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On January 20, 2017, an IRS memorandum was issued clarifying the tax treatment of fixed indemnity plans. Although 
not binding, the memorandum provides the IRS perspective. Since the memorandum was released, several insurance 
carriers have responded, stating that the interpretation is too broad and should not affect the taxation of such plans, but 
rather was intended to more narrowly address unique wellness plans.  The IRS intends to release additional 
clarifications; yet, to date, additional information is not available.  

Fixed indemnity health plans typically pay a specified dollar amount for certain health-related events, such as an office 
visit or the number of days spent in the hospital, or fixed payments for certain medical conditions. Unlike most other 
Group Health Plans, the amounts paid are not related to the actual medical expenses incurred by the individual. 

A Group Health Plan provider payment is treated as tax-free as long as it is based on the actual amount of expense 
incurred by the individual. However, since fixed indemnity plan benefits are not tied to actual medical expenses, and 
depending on how payment for the premiums are structured, the benefits provided (generally fixed cash payouts) may 
be treated as taxable income to an employee.  If premiums are NOT included in an employees’ taxable income (i.e., 
either paid for by the employer or via salary reduction through a cafeteria plan), the benefits provided under a fixed 
indemnity plan are considered taxable income.  

According to the guidance in the memorandum, the only clear way to avoid treating the benefits provided by 
the fixed indemnity plan as taxable income to the employee occurs if the premiums are paid solely by the 

employee on an after-tax basis. 

 

When (if ever) will the Benefit Become Taxable?  
 
This remains an evolving issue.  The text of the IRS memorandum clearly states that the benefits provided by a fixed 
indemnity health plan must be treated as taxable income to an employee IF the plan is employer-paid or if the employee 
is able to purchase the coverage on a pre-tax basis through a cafeteria plan. However, it is not clear how much 
employers need to be involved. It would be helpful if the IRS clarified any employer responsibility for reporting the 
income, and whether the employer has any potential liability for unpaid payroll taxes related to such income. 
 
Clearly, if an employer chooses to offer fixed indemnity plans where employees pay the total premiums on an after-tax 
basis, there is no issue with taxation no matter what the IRS does going forward. However, if the employer 
contributes toward the premiums and/or allows any employee contributions to be run through a cafeteria plan 
on a pre-tax basis, there is likely some tax liability for benefit recipients and potentially some employer 
responsibility and tax liability as well.  
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Following statements from multiple fixed indemnity insurance carriers that they have no plans to change their 
position on the taxation of such plans, and considering the outstanding questions in regard to employer 
responsibility and tax liability, some employers are choosing to wait and see what, if any, additional guidance 
the IRS provides.   
 

 

Potential Employer Action 
 
If the IRS clarifies that there is some employer responsibility and/or tax liability, employers whom currently contribute 
toward fixed indemnity premiums or allow employee contributions for such plans to be handled pre-tax may choose to 
change how premiums are set. If the employer decides to recharacterize pre-tax employee contributions as 
taxable income, the employer may adjusting payroll for the entire calendar year and not just for payments going 
forward.   
 
On the other hand, if employers prefer to continue contributing toward such coverage and/or offering the ability to pay for 
the premiums on a pre-tax basis, it may be necessary to explore options to track benefit payments through fixed 
indemnity plan vendors going forward, as well as to communicate potential tax liability to benefit recipients. The situation 
potentially creates an administrative challenge for the employer since most insurance companies are not currently set 
up to assist the employer with the taxation of benefits paid to a participant.   
 

Summary 
 
The guidance in the IRS memorandum has no impact on traditional group health insurance plans and does not change 
the tax treatment of legitimate wellness programs. In addition, there is no tax impact for fixed indemnity plans so long as 
the employee pays the full premium on an after-tax basis.  
 
If the IRS chooses to more aggressively audit fixed indemnity plans to enforce the rules based on the interpretation 
expressed in the memorandum, the risk is of facing adverse consequences will be elevated. The risks are both 
underreporting the employee’s obligation to pay taxes on gross income as well as underreporting for purposes of 
determining employer payroll taxes. 
 
Oswald Companies will monitor all regulatory actions and we will continue our proactive communication efforts to 
anticipate change. Our dedicated team will provide timely and concise action steps with forward-looking strategic 
guidance approaching 2017 and beyond.  
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