, reimbursement or spending 

accounts, medical or dependent day care/ accounts etc.) are a great opportunity for you to save 

significant tax dollars.  Since it is a tax qualified plan (Internal Revenue Code Section 125-1 and 

Section 125-2), you need to understand the rules. 

 
 
 

What are the rules?  

 

 

1.  The choices you make have to be made prior to your effective date on the Plan. 

 

 

2.  If you do not have services rendered within the plan year that will allow you to use your spending 

account funds, you will lose those funds.   IRS regulations allow an additional 2 ½ months to spend 

the funds remaining in your account.  Any funds left after that 2 ½ month period will be forfeited. 

 With regard to the 2½ month "grace period", unused contributions that are carried over to 

the grace period will not be counted against the $2,600 limit for the plan year in which the 

grace period falls. For example, if an employee has $400 in unused contributions at the end 

of 2016 plan year, the $400 grace period carryover will not be counted against the 

employee's contribution limit for the 2017 plan year.  

 

 

3.  There can be NO change for a Plan Year without a life-changing event.  You will have the 

opportunity to change your elections annually, prior to January of each year.  (Note, your Medical 

Reimbursement Account can only be changed January 1st of each year regardless if you have a life-

changing event.) 

 

 

4.  Life changing events are defined by the IRS as: 

 

a.  Your marriage 

b.  Your divorce 

c.  Birth or adoption of your child 

d.  Death or termination of your   dependent relationship 

e.  Change of job or job status by you or your spouse 
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DEPENDENT CARE TAX CHART  
 
The chart shows different levels of adjusted gross family income (your total family income).  According to the 2017 

marginal tax brackets (see below), the tax bracket usually changes from 15% to 25% at $37,950 for a single taxpayer and 

$75,900 for a married taxpayer filing jointly.  The tax bracket usually changes from 25% to 28% at $91,900 for a single tax 

payer and $153,100 for a married taxpayer filing jointly.   The standard deduction is $6,350 for a single taxpayer, $12,700 

for a married taxpayer filing jointly in 2017. 
 

Tax 
Rates 

Tax Brackets for 
Single Filer  

Tax Brackets for Married 
Filing Jointly  

Tax Brackets for Married 
Filing Separately 

Tax Brackets for Head of 
Household 

10% $0-$9,325 $0-$18,650 $0-$9,325 $0-$13,350 

15% $9,325-$37,950 $18,650-$75,900 $9,325-$37,950 $13,350-$50,800 

25% $37,950-$91,900 $75,900-$153,100 $37,950-$76,550 $50,800-$131,200 

28% $91,900-$191,650 $153,100-$233,350 $76,550-$116,675 $131,200-$212,500 

33% $191,650-$416,700 $233,350-$416,700 $116,675-$208,350 $212,500-$416,700 

35% $416,700-$418,400 $416,700-$470,700 $208,350-$235,350 $416,700-$444,550 

39.6% $418,400+ $470,700+ $235,350+ $444,550+ 
  

After comparing the Tax Credit against the Tax Savings of Flex Care, which is better for you?  Make your decisions based 

on the comparison and advice from your tax consultant.     In order to take advantage of the childcare, the employee 

must be a single parent or if the employee is married, the employee’s spouse must work or the spouse must be a full 

time student. 

                      Dependent Care Tax Credits Available Under Code Section 21 

OVER & UNDER TAX CREDIT % 

$0 $14,999 35% 

$15,000 $16,999 34% 

$17,000 $18,999 33% 

$19,000 $20,999 32% 

$21,000 $22,999 31% 

$23,000 $24,999 30% 

$25,000 $26,999 29% 

$27,000 $28,999 28% 

$29,000 $30,999 27% 

$31,000 $32,999 26% 

$33,000 $34,999 25% 

$35,000 $36,999 24% 

$37,000 $38,999 23% 

$39,000 $40,999 22% 

$41,000 $42,999 21% 

$43,000 No Limit 20% 

Yearly Dependent Care Expense          Tax Credit %                                   Total Tax Credit 

 
X                                                  = 

$3,000 per child; $6,000 limit, filing jointly - with 2 children 

Yearly Dependent Care Expense             Tax Bracket                               TOTAL TAX 
SAVINGS 

+ 7.65% FICA 

Maximum $5,000 for individuals or married filing jointly ($2,500 married filing separately) 
 


