
 
 

 
 

Feb. 7, 2017 

Informal IRS Guidance Addresses Tax Treatment of 
Fixed Indemnity Benefits and Wellness Rewards: 

Is IRS Enforcement on the Horizon? 

The Internal Revenue Service (IRS) has released an internal memo from its Chief Counsel’s 
office that addresses the tax treatment of payments from fixed indemnity coverage and 
wellness awards for completing health risk assessments. The text of the memo is available 
here. 

With respect to wellness programs, the IRS’s stance is directed at specific FICA tax avoidance 
products being marketed to employers under the guise of wellness plans. Unfortunately, the 
memo will have consequences far beyond squelching those tax avoidance schemes. 

Fixed Indemnity Coverage 

Although the concept of fixed indemnity insurance pre-dates the Affordable Care Act (ACA), it 
has maintained popularity after the ACA. Although the coverage is inadequate to satisfy the 
ACA’s individual mandate, many employers offer this option to employees in conjunction with 
ACA-compliant medical coverage. 

Fixed indemnity coverage is often offered in conjunction with so-called “skinny” plans or “MEC 
plans” (short for “minimum essential coverage plans”) that don’t meet the ACA’s requirements 
for minimum value. The coverage can also be offered in conjunction with a HSA-compatible 
high-deductible plan (if properly structured, fixed indemnity coverage won’t prohibit 
employees from contributing to their HSAs). 

Typically, fixed indemnity coverage pays a flat dollar amount for each day of inpatient 
hospitalization, but some coverages will include doctor’s visits, lab work, and imaging, also 
based on a flat dollar amount. For example, coverage may pay $200 per day for 
hospitalization and $100 per day for any office visits. 

https://www.irs.gov/pub/irs-wd/201703013.pdf
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Tax Treatment of Insurance Proceeds 

The Tax Code deals differently with respect to the taxation of benefits paid (i.e., the proceeds) 
under an insurance program, depending on the type of insurance. 

With respect to health coverage (e.g., medical, dental or vision insurance), the insurance 
proceeds are always tax-free to the employee where those proceeds are paying or 
reimbursing medical expenses actually incurred by the employee, a spouse, a child (through 
the year the child attains age 26) or other tax dependent. This is true whether the premium 
for the coverage is paid by the employer, or is paid by the employee, either pretax or post-
tax. It doesn’t matter whether the insurance is provided under a group insurance policy or is 
self-insured by the employer. 

The same tax result applies for group-term life insurance proceeds payable under a group 
term life policy issued to the employer, or under accidental death and dismemberment 
insurance. 

In contrast, for disability insurance, the tax status of the proceeds depends on how the 
premium is paid. If the premium is paid by the employer or pre-tax by the employee, the 
proceeds are taxable. Not so if the premium is paid post-tax by the employee, or is paid by 
the employer but the premium payment is treated as imputed taxable income to the employee 
(from a tax perspective, there’s no difference between the employee paying the premium 
after-tax, and the employer paying it but then including the payment in the employee’s 
taxable income). In this latter case, the disability insurance proceeds are tax-free. 

Lockton comment: With respect to disability coverage where the premium payments 
for a year are a hybrid of tax-free and taxable payments, the IRS applies a three-year, 
look-back rule to determine the percentage of the proceeds that are taxable. We’ll 
leave the discussion for the intricacies of that rule for another day. 

So, how do we treat fixed indemnity coverage? Does the nature of the premium payment 
determine the taxation of the proceeds? According to the IRS, the answer is “yes.” In other 
words, the tax treatment of fixed indemnity coverage is determined in the same way it’s 
determined for disability coverage, rather than the way it’s determined for health coverage. 
That’s because unlike health coverage, fixed indemnity coverage isn’t just paying or 
reimbursing actual medical expenses incurred. Rather, it’s paying a flat amount regardless of 
what the actual healthcare expense was. Per the ruling: 

To the extent amounts received through employer-provided accident or health 
insurance are paid without regard to the amount of expenses incurred by the 
employee for medical care, the amounts are not excluded from gross income because 
the amounts are not paid to reimburse expenses incurred by the employee for 
personal injuries and sickness. 

Lockton comment: The ruling’s reference to “employer-provided” insurance means 
the premium was paid pretax by employees, or paid by the employer without imputing 
the payment to the employee as taxable income. 
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Therefore, where the employee pays the fixed indemnity premium pretax, or the employer 
pays it but doesn’t treat the payment as imputed taxable income to the employee, employers 
need to know how to withhold payroll (FICA) and income taxes from the payments. Insurers 
are rarely equipped to do so on behalf of the employer. But if the insurer won’t withhold 
taxes, the employer needs to do so, which presents some complex administrative issues 
because the insurer, not the employer, controls the payment. The IRS has issued guidance 
with respect to disability insurance that allows the insurer/third-party administrator and the 
employer to coordinate on withholding. It’s not clear if this process could be used for 
addressing withholdings on taxable proceeds from fixed indemnity coverage. 

Lockton comment: If you currently offer indemnity plans for which the premiums 
can be paid with pretax dollars under your cafeteria plan, you might consider moving 
the indemnity plans outside your cafeteria plan to permit payment only from after tax 
dollars. If you continue to offer indemnity plans on a pretax basis, it will be important 
to negotiate a process with the carrier regarding tax withholding and reporting. 

 

Fixed Indemnity 
Coverage 

Employer Paid 
Premium (without 
imputing the 
payment to the 
employee as taxable 
income) 

Employee Paid 
Pretax 

Employee Paid 
After- 
Tax** 

Premium tax-free? Yes Yes (by design) No (by design) 

Proceeds tax-free? No No Yes 

** Would also apply if the employer-paid premium is imputed as taxable income to the employee. 

 

Wellness Awards 

The IRS has also given us another reminder on the tax treatment of wellness awards. 
Payments (other than in the form of healthcare plan premium discounts or cost-sharing 
adjustments, like deductible discounts or waivers) made to employees for completing wellness 
activities, such as biometric screenings and health risk assessments, are taxable. The 
payments do not qualify as being tax-free because they are paid without regard to the amount 
of medical expenses otherwise incurred by the employee.  

Lockton comment: For example, gift cards, movie passes and other cash equivalents 
should be treated as taxable. Fitness devices and monitors, or other items with more 
than a de minimis value like watches, clothing, etc. are also taxable. However, knick-
knacks such as water bottles, tee shirts and the like, would likely qualify as a tax-free 
de minimis fringe benefits.  
 
An employer’s healthcare plan premium discount simply shifts additional premium cost 
from the employee to the employer. An employer’s payment of healthcare plan 
premium is not taxable to the employee. 
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Fixed Indemnity and Wellness Products 

We have recently seen voluntary products that are described or disguised as wellness plans. 
These products offer indemnity payments to employees (who pay for coverage on a pretax 
basis through an employer-sponsored cafeteria plan) for traditional services such as hospital 
stays, but also includes indemnity payments for wellness activities such as getting a physical, 
performing a health risk assessment or having certain blood work drawn.  

Indemnity payments made under the program are described by the vendor as nontaxable 
payments for engaging in wellness activities. The payments allow the employee to recoup 
often large pretax deductions used to pay for the indemnity coverage. The amount of 
premium payable can be selected in various increments or units that correspondingly increase 
indemnity payments. Some of the indemnity payments could far exceed any reasonable cost 
of the medical care or service received.  

The product is sold as a vehicle to save taxes to both the employer (payroll taxes) and 
employee (payroll and income taxes). Bundled with this offering is a usually a requirement to 
use a vendor that manages the employer’s wellness plan by providing wellness communication 
and coaching, which comes at an additional per member per month cost to the employer. It is 
this type of tax avoidance that the IRS seeks to curtail by taxing the benefits paid from an 
indemnity plan paid for with pretax dollars. If you are offering such a plan, it would be a good 
idea to review the plan with your tax advisors. 
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