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Abstract

Pretax benefit programs such as Flexible Spending Accounts (FSAs), Health Savings Accounts
(HSAs), and dependent care assistance plans offer employees tax advantages while placing
significant responsibility on employers to maintain data compliance. With sensitive personal
and financial data at stake, administrators must ensure compliance with federal regulations
including HIPAA, IRS Section 125, and ERISA, while implementing strong data governance and
cybersecurity protocols. This paper explores the legal landscape, compliance challenges, and
strategies to mitigate risk in the administration of pretax benefits.

Introduction

Pretax benefit plans are a core component of employee compensation and wellness strategies.
These plans reduce taxable income by allowing employees to set aside funds for qualified
expenses. However, the administration of these benefits involves the collection and handling of
highly sensitive data — including Social Security numbers, medical claims, and dependent
information — which makes compliance with privacy, tax, and benefit laws critical.

Legal and Regulatory Framework

IRS Section 125 (Cafeteria Plans)

Section 125 of the Internal Revenue Code governs pretax contributions for benefits such as
FSAs, HSAs, and premium-only plans. Employers must ensure proper documentation, plan
discrimination testing, and annual limits to remain in compliance. Errors in documentation or
eligibility may result in disqualification of the plan and tax penalties.

HIPAA (Health Insurance Portability and Accountability Act)

HIPAA mandates the protection of Protected Health Information (PHI). Although many pretax
benefit plans are exempt from certain HIPAA rules, employers who sponsor self-funded or FSA
plans that transmit PHI electronically are subject to HIPAA’s Privacy and Security Rules. This
includes requirements for administrative safeguards, employee training, and data encryption.

ERISA (Employee Retirement Income Security Act)

If pretax benefit plans are considered “welfare benefit plans” under ERISA, employers must
meet specific disclosure and reporting obligations. This includes providing Summary Plan
Descriptions (SPDs), maintaining claims procedures, and filing Form 5500s for applicable plans.



Legal and Regulatory Framework (cont’d)

ACA and COBRA Considerations

Pretax contributions must align with Affordable Care Act (ACA) requirements, especially
regarding affordability and minimum essential coverage. Additionally, changes in employment
status must trigger COBRA notices when applicable, especially if coverage is lost due to a
qualifying event.

Compliance Challenges

Data Privacy and Security

With the rise of digital benefits administration platforms, cybersecurity risks such as data
breaches and phishing attacks have increased. Employers must ensure that third-party
administrators (TPAs) adhere to robust data protection standards.

Inadequate Documentation and Audit Trails

Plan administrators often face scrutiny during IRS or Department of Labor audits if records of
employee elections, reimbursements, and plan communications are incomplete or
inconsistently maintained.

Employee Misunderstanding and Errors

Employees often misunderstand eligibility rules, reimbursement deadlines, or allowable
expenses. These misunderstandings can lead to inadvertent compliance breaches if improper
reimbursements are processed or changes are made outside of qualified life events.

Best Practices for Ensuring Compliance

Conduct Annual Plan Reviews
Regularly review plan documents for compliance with tax laws, limits, and eligibility rules.

Vendor Oversight
Ensure third-party administrators are HIPAA-compliant and have proper data security
certifications (e.g., SOC 2, HITRUST).

Employee Education
Provide clear, accessible education on how pretax benefits work, including allowable expenses,
claims procedures, and deadlines.

Use Technology Wisely
Implement secure systems with role-based access, audit logs, and encryption to safeguard data.



Best Practices for Ensuring Compliance (cont’d)

Maintain Documentation
Archive all plan documents, employee elections, and communications per ERISA and IRS
requirements.

Incident Response Plans
Have protocols in place to respond to data breaches or compliance violations quickly and
effectively.

Conclusion

Data compliance in pretax benefit administration is a complex but essential responsibility for HR
and benefits professionals. With overlapping regulatory requirements and the growing threat of
cyber risks, proactive data governance and regulatory awareness are key to protecting both
employee information and organizational integrity. By implementing strong compliance
frameworks, employers can not only meet legal obligations but also build trust in their benefit
programs.
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