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About This Report

The House Armed Services Committee Report accompanying the National Defense Autho-
rization Act for fiscal year 2021 directed the Secretary of Defense to report on the feasibil-
ity of implementing flexible account options that allow pre-tax payment of dependent care
expenses, health and dental insurance premiums, and out-of-pocket health care expenses
for service members and their families (U.S. House of Representatives Report 116-617,
2020). These options allow employees to put aside a portion of their wage earnings into tax-
advantaged accounts that can be used to pay for eligible health care and dependent care
expenses. Employee contributions to these accounts interact in complex ways with other tax
incentives, such as the Child Tax Credit, affecting whether such options are advantageous for
members and their families. Administering these accounts also imposes a cost on the U.S.
Department of Defense (DoD), although there are also sources of savings.

The Office of the Secretary of Defense asked the RAND National Defense Research Insti-
tute to provide analytic support to DoD as input for its report to the U.S. Congress, and this
report documents the RAND Corporation team’s research. The analysis summarized in this
report focuses on the implications of flexible account options for active-duty service mem-
bers and their families. This report should be of interest to policymakers and researchers who
are concerned about programs targeting dependent care for military families, costs of health
care and the quality of life for military families, and the adequacy of military compensation.

National Defense Research Institute

The research was sponsored by the Office of the Secretary of Defense and conducted within
the Forces and Resources Policy Center of the RAND National Security Research Division
(NSRD), which operates the National Defense Research Institute (NDRI), a federally funded
research and development program sponsored by the Office of the Secretary of Defense, the
Joint Staff, the Unified Combatant Commands, the Navy, the Marine Corps, the defense
agencies, and the defense intelligence enterprise.

For more information on the RAND Forces and Resources Policy Center, see
www.rand.org/nsrd/frp or contact the director (contact information is provided on the
webpage).

The research reported here was completed in July 2022 and underwent security review
with the sponsor and the Defense Office of Prepublication and Security Review before public
release.
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Summary

Unlike many large employers, including the federal government, the military does not offer
flexible spending account (FSA) options to members of the armed services and their families.
The House Armed Services Committee Report accompanying the National Defense Autho-
rization Act for fiscal year 2021 directed the Secretary of Defense to report on the feasibil-
ity of implementing flexible account options that allow pre-tax payment of dependent care
expenses, health and dental insurance premiums, and out-of-pocket health care expenses for
service members and their families (U.S. House of Representatives Report 116-617, 2020). As
detailed by the directive, the report should include an assessment of the tax incentives when
using FSA options and the financial advantages or disadvantages to service members and
their families and should include identification of any legislative or administrative barriers
to implementing these options.

Contributions to either a health care FSA (HCFSA) and/or dependent care FSA (DCFSA)
reduces the amount of income subject to income and payroll taxes, thereby reducing the indi-
vidual’s tax liability. FSAs interact with other tax incentives in the U.S. tax code, potentially
reducing or even eliminating the potential tax savings to individuals with an FSA. From the
standpoint of the employer, such as the U.S. Department of Defense (DoD), FSAs reduce Fed-
eral Income Contribution Act (FICA) taxes that consist of both Social Security and Medicare
taxes but impart a cost in the form of administration costs and implementation or start-up
costs. Thus, a priori, it is not possible to predict whether FSAs would represent a net benefit
to service members and their families in terms of reduced tax liabilities or a net reduction in
costs to DoD.

The Office of the Secretary of Defense (OSD) asked the RAND National Defense Research
Institute to provide analytic support for its report to Congress, including an implementa-
tion plan should FSA options be implemented by DoD. This report documents that support.
Our analysis focused on active-duty personnel and sought to evaluate the benefits and costs
to service members of FSAs for dependent care and health care and the costs and savings to
DoD. For contextual background, we drew information from policy documents and other
sources on existing health care and dependent care benefits available to military members
and civilians. To help understand the elements of cost and savings to DoD, we held struc-
tured discussions with subject-matter experts (SMEs) on administrative costs and we also
gathered available inputs on administrative costs. We used publicly available tax simulation
programs to evaluate the tax benefits and costs to service members of FSAs for dependent
care and health care and compute the aggregate net change in tax liabilities to service mem-
bers and the net costs and savings to DoD under a variety of assumptions regarding the share
of members who might participate in the FSA options. Finally, we drew together the results
of the analysis to assess the feasibility of providing FSA options to service members and dis-
cuss potential legislative changes that could improve the net benefit of FSAs to members and
their families. We note that our tax-accounting approach does not consider how FSAs might
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change the members’ incentives to consume health care or dependent care or issues related to
the efficiency or social welfare implications of providing a health and dependent care benefit
through the U.S. tax code.

Key Findings

Many Members Would Have Few or Even No Eligible FSA Expenses
Under Current Law

For members to take advantage of an FSA, they must have eligible expenses, usually in the
form of dependent care expenses and out-of-pocket health care expenses for themselves
or their family members. In the case of health care, most members would have few or no
eligible out-of-pocket medical care costs associated with TRICARE because 82 percent of
family members were enrolled in TRICARE Prime and incurred an average of $100 annually
in out-of-pocket health care costs between 2018 and 2020. Meanwhile, 17 percent of family
members enrolled in TRICARE Select and incurred higher costs, an average of about $500.
HCEFSAs also cover health-related expenses outside TRICARE, including over-the-counter
medication, eyeglasses and contact lenses, and orthodontia expenses. Estimates for these
expenses for the active-duty population are unavailable, but national estimates suggest that
out-of-pocket expenses outside health insurance are about $400, although the U.S. popula-
tion differs demographically from the military population and out-of-pocket expenses could
also differ. We note that orthodontia expenses specifically have an estimated average cost of
$3,100! in 2021 dollars among those incurring these expenses (Hung et al., 2021).

Dependent Care Expenses

In the case of dependent care, because of the way in which DoD provides child care ben-
efits, an unknown share—and, potentially, a large share—of military families may not have
eligible dependent care expenses. Using data from the 2019 Survey of Active Duty Spouses
conducted by DoD (Office of People Analytics, DoD, 2020), we estimate that 65 percent of
military spouses are working and have sufficient earnings to qualify for a DCFSA and have
sufficiently young children to potentially benefit from a DCFSA.2 However, expenses for

1" Hung et al. (2021) estimates that average orthodontic expenses for those with any expenses were about

$2,800 in 2016 using Medical Expenditure Panel Survey data. Inflating this amount to 2021 dollars suggests
that average orthodontic expenses were about $3,100 in 2021.

2 The 65-percent figure is computed as 42 percent divided by 64 percent. The 42-percent figure reflects all
spouses with young children who use child care, not working spouses. To qualify for a DCFSA, the working
spouse must have earnings at least equal to the DCFSA contributions. According to the 2019 spouse survey,
64 percent of military spouses are in the labor force. Note that we assume the statistics reported in the 2019
spouse survey apply to the DCFSA eligible population even though the 2019 spouse survey asks about child
care for children age 13 and younger and eligible expenses for DCFSAs must be for children younger than
age 13.

Vi
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off-base child care subsidized by DoD are unlikely to be FSA eligible. The reason is that
the subsidy offsets the eligible expenses for a DCFSA dollar for dollar; any combination of
child care subsidy and DCFSA contributions cannot exceed the maximum DCFSA contribu-
tion limit of $5,000. That is, expenses that would be eligible for DCFSA contributions and
expenses that are subsidized are not stackable.> According to the 2019 Survey of Active Duty
Spouses, 61 percent of spouses who use child care report using child care that is provided off
base by a civilian provider. Many military families seek off-base care because care at on-base
child development center (CDC) facilities is supply constrained, meaning that there are more
members seeking care for their children at these centers than there are spaces for children,
and CDCs have wait lists (Kamarck, 2020). We have no information on what share of these
61 percent of spouses accesses fee-assisted or subsidized care and therefore would be unlikely
to have eligible DCFSA expenses. It is likely that some of this off-base care is unsubsidized
(implying that expenses would be FSA eligible), as we discuss in the next subsection, but more
information is needed on the extent.

FSAs Would Confer a Tax Savings for Many But Not All Members
with Eligible Expenses

For those military families who do have eligible expenses, we estimate that the HCFSA option
would confer a savings but that the DCFSA would not do so in all cases. Contributions to an
FSA reduce the amount of income subject to taxation, thereby reducing the amount of income
tax and payroll taxes (the employee’s contribution to Social Security and Medicare taxes) that
a member would pay, suggesting that FSAs would produce a tax savings for service members.
However, FSA contributions interact with other components of the U.S. tax code, specifically
the Child Tax Credit, the Child and Dependent Care Tax Credit (CDCTC), and the Earned
Income Tax Credit (EITC), sometimes in ways that are not necessarily favorable on net to the
taxpayer. These credits have phase-in, plateau, and phase-out points as income changes—
and, by reducing taxable income, FSA contributions affect how much of these credits can be
claimed and the tax liability of the taxpayer. Consequently, on net, the tax liability for service
members does not necessarily decrease in all cases.

We estimate the total change in tax liability for married and unmarried service mem-
bers under different assumptions about the number of children, whether spouses are work-
ing, and FSA contribution amounts, and we consider results by paygrade and by total family
income (TFI) (before FSA contributions). Considering results by TFI allows us to consider
cases where members might earn special and incentive pay (raising family income) or spouses

3 If expenses were stackable, out-of-pocket expenses paid by the member for child care would not be offset

by the amount of the subsidy. For example, suppose a member’s total child care fee is $20,000 annually, with
the member facing $5,000 in out-of-pocket expenses and the DoD subsidy to the community-based pro-
vider is $15,000. Because $15,000 exceeds $5,000, and the subsidy offsets DCFSA eligible expenses dollar for
dollar, the $5,000 out-of-pocket expenses would not be DCFSA eligible. If, instead, expenses are stackable,
the $5,000 would be eligible.

vii



Evaluation of Flexible Spending Accounts for Active-Duty Service Members

have higher than average earnings. (We estimate that average spouse earnings were $25,000
in 2020).

In the case of dependent care, we estimate that the total change in tax liability from con-
tributing $5,000 to a DCFSA would not always be advantageous to the service member. That
is, we find cases where the tax liability remains unchanged or increases slightly.* Figure S.1
illustrates the change in total tax liability of contributing $5,000 to a DCFSA for a married
service member in 2020. The figure shows the complex, nonlinear nature of the U.S. tax code
with the tax change rising and falling at different earnings levels as certain credits phase in
and out and as tax brackets change. In general, for lower levels of earnings, the tax benefit
from contributing to a DCFSA is driven by increases in the amount of EITC that can be
claimed, and to a smaller extent, increases in the amount of the refundable Child Tax Credit.
As the EITC phases out at higher earnings levels, the tax benefit from contributing $5,000 to
a DCFSA decreases. Once the EITC phases out (i.e., earnings exceed the means tested thresh-
old to claim the EITC), the tax benefit from contributing to a DCFSA plateaus until earnings
reach a level where the service member moves up to the next tax bracket and the reduction
in income tax (before credits) increases. Additional nonlinearities in the tax code cause the
tax benefit from contributing to a DCFSA to increase and decrease at higher earnings levels.

FIGURE S.1
Change in Taxes by Gross Earnings from Contributing $5,000 to DCFSA, Married
Service Members, 2020
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NOTES: Gross earnings are equal to family earnings without the FSA contribution deducted. The x—axis in the figure
shows gross family earnings, meaning these are earnings without the $5,000 reduction from the DCFSA contribution.
For married service members, we assume that the military spouse earns at least $5,000, so the couple qualifies for the
maximum DCFSA contribution. We used publicly available tax simulation programs to estimate the change in federal
income tax from contributing $5,000 to a DCFSA and add in the estimated payroll tax reduction of $382.50 to calculate
the total tax change.

4 We note that the figures are estimates of hypothetical tax increases. Because participation in an FSA
option would be voluntary, those who expect a tax increase would be unlikely to participate, so their tax
change due to participation would be zero in reality.
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The results in Figure S.1 show that over the range of $59,000 to $105,000 of TFI, a married
service member with two children and $5,000 of eligible DCFSA expenses would not benefit
from having the FSA; the change in total tax liability is virtually zero (or, more precisely equal
to +$17.50). This occurs because of a loss in the CDCTC, which exceeds the reduction in tax
before credits and payroll taxes.

We estimate that virtually all members with eligible health expenses would experience a
tax savings from contributing to an HCFSA regardless of marital status and number of chil-
dren with the tax savings increasing when HCFSA contributions are larger. Figure S.2 shows
the change in total taxes from contributing $500 to an HCFSA for a married member with a
working spouse. Although all members are estimated to experience a savings in Figure S.2,
the amount varies with income because of the phase-in and phase-out of different credits at
different income levels and because the tax brackets vary with income.

Across Service Members, FSAs Would Confer a Net Tax Benefit

Ideally, to estimate the total net change in tax savings or costs across service members, we
would compute the share of members who would likely participate in the HCESA and DCFSA
options and then compute the cost or savings for those members and for DoD. Because we
lack sufficient data to estimate the HCFSA and DCFSA participate rates, we compute sav-
ings and costs under alternative participation rate assumptions and then use available, albeit
incomplete, information on which participation rates seem the most likely.

For the DCFSA option, we use (1) Defense Manpower Data Center data for the number of
service members on active duty in 2020 and the number with children under age 13 and (2)

FIGURE S.2
Change in Taxes by Gross Earnings from Contributing $500 to HCFSA, Married
Service Members, Working Spouse, 2020
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2019 Survey of Active Duty Spouses on the share of service members with a working spouse
to estimate the total tax savings to service members contributing $5,000 to a DCFSA under
different DCFSA program participation rates. We estimate an annual aggregate tax savings of
$30.7 million if 15 percent participate, $51.2 million if 25 percent participate, $102.4 million
if 50 percent participate, and $204.9 million if 100 percent participate. A participation rate of
between 25 percent to 50 percent may be more realistic than a 15-percent or 100-percent par-
ticipation rate. As discussed earlier, 64 percent of employed spouses report using child care,
an upper estimate of the rate of participation in a DCFSA. However, the 64-percent figure is
too high as an estimate of a participation rate because not all of these military families with
an employed spouse would have eligible DCFSA expenses given that some families receive
subsidized off-base child care that offsets the tax benefit of a DCFSA dollar for dollar. The
more realistic estimate is somewhere above 24 percent but below 64 percent. The 24 percent
corresponds to our estimate of working spouses using child care who would use on-base child
care.> But some families with working spouses use off-base unsubsidized care that would be
eligible for a DCFSA, so the participation rate would be higher than 24 percent, but we do
not have an estimate of how much higher.® Given this context, a participation rate between
25 percent to 50 percent may be more realistic leading to an estimated aggregate benefit of
$51.2 million to $102.4 million.

In the case of an HCFSA, we assume that all active-duty service members are eligible
to participate in an HCFSA. We estimate an annual aggregate tax savings of $19.8 mil-
lion assuming 15 percent of active members participate in the HCFSA and contribute $500
annually. That figure increases to $33.1 million assuming a 25-percent participation rate to
$66.1 million assuming 50 percent participate to $132.3 million assuming a 100-percent par-
ticipation rate. Given that 17 percent of active-duty families were covered by TRICARE Select
and averaged $500 annual out-of-pocket expenses, the actual participation rate may be closer
to the 25-percent figure than the 50-percent figure. On the other hand, all members could
have other eligible out-of-pocket expenses outside TRICARE, equal to about $400 for the
civilian population, so participation could be higher.

> Of the 64 percent of working spouses who report using child care in the 2019 survey, 37 percent (or

24 percent of working spouses using child care) would have eligible expenses because they use on-base child
care.

6 Tt is likely that some families do use unsubsidized off-base care given the differences between the 2019
DoD statistics, discussed in Chapter Three, on the number of children enrolled annually in military-
supported child care and responses to the 2019 spouse survey indicating that 73 percent of spouses using
child care report using off-base care. The DoD statistics imply that only 9 percent to 16 percent of enrolled
children are in off-base fee-assisted care. But, if all 73 percent of spouses using off-base care received only
fee-assisted care, then the 9-to-16-percent figure is too low. Thus, it is likely that some unknown share of
the 73 percent is receiving unsubsidized care. Future surveys of active-duty spouses should ask more detail
about whether these spouses are receiving fee-assisted care and would be unlikely to have eligible DCFSA
expenses.
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FSAs Would Confer a Cost Savings to DoD but Could Result in
Large, Albeit Unknown Implementation Costs

We also estimated the aggregate cost to DoD’s accounting of administering FSA options and
the savings to payroll taxes from reduced Social Security and Medicare taxes. We used infor-
mation from the U.S. Office of Personnel Management (OPM) (OPM, 2018; OPM, 2020; and
OPM 2021) on the cost of administering the FSA options for federal employees, noting that
administration costs are lower after the first year when more reserve funds are built up to
handle overpayments and other situations. Table S.1 shows the estimated cost implications
under different assumptions about participation rates assuming members contribute $5,000
to a DCFSA (top panel) or contribute $500 annually to an HCFSA (bottom panel). Assuming
a 25-percent participation rate for each program, we estimate that DoD would save $6.0 mil-
lion annually for the HCFSA program and $31.6 million for the DCFSA program, after the
first year. These figures exclude implementation costs and ongoing overhead costs, such as
the cost of training personnel about the FSA options.

We held discussions with SMEs to better understand these implementation and ongoing
overhead costs. The experts identified costs associated with developing the processes and
contractual arrangements required to administer the FSA plans and the costs of providing
financial literacy training to members. In addition, the pay systems would need to be modi-
fied to accommodate the FSA options. They noted that using off-the-shelf training and OPM
to assist in plan administration would help reduce the first two costs, but the costs of adapt-
ing the pay systems could potentially be high if implementation involved adapting both the
legacy pay systems and the forthcoming service-specific systems, ranging up to $28 million
or more. The services are each undertaking the development of an integrated pay and per-
sonnel system, and each is expected to roll out these systems in the coming years, although
on different schedules. Because of this change in systems and the different service schedules,
the legacy pay systems would need to be modified, not just the systems under development.
Implementation costs would be lower if DoD only implemented the FSA options in the new

TABLE S.1
DCFSA and HCFSA Savings to DoD

FSA Participation Rate

15% 25% 50% 100%
HCFSA, assuming $500 contribution per member
Total Savings Year 1 -$181,000 -$302,000 -$604,000 -$1,207,000
Total Savings Year 2+ $3,600,000 $6,000,000 $12,000,000 $24,100,000
DCFSA, assuming $5,000 contribution per member
Total Savings Year 1 $17,900,000 $29,800,000 $59,500,000 $119,100,000
Total Savings Year 2+ $19,000,000 $31,600,000 $63,300,000 $126,500,000

NOTE: Cost estimates include annual contractor administrative costs and payroll tax savings. Cost estimates do not include
implementation costs or ongoing overhead costs. A negative DoD savings means that DoD incurs a cost.
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systems, thereby avoiding the necessity of changing the legacy pay system. But, even focusing
on only the new systems, several of the experts observed that adapting or creating the pay
systems needed to support FSAs could prove to be a substantial challenge, both in terms of
cost and time, and could result in delays in the roll out of the new systems.

Legislative Changes Could Expand the Benefit of an FSA to Service
Members

Our analysis estimates the costs and benefits to service members and their families of FSA
options under current law. However, changes in current law could expand the value of an
FSA to members. First, current regulations do not allow for health FSA funds to be applied
to health and dental insurance premiums. Thus, enabling legislation would need to be passed
to allow for payment of insurance premiums from FSAs for military personnel. Active mem-
bers and their families have no premium or enrollment fee for TRICARE Prime or Select, but
families pay a premium for dental care equal to $11.65 and $30.28 per month in 2022, respec-
tively, for single members and members with families. Second, members who receive subsi-
dized off-base child care would be unlikely to benefit from a DCFSA, because contributions
to an FSA are offset by the subsidy. This issue could be addressed by eliminating the offset for
the employer subsidy of child care. However, eliminating the offset would require legislation
to make an employer child care subsidy and eligible DCFSA expenses stackable. Allowing
them to be stackable would likely increase participation in the DCFSA. Finally, FSAs for ser-
vice members could be implemented faster—perhaps up a year faster—if enabling legislation
to support special features, such as payment of insurance premiums, was not required.

Wrap-Up

Introducing an FSA option could impart a tax benefit for some members and their families
and save personnel costs for DoD, although the start-up costs of updating the legacy and new
pay systems could be substantial. However, many military families would not have eligible
DCEFSA expenses, and families could have few eligible HCFSA expenses under current law,
unless they use the HCFSA to cover expenses outside TRICARE, such as for over-the-counter
medication and supplies. Changes in law could expand the value of FSA options to service
members.

xii
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CHAPTER ONE

Introduction

The report of the House Armed Services Committee accompanying the National Defense
Authorization Act (NDAA) of 2021 directed the Secretary of Defense to submit a report on
the feasibility of implementing flexible spending account (FSA) options that allow pre-tax
payment of dependent care expenses, health and dental insurance premiums, and out-of-
pocket health care expenses for members of the uniformed services and their family mem-
bers (U.S. House of Representatives Report 116-617, 2020). As detailed by the directive, the
report should include (1) an assessment of the tax incentives when using FSA options and the
financial advantages or disadvantages to service members and their families and (2) identi-
fication of any legislative or administrative barriers to implementing these options. Health
care FSAs (HCFSAs) and dependent care FSAs (DCFSAs) are an employee benefit that allows
workers to put aside a portion of their wage earnings into tax-advantaged accounts that can
be used to pay for eligible health care and dependent care expenses. Employee contributions
to FSAs are not subject to income or payroll taxes, such as Social Security and Medicare taxes
(also known as Federal Income Contribution Act [FICA] taxes). Thus, the benefit to employ-
ees is the tax savings from reducing their gross income by the amount contributed to the
FSA(s). Because employee contributions reduce the wage base on which FICA taxes are cal-
culated, the amount that the employer must contribute to Social Security and Medicare—the
employer portion of the payroll tax—is also reduced. Federal government agencies, including
the U.S. Department of Defense (DoD) provide civilian employees with access to FSAs and
certain private and public sector employers offer FSAs to their employees.

FSAs are not currently available to uniformed service members in DoD. Although FSAs
could confer a benefit to service members, they also have requirements. Employees must
actively elect annually to participate, and their elections are irrevocable unless the employee
has a qualifying life event, such as a marriage or birth. Also, accounts have a “use-or-lose”
feature, meaning that the employee loses any contributions remaining that were not spent on
eligible expenses within the required timeframe. From the standpoint of DoD, its portion of
FICA taxes is lower than it would be in the absence of the FSA options but administering FSA
accounts would involve an ongoing maintenance cost and set-up costs. DoD would also face
administrative costs to reconfigure its pay systems and it would need to provide financial
education to train the force about this new benefit.

Because FSAs could be attractive to both members and DoD, but also involve require-
ments and costs, Congress required a report on the potential benefits and costs of providing
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service members with the option to contribute to pre-tax FSAs for dependent care and health
care expenses. The report should also identify any legislative or administrative barriers to
achieving the implementation of such an option. For example, the congressional directive for
a DoD study indicated that FSAs for service members would cover premiums for health and
dental insurance, and these are not eligible expenses employees under current law governing
FSAs.

The Office of the Secretary of Defense (OSD) asked the RAND National Defense Research
Institute to provide analytic support to DoD as input for its report to Congress, including
an implementation plan should FSA options be implemented by DoD. This report docu-
ments that support. Our analysis relied on a mixed-method approach and focused on active-
duty personnel. We drew information from policy documents and other sources on exist-
ing health care and dependent care benefits available to military members and to civilians,
held structured discussions with subject-matter experts (SMEs) on administrative costs and
gathered available inputs on administrative costs, and used publicly available tax simula-
tion programs together with key data inputs to evaluate the tax benefits and costs to service
members of FSAs for dependent care and health care. In the process, we identify subsets of
military personnel who could benefit from FSAs and others who might not have sufficient
eligible expenses to make them worthwhile. Furthermore, given the directive’s requirement
to consider legislative and administrative barriers, we also estimate the ongoing administra-
tive costs and implementation costs to DoD, consider possible legislative changes, and use
this information to develop an implementation plan should DoD move forward with the FSA
options. The results of our analysis are presented in this document.

Caveats

Our methodology relies on a tax-accounting approach that recognizes that FSA options have
tax incentive implications that interact with other tax credits and elements of the tax code.
This approach responds to Congress’ directive, but we note several important caveats. First,
we do not provide a full accounting of all taxation implications. Although we consider the
tax advantages and disadvantages to service members, their families, and DoD, we do not
consider the implications for general taxpayers. Insofar as FSA options confer a tax savings to
DoD and therefore the government, we do not consider the implications of foregone govern-
ment tax revenues.

Second, we do not fully consider the variety of social welfare implications of FSA options
for military personnel, particularly those related to the economic efficiency of these accounts.
Tax-preferred accounts potentially drive a wedge between the marginal value of tax-favored
expenditures and of nonpreferred expenditures; although it may be the case that a dollar of
expenditure on an item that is eligible for tax preference is worth the same at the margin as an
unconstrained dollar of expenditure (i.e., a dollar that would be spent on an item if tax prefer-
ence were not available), that is not necessarily so. For example, FSAs have a use-it-or-lose it
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feature whereby participants lose the funds in the FSA account if they are not spent by a cer-
tain date, such as the end of the calendar year. Such a provision can create of flurry of expen-
ditures in December as participants attempt to use up their FSA funds, but those expendi-
tures may not be worth as much as spending those dollars in an unconstrained manner. If
these tax-preferred expenses are worth less, then at the margin, the net benefit to the member
compared with not having an FSA would be less than we report. More generally, FSA options
might induce changes in members’ behavior and specifically could induce members to con-
sume more health care or dependent care than they would in the absence of tax preference,
as discussed by Lo Sasso et al. (2010) in the context of health care accounts. Although the
increase in member consumption of health care could be deemed a desirable outcome on the
part of policymakers, it could also be inefficient; our analysis does not attempt to measure
any induced changes in member behavior or their efficiency or cost implications.

Another behavior change that we do not consider is the potential change in the type of
members recruited and retained or the overall number recruited and retained. FSAs could
increase the attractiveness of military service for married members with dependents or those
intending to marry and acquiring dependents, although any effect is likely to be small relative
to the effects on recruiting and retention of other policies, such as a pay raise. Such behavioral
changes could have implications for efficiency and DoD costs. Should FSAs produce such an
effect, DoD costs could potentially increase to the extent that health care, housing, and the
other costs are higher for members with dependents than for members without them. Fur-
thermore, although an increase in recruiting and retention would likely be welcomed by the
armed services in terms of meeting their force size objectives, using such policies as basic pay
and bonuses that are neutral with respect to marital and dependent status would likely be
more efficient than using FSAs to achieve these objectives.

Organization of This Report

Our report is organized as follows. Chapter Two reviews the landscape of health care and
dependent care benefits available to military members and civilians. Chapter Three provides
details on how, conceptually, an FSA option could benefit service members and their fami-
lies. In Chapter Four, we review the data and methods we use to compute benefits and costs
to service members and their families, and present our estimates. In Chapter Five, we esti-
mate FSA costs and savings to DoD and the total savings to member, and we discuss what we
learned from the stakeholder discussions regarding administrative costs. In Chapter Six, we
provide an implementation plan and identify areas of uncertainty and risk and factors affect-
ing cost. Finally, in Chapter Seven, we draw conclusions about the advisability and feasibility
of an FSA option for active-duty service members.






CHAPTER TWO

Landscape of Dependent Care and Health
Care Benefits Relevant to the Discussion of
FSA Options for Military Personnel

In assessing the potential benefit of FSAs to active military members, it is important to
understand the broader context of benefits available to military personnel. As discussed in
Chapter One, FSAs provide savings by excluding taxable income, meaning beneficiaries pay
taxes on less income than they otherwise would. Because these arrangements provide sav-
ings by reducing beneficiaries’ tax liabilities, we review FSAs and other tax-based benefits in
health care and dependent care from two sources. The first is the set of benefits available to
the broader U.S. taxpayer population and that may be available to military personnel and/
or their spouses. The second is the set of military-sponsored health care and dependent care
benefits that military members might access. Both sources determine whether and how ser-
vice members would experience a tax benefit from contributing to an FSA.

The Landscape of Health Care Benefits

We first review health care tax benefits that are available to U.S. taxpayers more broadly and
that military personnel or their spouses may be able to access, and then we review military-
specific health benefits.

Health Care Tax Benefits

A variety of tax programs are aimed at reducing the cost of medical expenses to U.S. taxpay-
ers. First, several tax-advantaged accounts that enable taxpayers to put nontaxable income
toward their medical expenses; an HCFSA is one such account. We review three types of
tax-advantaged accounts in the health care domain: an FSA, health savings account (HSA),
and health reimbursement arrangement (HRA). Second, several health-related tax deduc-
tions and credits that individual taxpayers can claim if relevant to their individual situation
are also potentially available to American taxpayers, including uniformed service members.
Table 2.1 summarizes the key features of three types of tax-advantaged health care accounts,
and whether, if implemented, they could be relevant to service members.
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TABLE 2.1

Comparison of Tax-Advantaged Health Care Accounts

HCFSA

HSA

HRA

Structure

Contributions of pre-tax
dollars to pay for qualified

medical expenses

Contributions of

pre-tax dollars to pay

for qualified medical

Contributions of pre-tax

dollars to reimburse
employee’s qualified

expenses medical expenses
Account ownership Employer Employee Employer
Portability after job No Yes No
separation
Who contributes Employee and/or employer Employee and/or Employer

employer

Either traditional or
high-deductible health
plan (must comply with

Affordable Care Act)

Health plan
requirements

Traditional health plan
(not a high-deductible
health plan)

High-deductible
health plan

Fund expiration Funds expire; grace
periods and rollover limits

vary (up to $570 in 2022)

Funds never expire Funds expire

Can be used to pay No No
insurance premiums

Often, yes (employers
determine structure of
reimbursement)

Potential relevance to
service members

If offered, service
members could use

If offered, service
members could use

Unlikely for service
members to benefit
because TRICARE does
not offer a qualifying
high-deductible health
plan

SOURCE: IRS (January 6, 2022).

An HCFSA is a tax-advantaged account that enables the account holder to pay for their
medical expenses with pre-tax dollars. These accounts must be established through an
employer who provides this benefit. Once the account is created, employees and/or employ-
ers can set aside up to a limit that is set by the Internal Revenue Service (IRS) and that is
annually indexed for inflation. In 2022, the contribution limit is $2,850 annually (IRS, 2022e,
p. 4). These contributions are excluded from an employee’s taxable income. Employer plans
can allow up to $570 of unused contributions to be rolled over to the next year, or extended
during a grace period, but otherwise funds not used by the end of the plan year are forfeited
(IRS, 2021b, p. 14) This is known as a use-it-or-lose it provision. As a result, as noted in Chap-
ter One, the value of the benefit may be less than the contributed amount if the employee con-
tributes more than they are able to use within the plan year and grace period. The accounts
can be used to pay for qualified out-of-pocket expenses including medical expenses, co-pays,
co-insurance, and deductibles. The accounts can also be used for dental and vision expenses,
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prescription, and over-the-counter treatments. Under current statute, HCFSA contributions
cannot be used for insurance premiums (IRS, 2022a, p. 17). HCFSAs are covered by the uni-
form coverage rule, which requires that the maximum amount of reimbursement be available
to the employee at all times during the period of coverage (IRS, 2013, p. 4). Effectively, HCFSA
funds are available to cover eligible expenses at the very beginning of the coverage year, even
though the employee has not yet made the full year’s pre-tax contributions from their salary.

Similarly, an HSA reduces the account holder’s tax liability. Like an HCFSA, an HSA is a
tax-exempt account where the employee or employer can contribute funds that are excluded
from the employee’s income for the purposes of computing income tax. These funds can be
used for nearly identical purposes to HCFSA funds with a few exceptions around allowable
insurance premium-related expenses. Unlike the HCFSA, which is sponsored and held by the
employer, an HSA is held by the employee. This means that the account is portable. It is also
not subject to the same use-it-or-lose it restrictions that govern HCFSA funds, and the value
of the expenditure is more likely to equal the contributed amount. This account type is only
available to those with a high-deductible health plan in which the enrollee’s out-of-pocket
expenses and deductibles are expected to be sizable—and, therefore, the contribution limits
are higher, and there is no rollover limit. Notably, TRICARE, the military health insurance
provider, does not offer a high-deductible health plan.! This account type is unlikely to be
relevant to active military members who currently have access to other lower-cost plan types.

A final account type is an HRA which is an account funded solely by an employer. The
funds are distributed tax-free to reimburse employees for qualified medical expenses. Unlike
HCFSAs and HSAs, HRA funds can be used for insurance premiums (IRS, 2022a, p. 18).
This account is not currently established as a benefit for military members. Civilian federal
employees are only offered this account if they are enrolled in a high-deductible health plan
but are ineligible for an HSA, another circumstance that has no current corollary in the active
military community.

Tax-advantaged accounts are not the only way that taxpayers can leverage tax benefits to
help cover the costs of health care. There are also health care-related deductions and credits
that individual taxpayers can claim. For example, taxpayers can choose to itemize deduc-
tions rather than taking a standard deduction on their taxes (IRS, 2022b). If they do so, they
can deduct medical and dental expenses incurred during the tax year that exceed 7.5 percent
of the taxpayer’s adjusted gross income (AGI). That is to say that, if a taxpayer’s AGI was
$50,000, they could deduct qualified expenses beyond the first $3,750 of medical expenses
paid. The list of expenses that qualify as medical-related expenses are broader than the list of
expenses covered by the tax-advantaged accounts described earlier because eligible deduct-

1" Inanunpublished review of high-deductible/high co-pay health plans for military members, Paul Hogan

of the Lewin Group considered a proposal that would involve offering military members such a health plan
under TRICARE that would be coupled with an HSA to allow members to cover higher out-of-pocket costs,
arguing that such of proposal could reduce military health care costs while holding members financially
harmless.



Evaluation of Flexible Spending Accounts for Active-Duty Service Members

ible expenses also include transportation expenses to access health care and insurance pre-
miums not paid by the taxpayer’s employer. Military members can already take advantage
of itemizing their deductions and itemizing qualified medical expenses. Participation in a
tax-advantaged account would not affect members’ ability to itemize their taxes and benefit
from doing so. However, as is the case for all taxpayers, any reimbursements that members
received from the tax-advantaged account could not then also be itemized. For example, if a
taxpayer uses an HCFSA to pay for orthodontia, the taxpayer cannot also then itemize that
expense on a tax return.

Military Health Care Benefits for Active-Duty Service Members and
Families

Active-duty service members and their families access health care through the Military
Health System, specifically through the TRICARE health benefit program that provides ben-
efits to members and their families. The most relevant for our analysis are the two largest
health plans: TRICARE Prime and TRICARE Select.? This section focuses on the structure
of TRICARE benefit coverage and anticipated costs that would affect the utility of HCFSA for
military members (see Table 2.2).

TRICARE Prime is a health plan most comparable with a health maintenance organi-
zation (HMO) plan in the civilian sector. Under TRICARE Prime, the service member or
family member is assigned a primary care manager (PCM) who serves as a primary con-
tact, providing direct care and managing relevant referrals for care from other providers.
Under TRICARE Prime, costs incurred by active members and their families are quite small.
Active-duty military members and their families have no enrollment fee or annual deduct-
ible. Furthermore, care that is provided or referred by a member’s PCM has co-payments and
cost-shares of $0 and 0 percent, respectively. Active members do not have co-payments or
cost-shares for care, even when accessed without a referral (TRICARE, 2022¢). Family mem-
bers of active-duty service members, however, are responsible for co-payments when they
receive care without a referral. TRICARE Prime includes a catastrophic cap that limits the
full amount a member and/or family would be responsible to pay for care.

TRICARE Select is a health plan most comparable with a preferred provider organiza-
tion plan (PPO) in the civilian sector. Under TRICARE Select, a member or family-member
accesses both in-network and out-of-network care providers without a referral. There is no
enrollment fee or premium, but there is an annual deductible, which varies based on whether
the member is enrolled in an individual or family plan, and the service member’s grade.
Co-payments and cost-sharing amounts vary by the type of care, and whether providers are

2 Other TRICARE health plans—such as TRICARE Prime Remote, TRICARE Prime Remote for Active
Duty Family Members, TRICARE for LIFE, and plans for beneficiaries, including former dependent chil-
dren, reservists, and retirees—were reviewed for this report. The details of these plans and coverage are not
included in text for simplicity because they are targeted to specific communities or situations, and are often
structured similarly to the overarching Prime and Select health plans.
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TABLE 2.2

Out-of-Pocket Health Care Costs for Active-Duty Service Members and Families

TRICARE Prime TRICARE Prime

TRICARE Select

TRICARE Select

Out-of-Pocket Cost Group A Group B Group A Group B
Annual enrollment fee
Individual $0 $0 $0 $0
Family $0 $0 $0 $0
Annual deductible
E1-E4 individual $0 $0 $50 $56
E1-E4 family $0 $0 $100 $112
E5 and above, $0 $0 $150 $168
individual
E5 and above, family $0 $0 $300 $336
Annual catastrophic $1,000 $1,120 $1,000 $1,120
cap
Preventative care visit $0 $0 $0 $0
Primary care $0 $0 $24 in network $16 in network
20% out of network 20% out of network
Specialty care $0 $0 $38 in network $28 in network
20% out of network 20% out of network
Emergency room visit $0 $0 $99 in network $44 in network
20% out of network 20% out of network
Urgent care center visit $0 $0 $24 in network $22 in network
20% out of network 20% out of network
Ambulatory surgery $0 $0 $25 in or out of $28 in network
network 20% out of network
Ambulance, outpatient $0 $0 $74 in network $16 in network
(ground) 20% out of network 20% out of network
Ambulance, outpatient $0 $0 20% in or out of 20% in or out of
(air) network network
Durable medical $0 $0 15% in network 10% in network
equipment 20% out of network 20% out of network
Inpatient admission $0 $0 $20.75/day; $25 $67/admission in
minimum per network;
admission 20% out of network
Inpatient skilled nursing $0 $0 $20.75/day; $25 $20 per day in

facility

minimum per
admission

network; $56 per
day out of network

SOURCE: Military Health System (undated).
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in or out of network. Similar with TRICARE Prime, members in TRICARE Select have a
catastrophic cap, setting the outer bounds of health care costs incurred (TRICARE, 2022d).

These health plans determine how members are accessing care, and the extent to which
they choose to pay out-of-pocket expenses for that care. Both members and families enrolled
in Prime and Select also incur costs for prescription medicines. When generic and brand
name prescriptions are accessed through a military pharmacy, co-pays are $0. These pay-
ments increase when the medicines are accessed through home delivery or an external phar-
macy, and they vary by whether they are generic, brand name, or are not included in the
formulary. Over-the-counter medicines are not covered under TRICARE health plans. The
vast majority of expenses are covered for active-duty members under either TRICARE Prime
or Select. However, family members of active-duty service members are responsible for more
expenses, thereby increasing their out-of-pocket costs.

Active-duty service members also access dental care through the Military Health System.
For active members within the United States or U.S. territories, dental care is provided through
military dental clinics through the Active Duty Dental Program. Service members can also
receive care through civilian providers if they are referred through a military dental program,
or if they live in a remote location without access to a military dental clinic. The Active Duty
Dental Program has no out-of-pocket costs for active members (TRICARE, 2021).

Family members of active members are also able to receive dental coverage through the
TRICARE Dental Program. A voluntary program, family members can choose to enroll in
the coverage. Enrollees pay both monthly premiums and cost-shares for dental services. The
costs vary by whether an individual or family is enrolling in the plan, whether the beneficiary
is within or outside the continental United States (CONUS), and the paygrade of the service
member. These costs are shown in Table 2.3. For coverage of a single individual, annual costs
are $139.80 for enrollment premiums, plus cost shares for care beyond diagnostic and preven-
tative care. For coverage for a family, annual costs are $363.36 for enrollment premiums, plus
cost shares for care beyond diagnostic and preventative care.

The Landscape of Child and Dependent Care Benefits

As with health care, we first review child care tax benefits that are available to the U.S. taxpay-
ers more broadly and that military personnel or their spouses may be able to access, and then
we review military-specific child care benefits. Many of the tax benefits reviewed changed
significantly for tax year 2021 through the American Rescue Plan. These changes were not
permanent, so the information included is relevant to tax year 2020 and 2022. Information
about the 2021 tax benefits is noted in footnotes.

Child and Dependent Care Tax Benefits

Tax expenditures and programs enable taxpayers to pay for child and dependent care with
pre-tax dollars. To best understand how these programs function, we reviewed the benefit

10
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TABLE 2.3

TRICARE Dental Program Costs for Family Members of Active Service

Members, 2022-2023

CONUS Outside CONUS
Paygrades Paygrades All
E-1to E-4 E-5 and Above Active-Duty Families
Monthly enrollment premiums Single: $11.65 Single: $11.65 Single: $11.65
Family: $30.28 Family: $30.28 Family: $30.28

Plan maximum
(TRICARE Dental covers up
to the maximum)

Cost shares for dental care

Diagnostic, preventative
care, and sealants

Consultation/office visit

Post-surgical services and
basic restorative services

Endodontic and periodontic
care

Oral surgery
General anesthesia
Intravenous sedation

Miscellaneous services
(occlusal guard, athletic
mouth guard)

Other restorative care,
implant services, and
prosthodontic care

Orthodontic (coverage
limits apply)

Nonorthodontic
services: $1,500 per
person/year
Orthodontic services:

$1,750 per person/
lifetime

0%

20%

20%

30%

30%
40%
50%
50%

50%

50%

Nonorthodontic
services: $1,500 per
person/year

Orthodontic services:

$1,750 per person/
lifetime

0%

20%

20%

40%

40%
40%
50%
50%

50%

50%

Nonorthodontic
services: $1,500 per
person/year
Orthodontic services:

$1,750 per person/
lifetime

0%

0%
0%

0%

0%
0%
0%
0%

50%

50%

SOURCES: TRICARE, 2022c; TRICARE, 2022d; TRICARE, 2022e.

purpose and structure, and eligibility requirements and restrictions. In Chapters Three and

Four, we investigate how these tax credits and programs interact and influence the tax benefit

of a DCFSA.

A DCFSA is a tax-advantaged account that can be used by taxpayers to pay for eligible
dependent and child care expenses with pre-tax dollars. DCFSAs can be used to pay for care

for children under the age of 13, or for care for a dependent spouse or relative who is unable to

1
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care for themselves, and lives in the home. Eligible expenses include care that enable the tax-
payers to work or look for work; ineligible expenses include babysitting, drop-in care, school
tuition other than preschool, and meals. Contributions of up to $5,000 annually for single or
married taxpayers, and up to $2,500 annually for married taxpayers filing separately, to the
DCEFSA are excluded from the taxpayer’s gross income, reducing their tax liability.> Contri-
butions cannot exceed the earned income of the taxpayer, or the taxpayer’s spouse if married.
This means that to contribute the maximum of $5,000 to a DCFSA, either a single taxpayer or
both spouses of a married couple would need to earn at least that amount. The IRS stipulates
that the funds allocated to the DCFSA must be used within the calendar year and the allow-
able grace period of the first 2.5 months of the following calendar year, before unused funds
are forfeited (IRS, 2021b, p. 3; IRS, 2013). Unlike an HCFSA, which is subject to the uniform
coverage rule that stipulates account holders can access all their allocated funds even before
they are fully contributed, DCFSA draw only from available contributed funds for reimburse-
ments. In practice, DCFSA account holders cannot use DCFSA funds before they have con-
tributed those funds from their income and can only use the funds once the claim has been
substantiated (IRS, 2022c¢).

In addition to the DCFSA, several other programs administered through the tax code
relate to child and dependent care expenses. Both refundable and nonrefundable tax cred-
its can help offset the taxes that a taxpayer owes. A nonrefundable tax credit enables the
taxpayer to reduce the filer’s tax liability for value of the credit, up to the amount owed. If
the credit amount exceeds the amount that the filer owes, the taxpayer cannot access those
excess funds. A refundable tax credit also enables a taxpayer to reduce a tax liability for the
value of the credit; and if the credit amount is higher than the amount the taxpayer owes, the
filer receives the rest as a refund (Tax Policy Center, 2020). The Child and Dependent Care
Tax Credit (CDCTC) program is a nonrefundable tax credit that reduces a taxpayer’s income
tax liability. Like a DCFSA, the taxpayer can claim work-related care expenses, meaning the
care is intended to help the taxpayer work or look for work. Eligible expenses also include
in-home and out-of-home care expenses but exclude such educational expenses as tuition,
camps, tutoring for children, or live-in nursing homes for dependents (IRS, 2021c).

Under the CDCTC taxpayers can claim up to $3,000 for one qualifying child under the age
of 13 or dependent, or $6,000 for two or more qualifying children or dependents annually.*
The amount by which the taxpayer can reduce a tax liability is then calculated by multiplying
the qualifying expenses by a credit rate, which is based on the taxpayer’s income. The credit

3 Contribution limits included here are for tax year 2022. The American Rescue Plan increased these con-

tribution limits to $10,500 for single taxpayers and married taxpayers filing jointly, and up to $5,250 for
married taxpayers filing separately for tax year 2021.

4 CDCTC amounts included are for tax year 2020 and again in 2022. For tax year 2021, The American
Rescue Plan made the credit refundable and increased the maximum expenses to $8,000 for one qualify-
ing child or dependent and $16,000 for two or more qualifying children/dependents. The American Rescue
Plan also shifted the credit rate, raising it for filers with lower income, and reducing it for filers with higher
income.

12



Dependent Care and Health Care Benefits Relevant to the Discussion of FSA Options for Military Personnel

rate for taxpayers with a positive AGI less than $15,000 is 35 percent. The credit rate declines
one percentage point for every $2,000 additional income, down to a credit rate of 20 percent
for taxpayers with an AGI of $43,000 and higher (IRS, 2021c). There is no income limit to
claim the credit (Crandall-Hollick, 2021).> The credit rate structure is shown in Figure 2.1.
Eligible expenses are multiplied by the credit rate to determine the tax credit amount. For
example, a taxpayer with an AGI of $40,000 with $3,000 of eligible expenses for one quali-
tying dependent could receive a credit of $660 on their taxes ($3,000 multiplied by 0.22, the
credit rate for AGI $40,000). This credit reduces a filer’s tax liability by offsetting taxes owed
with the credit. Like other Americans, active-duty members and their families can apply
eligible child and dependent care expenses to receive this credit. As we will discuss in Chap-

FIGURE 2.1
CDCTC Credit Rates, Tax Year 2020
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SOURCE: Authors’ analysis of data drawn from Crandall-Hollick (2021).

ter Three, any contributions made to a DCFSA should a DCFSA be made available to service
members, would offset or reduce the expenses that are eligible for the CDCTC.

> The American Rescue Plan changed the CDCTC for tax year 2021. It made the credit refundable,
increased the maximum expenses to $8,000 for one qualifying child or dependent and $16,000 for two or
more qualifying children or dependents. It also changed the credit rate. The credit rate in 2021 was 50 per-
cent for filers with a positive AGI less than $125,000, and declined by one percentage point for every $2,000
until an AGI of $183,000, at which point the credit rate was 20 percent. Filers with an AGI $183,000 to
$400,000, received a credit rate of 20 percent. The credit then phased out, declining by one percentage point
for every $2,000 of income until the credit was $0 for filers with an AGI of at least $438,000.
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The Child Tax Credit also reduces a family’s tax liability and has the objective of provid-
ing support to families with children. Figure 2.2 shows the structure of the tax credit for
married couples in tax year 2020. For every qualifying dependent child under the age of 17, a
family receives a tax credit of up to $2,000, which phases out at $200,000 for unmarried filers
and $400,000 for married couples. The tax credit is partially refundable for families whose
tax liability is less than the value of the maximum amount, up to $1,400.6 The Child Tax
Credit is available to all taxpayers with eligible children, subject to the income restrictions
to access the full amount of the credit (Crandall-Hollick, 2018). The Congressional Research
Service estimates that 84 percent of all families with children receive some support from the
Child Tax Credit (Crandall-Hollick, 2021). Active-duty members with children currently can
access this credit through their tax returns.

Families with dependents who are not children can access the Other Dependent Tax
Credit. This provides taxpayers with a $500 nonrefundable tax credit for each qualifying
dependent, including children older than 17, or dependents living with the taxpayer, such as
elderly parents (IRS, 2022g). Like the CTC, the Other Dependent Tax Credit phases out for
high income earners above a set threshold. These credits are intended to provide support for
families who are caring for dependents and can currently be claimed by active-duty service
members.

Military members can also take advantage of the Earned Income Tax Credit (EITC). The
EITC is a refundable tax credit that has the aim of supporting low- and moderate-income

FIGURE 2.2
Child Tax Credit, Married Couples, Tax Year 2020
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6 The American Rescue Plan expanded the CTC to $3,600 for children 0 to 5 years old, and $3,000 for chil-
dren 6 to 17, and qualifying 17-year-olds for the first time. The amount phased down to the prior amounts
at a particular income level ($150,000 for married filers and $112,500 for single filers), and it phases out
for higher earners. The tax credit was made fully refundable, and it was administered monthly rather than
annually.
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working families and with investment income below a set threshold (IRS, 2022d; Garren,
2022).” The amount of the credit is based on a family’s earned income and the number of
children under the age of 19 (or age 24 if the young adult is a full-time student). The struc-
ture of the credit is shown in Figure 2.3 for unmarried filers in tax year 2020. The credit
phases-in from the first dollar earned, plateaus until income exceeds the phase-out threshold;
phase-in and phase-out rates and thresholds depend on the number of qualifying children,
and whether filers are married or unmarried. For 2020, the maximum EITC for a taxpayer
with one child was $3,584 per year; for two children, $5,920 per year; and for three or more
children, $6,660 per year. A much smaller EITC is available to low-income workers without
children. The structure of the tax credit mirrors the EITC for workers with children, but the
maximum credit amount for a worker without children was $538 in 2020 (Crandall-Hollick,
Falk, and Boyle, 2021).% Active-duty military members can claim the EITC and have particu-
lar circumstances that influence their credit amount. Military members can decide whether
to include nontaxable military pay for the purposes of claiming the EITC. Military members
can choose to include all or none of their nontaxable pay; married couples who both have

FIGURE 2.3
EITC Phase In and Phase Out, Unmarried Filers Tax Year 2020
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7 The EITC is primarily targeted at low-income earners without significant assets. To claim the EITC, a
taxpayer cannot have more than a certain amount of investment income which includes income from inter-
est, dividends, capital gains, royalties, rental income or passive income. Prior to 2021, the limit was $3,650.
The American Rescue plan increased this limit to $10,000 and will be indexed each year for inflation.

8 This childless EITC was temporarily expanded under the 2021 American Rescue Plan, increasing the rate
of the phase-in credit and also increasing the maximum credit amount to $1,502.
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nontaxable military pay can include neither, one, or both individuals’ noncombat pay (IRS,
2022d). Effectively, military members can calculate their tax credit under both scenarios and
select the strategy that provides them with the highest credit.

Military Child and Dependent Care Benefits for Active-Duty Service
Members and Families

DoD provides the largest employer-sponsored child care program in the country, providing
and supporting care for 200,000 children of service members and civilian employees annu-
ally with an annual cost of over $1 billion (Kamarck, 2020). This program offers support on
and off military installations for children ranging from infancy through 12 years old. The
program involves four main services:

o child development centers (CDCs) or “on-base” care, mostly for children under age 6

o school-aged care (SAC) provides programs in stand-alone facilities, installation-based
youth centers, or on-base CDC facilities for children ages 6 to 12 (or in kindergarten)

o family child care (FCC) that can be on or off base and is provided to children through
age 12

o supplemental child care, which augments the other programs (the main program is a
fee-assistance program that gives a child care subsidy for community-based [off-base]
care that is paid by the services).

We briefly review each of these services in this subsection.

CDC:s offer full-day and part-day child care for infants through preschool-aged children
on DoD installations in facilities that are staffed and overseen by DoD—these are some-
times called installation-based care. The CDCs offer care during standard working hours,
with some locations offering extended day schedules. CDC spaces are available to children
of military families and DoD civilians alike, although spots are limited, and priority is given
to military families. Military families where both spouses are working are also given prior-
ity over military families where one spouse is not working. Fees for CDCs are subsidized and
are based on a family’s total family income (TFI), which is composed of wages, salaries and
tips from both spouses if married, and allowances, including the Basic Allowance for Hous-
ing and the Basic Allowance for Subsistence (Office of the Assistant Secretary of Defense for
Manpower and Reserve Affairs, 2021).° These rates are shown in Table 2.4 for the 2021-2022
school year and range from $58 per week for families in the lowest income category, to $167

9 TFI should be distinguished from taxable income. CDC fees are based on TFI as the text indicates, while
the tax changes that we compute in Chapter Four are based on taxable income. An important way in which
TFI differs from taxable income is the former includes allowances, while the latter does not; allowances
are not subject to income tax. A further distinction is that neither TFI nor taxable income includes the tax
advantage associated with receipt of allowances tax-free. Metrics of military pay, such as regular military
compensation, typically recognize the tax advantage represents income to the member.
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per week for military families earning over $140,000 (Office of the Assistant Secretary of
Defense, Manpower and Reserve Affairs, 2021). As we discuss in Chapter Three, should a
DCFSA be offered to service members, CDC fees paid by military families would be consid-
ered eligible expenses.

SAC programs are provided in installation-based youth centers or in CDC facilities. The
programs are certified, and provide before and after school care, care during nonschool days

TABLE 2.4
Child Care Fees for CDCs and Community-Based Fee-Assistance Programs by
TFI Category, School Year 2021-2022

Category TFI Weekly Fee Per Child
| $1-$30,000 $58
Il $30,001-$40,000 $67
11l $40,001-$50,000 $82
\% $50,001-$60,000 $100
\Y $60,001-$70,000 $119
VI $70,001-$80,000 $126
Vil $80,001-$90,000 $139
VI $90,001-$100,000 $142
IX $100,001-$110,000 $146
X $110,001-$120,000 $149
Xl $120,001-$130,000 $156
Xl $130,001-$140,000 $162
Xl $140,001+ $167
DoD contractors Not applicable $217

and specified
space-available
patrons

Standard hourly care Not applicable $7 per hour

SOURCE: Office of the Assistant Secretary of Defense, Manpower and Reserve Affairs (2021).

and during the summer. Rates are subsidized, and the cost to a family is determined by the
family’s TFI.

To expand the availability of child care options, given the wait lists for on-base care, and
to increase accessibility for families who might prefer off-base care, the armed forces provide
fee-assistance or a subsidy to service members to help cover off-base child care expenses if
their children are enrolled in an approved community provider. To participate in the pro-
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gram, providers must be state-licensed, have had a state-licensing inspection within the pre-
vious year, ensure that all employees have passed FBI background checks, and be nationally
accredited (Child Care Aware of America, undated-a).!? Under the fee-assistance program, a
family pays the approved community-provider the on-base CDC weekly rate associated with
their family’s TFI. The service’s subsidy is the difference between the CDC rate and the rate
charged by the provider, up to a cap established by each Service (Child Care Aware of Amer-
ica, 2021).!"! The caps for 2022 are:

o full-time care: $1,500 per month per child
o part-time care: $750 per month per child.

If the provider’s fee is more than the established maximum allowable cap, a family is also
responsible for covering the difference. Additionally, to be eligible for the full subsidy, both
parents must be working or enrolled in school (Child Care Aware of America, undated-a).

The amounts that military families receive from the subsidy for community-based care
would offset or reduce the maximum amount that can be contributed to a DCFSA or that is
eligible for the CDCTC described above. As we will discuss further in Chapter Three, a mili-
tary family receiving a community-based care subsidy at the monthly cap of, say, $1,500 per
month for Army personnel, would reach the $5,000 per year cap on DCFSA contributions
within a few months. Consequently, the maximum a member could contribute to the DCFSA
would be zero.

Military families can also access FCC, also known as home day care, and they care for
infants and school-aged children in their homes (either on or off an installation). They often
offer a more flexible schedule to families, including full-day, part-day and extended care.
These providers are limited to caring for, at most, six children at any given time (Kamarck,
2020). FCC providers are certified by installations or military services based on DoD require-
ments. The certification requirements differ slightly for providers based on and off military
installations. For on-installation FCC providers to be certified, a provider must be state
licensed, pass an annual inspection, and have either a Child Development Associate creden-
tial, an associate’s degree or higher in early childhood education or child development, or
accreditation by the National Association for Family Child Care (Child Care Aware of Amer-
ica, undated-a). Many FCC providers are military spouses (Kamarck, 2020, p. 26). Although
FCC fee structures are determined by the providers themselves, military families who enroll

10" There are locations where nationally accredited care is not available. In 2019, the military services
launched a pilot where, in locations without nationally accredited care, providers could instead be approved
if they are rated quality by their state’s Quality Rating and Improvement System (QRIS). The program, Mili-
tary Child Care in Your Neighborhood-Plus, is available in Maryland, Nevada, Virginia, and Washington
as of 2022 (Child Care Aware of America, 2022a).

1 Prior to 2021-2022, all services other than Army had a provider cap of $1,100 per month per child, $1,300
per month per child in high cost locations. Army had a provider cap of $1,500.

18



Dependent Care and Health Care Benefits Relevant to the Discussion of FSA Options for Military Personnel

in FCC are eligible for fee assistance based on their TFI, such that they would pay the same
weekly fee they would be charged for child care through an on-installation CDC or SAC.

DoD recently launched an in-home child care fee-assistance pilot. The pilot provides fee
assistance to families who employ full-time, in-home child care, such as nannies. Providers
must meet certain age, citizenship, and education requirements; have completed 32 hours of
child care training; and have passed state and national background checks. The assistance
can support care from 30 to 60 hours per week. Families are eligible for the assistance if they
are active duty; in married households, families are eligible if they are dual active duty, or a
spouse works or attends school full time. The program is currently offered in the District of
Columbia area; Hawaii, San Diego, California; Norfolk, Virginia; and San Antonio, Texas.
The payment structure is the same as the community-based fee-assistance program, and it is
based on TFI (Child Care Aware of America, undated-a).!2

Finally, although we focus here on military-provided dependent care programs, mili-
tary families can also access community-based off-base care without a receiving a subsidy.
Families might seek off-base dependent care and without fee assistance when an insufficient
number of community-based care facilities have been approved to be a certified provider and
on-base options are not available.

Summary

Active-duty service members and their families have access to health care and child and
dependent care benefits through both DoD-sponsored programs and tax incentive programs.
DoD provides programs in health care, including TRICARE and TRICARE Dental pro-
grams, that nearly eliminate out-of-pocket costs relating to accessing health care for mem-
bers and keep costs low for family members. On-base DoD-subsidized child care provides a
below-market rate option for care for working families. Members can access several tax cred-
its to offset expenses related to child care and may be eligible for means-tested credits, such
as the EITC, Child Tax Credit, or CDCTC that can reduce their overall tax burden. Together,
these DoD-provided programs and tax credits may reduce eligible expenses for FSAs, or pro-
vide other methods by which active-duty families can address costs associated with health
and child care.

12 DoD also offers child care support for specific communities within the military. One such example is
Respite Care. Through Respite Care, families of deployed service members, wounded warriors, and sur-
vivors of fallen warriors are eligible for up to 16 hours of child care per child per month, at no cost to the
family. Army recruiters and ROTC Cadet Cadre are eligible for five hours of child care per child per month
during their assignment. Another example is care provided for children enrolled in the Navy’s Exceptional
Family Member Program. These children are eligible for 40 hours of free care per month, provided in the
child’s home, in an FCC, or an off-base center. These programs are targeted at alleviating the particular care
constraints that these families face.
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CHAPTER THREE

How Might FSAs Financially Benefit Active-
Duty Members and Their Families?

Important considerations for Congress and DoD in deciding whether to implement FSAs for
service members is whether they impart a benefit to members and the cost and benefits to
DoD of providing those benefits. In this chapter, we consider the context and mechanisms
that influence how FSAs might benefit service members financially. This context underlies
the computations of financial benefit provided in Chapter Four, and the analysis of costs and
benefits to DoD explored in Chapter Five. Whether FSAs could impart a financial benefit
depends on several factors:

1. Extent to which active-duty members use health care and dependent care that is
eligible for reimbursement through an FSA. Information is needed on the extent of
health care and/or dependent care expenses that would be eligible for an FSA, both
the average amount of expenses per member and the share of members who would
have these expenses. Related to the extent is the predictability of these expenses.

2.  How FSA options would affect other tax benefits and financial outcomes. Infor-
mation is needed on how expenses eligible for an FSA would interact with other tax-
reducing programs and tax credits as well as other military programs (i.e., the net
benefit taking account of these other programs).

How FSAs Could Financially Benefit Members and Their
Families

FSAs provide a benefit to taxpayers in two ways. First, FSA contributions are excluded from the
taxpayer’s AGI on which taxes are assessed. Given that U.S. tax system is progressive, meaning
that that the marginal tax rate rises with income, excluding income from the “top” of the tax-
payer’s earnings means that less income is subject to the top tax rate. For example, in tax year
2022 an unmarried taxpayer with an AGI of $45,000 would pay 10 percent on the first $10,275,
12 percent on income up to $41,775, and 22 percent on income over that amount up to $89,000
for a total tax liability of $5,517 (or $1,027.50 on the first $10,275 + $3,780 on income up to
$41,775 + $709.50 on the last $3,225) (IRS, 2021b). If the taxpayer contributed $1,000 to an FSA,
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AGI would be $44,000, and the amount taxed at the highest rate (22 percent) would be reduced.
The taxpayer would owe $5,297 ($1,027.50 + $3,780 + $489.50) for a savings of $220.

Second, contributions to an FSA reduce the amount of earnings subject to Social Security
and Medicare taxes, thereby reducing the payroll tax that the member pays.! The majority
of service members have earnings below the Social Security wage cap, enabling them to save
both Social Security taxes (charged at 6.2 percent of earnings) and Medicare taxes (charged
at 1.45 percent of earnings) for a total of 7.65 percent of their FSA contribution. The payroll
tax savings amounts to $382.50 if a service member contributes the maximum of $5,000 to a
DCFSA and $218.03 if a service member contributes the maximum of $2,850 to an HCFSA.
For service members with net earnings of FSA contributions greater than the Social Security
wage cap ($137,700 in 2020), the service member would only save the Medicare portion of
payroll taxes or 1.45 percent of the FSA contribution because he/she would pay the maximum
amount of Social Security taxes irrespective of whether he/she contributes to an FSA.

This basic structure relies on a few assumptions. First, to be beneficial, the service member
must incur eligible costs. Second, because of the use-it-or-lose it feature of FSAs, the predict-
ability of these costs is also important, and, as discussed in Chapter One, the value of the
benefit may be less than the dollar cost if members forfeit unused funds at the end of the plan
year. Finally, the utility of the FSA depends on family earnings, access to tax credits, and any
offsets that limit the contribution and benefit amount.

Health Care and Dependent Care Usage and Out-of-Pocket
Expenses Among Active-Duty Members and Their Families

Health Care

Whether members and their families choose TRICARE Prime or TRICARE Select affects
their health care expenses that would be eligible for an FSA. All active-duty service members
were enrolled in TRICARE Prime, while 82 percent of active-duty families were enrolled in
TRICARE Prime in fiscal year (FY) 2020 (Figure 3.1). Most of the remaining active-duty
families, 17 percent, were enrolled in a TRICARE Select plan. The remaining were either
nonenrolled or eligible for Medicare.

Table 2.2 in the previous chapter showed that average out-of-pocket costs are $0 under
TRICARE Prime for active-duty members, while Figure 3.1 shows that all active members are
covered by TRICARE Prime. Consequently, average expenses for accessing health care are
virtually zero for service members. Family members enrolled in Prime plans are responsible

1" Because the employer, in this case DoD, also pays Social Security and Medicare taxes for each service

member, DoD would also benefit in the form of lower Social Security and Medicare contributions. We dis-
cuss this savings in Chapter Five. Reducing a service member’s earnings subject to Social Security taxes
would also potentially reduce his or her earnings used to calculate future Social Security benefits, which are
based on an individual’s 35 highest years of earnings.
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FIGURE 3.1
Health Plan Coverage of Active-Duty Members and Their Families, 2020

100 — Medicare-eligible, 0

Non-enrolled, 2

Medicare-eligible
[l Non-enrolled
[l TRICARE Select

Percentage enrolled
(&)
o

(all plans)
B TRICARE Prime
(all plans)
0
Active-duty members Active-duty family members
(n =1,407,462) (n=1,641,724)

SOURCE: Authors’ analysis of data drawn from Office of the Assistant Secretary of Defense for Health Affairs, Defense
Health Agency (2021, p. 35).
NOTE: Numbers do not sum to 100 due to rounding.

for co-payments only when they seek care without a referral, potentially facing higher out-of-
pocket costs than service members depending on personal choices for sought-after care. For
active-duty family members enrolled in Prime, the annual out-of-pocket cost hovered around
$100 per year for 2018 through 2020 (Figure 3.2), below the comparable out-of-pocket costs
faced by civilians enrolled in HMO plans (Office of the Assistant Secretary of Defense for
Health Affairs, Defense Health Agency, 2021). Thus, for the 82 percent of active-duty fami-
lies who are covered by TRICARE Prime, their average out-of-pocket health care expenses
were about $100 per year. For the 17 percent of active family members enrolled in TRICARE
Select, average out-of-pocket expenses to cover co-payments and cost-sharing were about
$500. Although higher than the out-of-pocket expenses expected under TRICARE Prime,
the annual cost of TRICARE Select is significantly lower than comparable costs faced by
civilians in PPO plans (see Figure 3.3).

Other, nonhealth plan-related health care expenses might be eligible for FSA coverage.
Specifically, many over-the-counter medications and supplies are eligible expenses. We have
no data on such expenses by active military members or their families, but the Consumer
Expenditure Survey that the Bureau of Labor Statistics administers and collected by the
Census Bureau provides this information for U.S. households in general. Americans, on aver-
age, spent $387 in 2020 on over-the-counter medications and supplies, including nonpre-
scription drugs and vitamins, shown in Table 3.1. Although some of the medical supplies
included in the survey might be covered by TRICARE health plans for military personnel,
other expenses might be less relevant for the military community (adult diapers), a popu-
lation that is younger and healthier than the country as a whole. Other expenses could be
more relevant to military personnel, given the physically taxing aspects of military service.
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FIGURE 3.2

Out-of-Pocket Costs by Type for Active-Duty Families Enrolled in TRICARE
Prime Compared with Civilian HMO Costs, FYs 2018-2020
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Although it is difficult to surmise to what degree the average expenses for the general popu-
lation are relevant for military personnel, these estimates provide a helpful benchmark for
understanding how much military families might be spending on health-related expenses
outside their health plan.

Eligibility of Out-of-Pocket Health Care Costs

Ultimately, to financially benefit from an HCFSA, service members would need to incur out-
of-pocket costs that are eligible for FSA coverage. Table 3.2 provides a summary of the types
of expenses incurred by service members and their families that are eligible for FSA funds.
The table suggests that dental care fees could be a source of out-of-pocket costs for military
families and some of the costs could be large. For example, the average cost of orthodontia is
large (about $3,100 according to Hung et al., 2021).
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FIGURE 3.3
Out-of-Pocket Costs by Type for Active-Duty Families Enrolled in TRICARE
Select Compared with Civilian PPO Costs, FYs 2018-2020
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SOURCE: Office of the Assistant Secretary of Defense for Health Affairs, Defense Health Agency (2021, p. 217).
NOTE: Numbers do not sum to the totals due to rounding.

Child Care

Whether families participate in DoD-sponsored programs determines the child care expenses
they incur and the eligibility of those expenses for FSA reimbursement. Determining the
number of families participating in DoD-supported programs is challenging because data
are reported on children enrolled in a program but not on members with enrolled children.
Table 3.3 presents two measures of enrollment in DoD programs. The first column presents
the number of children enrolled in these programs on a date of record in September 2019.2
The first column likely underestimates the number of children who participate in these pro-
grams throughout the tax year, because the data capture a point-in-time measure of enroll-

2 Table 3.3 presents 2019 enrollment data provided to the research team by the Office of Military Commu-
nity and Family Policy. We also reviewed 2018 and 2020 enrollment data. Levels for 2018 enrollment were
similar to 2019 levels. Enrollment during 2020 is notably lower, likely because of the coronavirus disease
2019, during which safety requirements limited availability and families’ routines and demands for child
care were disrupted.
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TABLE 3.1
Average Annual Expenses from the Consumer Expenditure
Survey, 2020

Expense Category Average Annual Expense
Nonprescription drugs $115.74
Nonprescription vitamins $101.46
Medical supplies $169.70
Eyeglasses and contact lenses $74.12
Hearing aids $27.52
Topicals and dressings $48.42
Adult diapers $2.22
Medical equipment for general use $9.10
Supportive and convalescent medical equipment $6.13
Rental of medical equipment $1.15
Rental of supportive, convalescent medical equipment $1.05
Total: nonprescription drugs, vitamins and medical supplies $386.90

SOURCE: Bureau of Labor Statistics (2020).

NOTE: Data include all consumer units, including households, financially independent individuals living with
others, and two or more people cohabitating and making joint financial decisions.

ment as families access care arrangements at different times through the year. The second
column shows the number of children enrolled in programs throughout FY 2019, but the
number may overestimate participation if it captures children who have changed child care
settings because of a permanent change of station or another event. Additionally, we present
the number of children who received fee assistance for a community-based care provider.
These data suggest that 9 percent to 16 percent of children enrolled in DoD-supported child
care are enrolled in community-based fee-assistance programs.

For service members who participate in either installation-based care (e.g., CDC, SAC,
or, in some cases, FCC) or who access community-based fee-assistance care, child care costs
are based on TFI, as described in Chapter Two. Figures 3.4 and 3.5 show the distribution
of enrolled children in a CDC or SAC, respectively, by TFI category during the 2021-2022
school year.? (Table 2.4 defines income categories. As noted, TFI consists of wages, salaries,
tips and allowances, including the Basic Allowance for Housing and the Basic Allowance
for Subsistence.) CDC enrollment is highest among those in Categories VIII, IX, and XIII,
corresponding to incomes between $90,001 and $100,000, $100,001 and $110,000, and more
than $140,000, respectively. Across the categories, 17 percent of CDC-enrolled children are

3 The tabulations shown in these Figures are based on the date of record data for November 2021.
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TABLE 3.2

Health Care Costs for Active-Duty Service Members and Families by Whether

Expenses are FSA-Eligible

FSA Eligibility of Expenses

Health Care Costs

Incurred health care costs ineligible
for FSA funds

Incurred health care costs eligible
for FSA funds

Medical care:

e Enrollment fee (relevant for retirees and their families;
active military members and their family members are
exempt from an enrollment fee for TRICARE Prime and
TRICARE Select)

Dental care:
e TRICARE Dental Plan monthly fees (relevant only for
enrolled family members)

Medical care (all plans unless otherwise indicated):

¢ Point-of-service fees for care accessed outside a referral
(TRICARE Prime only; relevant only for enrolled family
members)

e Co-payments and cost shares for health care (TRICARE
Select only)

e Per diem for inpatient care (relevant only for enrolled
family members)

e Prescription drugs accessed outside a military pharmacy

e QOver-the-counter medicines

Dental care:
e Cost shares (relevant only for enrolled family members)

SOURCE: IRS, 2022b.

TABLE. 3.3

Estimates of Enroliment in DoD-Sponsored Child Care Programs

Date of Record Enroliment Annual Enrollment
Child Care Program (September 2019) (FY 2019)@
CDC 60,960 116,538
FCC 4,714 8,381
SAC 29,110 51,294
Community-based fee 36,0742 36,074
assistance
Total 130,858 212,287

SOURCES: Office of Military Community & Family Policy, undated; U.S. Government Accountability Office,

2021c.

NOTES: Columns reflect different methods for counting enrollment. Date of Record Enrollment reflects the
number of children in a program on a given day, which may underestimate the total number of children enrolled
in programs throughout the year. Annual Enroliment reflects the number of children enrolled in programs
throughout the year but may duplicate counts of children who enrolled in different programs or locations

through the year.

@ Reflects community-based fee assistance for full FY.
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FIGURE 3.4
Number of Children Enrolled in a CDC by Age and TFI Category, November 2021
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SOURCE: Author’s analysis of TFI data provided to the research team by the Office of Military Community and
Family Policy.
NOTE: TFI categories are defined in Table 2.4.

from families with total income of less than $60,000, 32 percent from families with between
$60,000 and $100,000 in total income, 27 percent from families with between $100,001 and
$140,000, and 24 percent from families with more than $140,000 in TFI. As discussed in
Chapter Two, fees are set based on TFI. A family with $55,000 in TFI and an infant enrolled
at a CDC would pay $100 weekly (TFI Category IV) or $5,200 annually in child care costs.

Unsubsidized child care expenses are higher on average than child care accessed through
military-supported programs and can vary dramatically across locations. Child Care Aware
of America estimates that the national average for a year of care for children under the age
of 5 is around $10,174 (Child Care Aware of America, 2022a, p. 42). The average is higher for
infants than for preschool-aged children and for center-based programs than in home-based
child care. In 2020, the annual average cost of center-based care for an infant in California
was $17,384, $12,168 for a 4-year-old, and $14,399 for before- and after-school care for school-
aged children. In Texas, average annual costs were estimated to be $10,826 for infant care,
$9,147 for a 4-year-old’s care, and $5,949 for SAC. In Alabama, one of the lowest-cost states
for child care, the average annual cost for infant care was estimated to be $7,800, and care
costs for a 4-year-old and school-aged children were estimated at $7,280 annually (Child Care
Aware of America, 2022b, pp. 2-3).
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FIGURE 3.5
Number of Children Enrolled in SAC Programs by Age and TFI Category,
November 2021
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Eligibility of Out-Of-Pocket Dependent Care Expenses

How and whether service members and their families can financially benefit from a DCFSA
depends not just on whether expenses are eligible for a DCFSA. It also depends on a family’s
earnings and tax credits, their employment status, and, critically, on the type of dependent
care it receives, as we describe in this subsection. Ineligible and eligible expenses for child and
dependent care FSAs are included in Table 3.4.

Employment and earnings matter because DCFSA funds can cover only work-related
care expenses. This means that DCFSA funds can only cover care while the service member
is working, and, if relevant, the member’s spouse is working, looking for work, or enrolled
as a student. Additionally, DCFSA contributions cannot exceed the lower-earning spouse’s
earned income. Thus, if a family wanted to max out its contributions to a DCFSA at $5,000,
the lower-earning spouse’s earning would need to exceed that amount. For active-duty mar-
ried families to benefit from a DCFSA, the dependent care must support a family’s work or
studies, and a family must have earned income.

Importantly, the type of dependent care will affect the financial benefit of a DCFSA for
military families. Families who enroll their children in on-base child care programs (such as
a CDC or SAC) can use DCFSA dollars to cover their weekly fees. Although these programs
are subsidized by the military, this subsidy is not considered a direct subsidy for active-duty
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TABLE 3.4
Dependent Care Costs for Active-Duty Service Members and Families by
Whether Expenses are Eligible for an FSA

FSA Expense Eligibility Child and Dependent Care Costs
Incurred costs ineligible for FSA Child care:
funds e Child care for nonwork-related time
e Educational fees (e.g., tuition for kindergarten or higher grades;
tutoring)

e Extracurricular activities
e QOvernight camps

Dependent care:
¢ Nursing home

Incurred costs eligible Child care:
for FSA funds e Care for a child or children under the age of 13 while parents
are working, actively looking for work, or full-time students
(including care provided through a formal program, or in-home
care from a nanny or babysitter)
e Day care and preschool
e Before- and after-school care
e Summer day camp

Dependent care:
e Care for a spouse or dependent (13 years or older) who is
physically or mentally unable to care for themselves
e Adult day care center
e Daily elder care

All care:
e Payment processing fees
e Transportation to and from care provided by the care provider

SOURCE: IRS, 2021a.

military members.* Figures 3.4 and 3.5 show that 91 percent of preschool-aged and young
children in installation-based CDCs and 93 percent of children in SAC are from military
families in TFI Category IV or higher. For these children, out-of-pocket child care expenses
exceed $5,000, meaning that their parents could contribute the maximum of $5,000 to a
DCEFSA if they meet all other eligibility criteria. Similarly, families who access community-
based child care without fee assistance can use a DCFSA to cover their weekly expenses up to
the annual maximum of $5,000, assuming their child care expenses are eligible for a DCFSA.

In contrast, families who enroll their children in subsidized community-based care would
unlikely be able to use a DCFSA because the fee assistance would offset eligible DCFSA
expenses, according to the U.S. tax code (IRS, 2022g, p. 11). Although DoD pays the subsidy

4 Children of DoD civilian sponsors who enroll in these programs are considered to be receiving a direct
subsidy. Therefore, the value of the subsidy will offset DCFSA contributions for civilians but not for mili-
tary personnel. Although we do not know Congress’s intent in making this distinction between civilians
and military personnel, it is possible Congress wanted to provide what appears to be an additional benefit
to military members in recognition of their military service.
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directly to the provider, the subsidy offsets the eligible expenses for a DCFSA dollar for dollar.
Any combination of child care subsidy and DCFSA contributions cannot exceed the maxi-
mum DCFSA contribution limit of $5,000. The limit holds even if different care arrangements
are used. To illustrate, if a family accesses at least $5,000 in fee assistance for care during the
school year, a family is ineligible to contribute or use DCFSA funds for summer care, such
as day camp. It is likely that families receiving fee assistance for community-based care will
receive a subsidy that will offset any contribution to a DCFSA. Take for example a family
with a TFI of $55,000 (TFI Category IV) and has child care expenses of $20,000 annually. If
receiving fee assistance, a family would pay $100 weekly given that the family is in Category
IV in Table 2.4 (or $5,200 annually assuming continuous enrollment), and the military, and
specifically the member’s service would pay the remainder of the fee directly to the provider.
The services cap their contributions to providers and subsidize for care up to $1,500 monthly,
or $18,000 annually, less the fees paid by families based on their TFI. In the scenario provided
here, a family with $20,000 in annual child care expenses would have paid $5,200 for fees set
according to its TFI, and the military would have paid $12,800 directly to the provider—up
to the provider cap—an amount that far exceeds, and thus offsets, the contribution limit of
$5,000 for a DCFSA. Furthermore, in this example, a family would have an additional $2,000
for the additional cost above the provider cap (equal to $20,000 — $5,200 - $12,800) of out-of-
pocket expenses that could not be covered by the DCFSA.

Therefore, how and whether a military member would benefit from a DCFSA depends
crucially on the type of dependent care and, more importantly, whether it is on-base care
or subsidized community-based care. Members with children in community-based fee-
assistance programs would be unlikely to benefit from a DCFSA, while those receiving on-
base care, such as in a CDC, would benefit. Furthermore, because child care spaces in the
CDC:s are supply constrained (Kamarck , 2020), not every military family who would prefer
to receive care on base (and fully benefit from the DCFSA) are able to do so. Furthermore,
the DCFSA could exacerbate the shortage of on-base care spaces as more military families
attempt to seek on-base care to take advantage of the DCFSA, an advantage that is less likely
for off-base fee-assistance care. Although they may find certified off-base providers where
expenses are eligible for fee-assistance, this option would most likely eliminate the advantage
of having a DCFSA. Concerns about equity in access to the benefits of a DCFSA could poten-
tially be addressed by eliminating the offset for the employer subsidy of child care. Were the
offset to be eliminated, a DCFSA could be used to cover any remaining costs not covered by
the DoD subsidy. Legislation would need to be enabled to make an employer child care sub-
sidy and DCFSA stackable. We return to this point in our concluding chapter.

Interaction Between FSAs and Other Tax Benefits

As mentioned at the start of this chapter, whether FSAs could impart a financial benefit to ser-
vice members depends on a second factor—specifically, how FSAs interact with other programs
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and specifically other tax benefits. FSAs enable taxpayers to exclude eligible health and depen-
dent care expenses from income that is subject to taxation, as discussed earlier in the chapter.
However, FSAs, exclusions of taxable income, and tax credit programs interact in important yet
complicated ways that can affect the ultimate financial benefit of having an FSA.

Table 3.5 presents an overview of these interactions. Pre-tax contributions to FSAs are not
included in earned income and are thus not included in a taxpayer’s AGI. By making these
contributions, taxpayers might find themselves eligible for different amounts of tax credits
than they otherwise would have been. Reducing a taxpayer’s AGI might change whether the
taxpayer falls above or below credit thresholds, change the credit rate calculation, and deter-
mine the amount of the credit. The adjustments interact with other tax credits and so the
benefit varies at different income levels.

Figure 3.6 illustrates the complicated interaction between an FSA and the EITC and the
implications of FSA contributions for income taxes. Consider a taxpayer who contributes

TABLE 3.5
Interactions Between FSAs and Tax Benefits

Tax Benefit How an FSA Interacts with or Affects the Tax Benefit

CDCTC DCFSA: Individuals can use both the CDCTC and a DCFSA with two important
constraints:
e Expenses paid for by the FSA cannot also be claimed through the CDCTC.
e For every dollar contributed to a DCFSA, the taxpayer must reduce the
maximum amount of qualifying expenses for the CDCTC. Therefore, the
taxpayer will be able to benefit from both programs, only if the federal tax
credit is larger than what is contributed to the DCFSA.

All FSAs: The maximum CDCTC amount is calculated based on the taxpayer’s
AGI. Contributions to an FSA will lower the taxpayer’s AGI and affect the credit
rate calculation.

Child Tax Credit and All FSAs: The Child Tax Credit and Other Dependent Tax Credit are calculated
the Other Dependent  based on the taxpayer’s AGI. Contributions to an FSA will lower the taxpayer’s
Tax Credit AGI and affect the amount of the tax credit.

EITC All FSAs: The EITC calculated based on the taxpayer’s taxable earnings.
Contributions to an FSA will lower the taxpayer’s earned income and affect the
amount of the tax credit.

Special considerations for service members: Service members can choose to
include or exclude nontaxable pay for the purposes of the EITC. This decision
would also be affected by FSA contributions that would reduce the service
member’s earned income.

ltemized health care HCFSA: Individuals cannot itemize deductions for health care expenses paid for
deductions by an FSA.

All FSAs: Contributions to an FSA lower the taxpayer’s AGI. Because individuals
are able to deduct medical expenses that exceed 7.5 percent of the AGl,
lowering their AGI through FSA contributions could mean that taxpayers could
deduct more expenses than they would have been able to deduct had FSA
contributions not been excluded. However, expenses that are paid through the
FSA cannot be itemized, and this factor reduces the amount that is deductible.

SOURCES: IRS, 2021a; 2022b; 2022d; 2022f; 2022g.
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FIGURE 3.6

Example of the Interaction Between an FSA and the EITC for Unmarried Member

with One Child, Tax Year 2020
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to an FSA and who excludes that income from earned income. In the absence of this exclu-
sion, the taxpayer may have been at a particular part of the EITC’s phase-out range or even
just beyond the eligibility threshold to claim the EITC. With the exclusion and the implied
lower earnings, the taxpayer may become eligible for a larger credit than the individual oth-
erwise would have been. This case is demonstrated for AGI over $19,330 in Scenario One in
Figure 3.6 when the taxpayer is in the “phase-out” range or beyond (Tax Policy Center, 2021).
If instead, a person’s pre-FSA earned income placed the individual in the phase-in region of
the EITC (AGI less than $10,000 in Figure 3.6), then reducing earned income by the amount
contributed to an FSA would reduce the amount of EITC that could be claimed. Finally, if a
person’s pre-FSA earnings places him or her on the plateau range of the EITC, then contrib-
uting to an FSA could leave the amount of EITC unchanged or even reduce it, shown in Sce-
nario 2 in Figure 3.6. The effect of an FSA on the Child Tax Credit is similar to that described
for the EITC. Reducing AGI by the FSA contribution amount can increase, decrease, or leave
the amount of Child Tax Credit unchanged depending on whether post-FSA earnings move
the service member along the phase-out range, plateau, or phase-in range of the credit. In
contrast to the EITC and Child Tax Credit, contributions to a DCFSA will reduce the CDCTC
that a service member can claim. This is because each dollar contributed to a DCFSA crowds
out dollar for dollar the amount of eligible expenses that can be claimed for the CDCTC.
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The overall net effect on tax liability from participating in an FSA program and, therefore,
the net financial benefit of an FSA to service members is ambiguous and cannot be predicted
a priori. The complex interactions between FSA contributions and certain credits mean that
determination of the net benefit must be empirically estimated. In Chapter Four, we empiri-
cally estimate the change in taxes from participating in FSAs. After explaining our method-
ology for our empirical estimates, we also provide more detailed examples of how contribu-
tions to an FSA program interacts with other tax programs to affect the overall change in
members’ tax liability.
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CHAPTER FOUR

Estimating Tax Benefits of DCFSAs and
HCFSAs

As discussed in Chapter Three, the net effect of an FSA on total taxes is ambiguous due to its
interaction with certain credits. Contributions to an FSA reduce earnings subject to income
taxes and payroll taxes, thus yielding a tax savings from reducing the amount of income tax
before credits (i.e., the amount of tax calculated based on taxable earnings) and reducing the
amount of pay subject to Social Security and Medicare payroll taxes. However, certain tax
credits—specifically, the EITC and the refundable portion of the CTC—are calculated based
on taxable earnings. Because of the nonlinear schedules for these credits discussed in Chap-
ter Two, reducing taxable earnings through contributions to an FSA might decrease, increase,
or have no effect on the amount of EITC or Child Tax Credit that a service member could
claim. Moreover, contributions to a DCFSA reduce the CDCTC that a service member could
claim because DCFSA contributions offset dollar for dollar the amount of expenses eligible
for the CDCTC.

We conduct simulation analysis to investigate the effect of FSAs on total taxes for active-
duty service members under a variety of scenarios. We estimate the effect of FSAs on taxes
separately for DCFSAs and HCFSAs and then present results from participating in both a
DCEFSA and an HCFSA. Before presenting the results, we first describe our methodology.

Methodology

To better understand the relationship between service member characteristics and tax impli-
cations of FSA contributions, we estimate how taxes would change under different scenarios
using the National Bureau of Economic Research (NBER) TAXSIM (Feenberg and Coutts,
1993).! NBER TAXSIM is a collection of programs and data that implements a microsimula-
tion model of U.S. federal and state income tax returns for each filing year. Unlike off-the-
shelf software, such as TurboTax, NBER TAXSIM takes user inputs and calculates income tax
liability and tax credits in batches. The batch calculation capability allows us to calculate the

1" The NBER TAXSIM model and documentation can be online (NBER, undated).
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tax change from contributing to an FSA for service members with different characteristics
and income assumptions in a single batch.
For our analysis, we specify the following user inputs:

e taxyear

o service member earnings subject to taxation

o marital status

 spouse earnings (if service member is assumed to be married)
o number of children by age group

o child care expenses applied to the CDCTC.

The scenarios we consider vary these attributes of the service member and family. All sim-
ulations are estimated assuming 2020 tax year law.? We set spouse earnings equal to $25,000
for married service members when we conduct simulations by member paygrade.> However,
as we discuss later in this chapter, we also conduct the simulations by different levels of family
income for us to consider scenarios in which spouse earnings can be higher or lower than
$25,000. The simulations by family income also allow us to consider cases in which the ser-
vice member’s taxable earnings vary because of the receipt of special and incentive pay. The
tax simulation calculations are presented separately by marital status and number of children
(ie., the term number of children refers to the number of children under age 13).

To estimate the effect of FSAs on taxes, we need to specify the amounts contributed to
an FSA. For the DCFSA analysis, the bulk of the analysis will assume that service members
contributed the maximum of $5,000 to a DCFSA. In Chapter Three, we showed that aver-
age child care expenses in the United States far exceed the $5,000 cap and that the cost of
care for most children covered by installation-based care also exceeds the $5,000 cap, sup-
porting the assumption that participants in a DCFSA would likely contribute the maximum
amount allowed. For the HCFSA analysis, we examine the effects of contributing two dif-
ferent amounts, $500 and $2,850. Data presented in Chapter Three showed that average out-
of-pocket medical expenses for active-duty families covered by TRICARE Select was about
$500. We also present results assuming HCFSA expenses of $2,850, the maximum allowed
in 2022, to demonstrate the potential benefit from contributing to an HCFSA when medical
expenses are expected to be high due to anticipated expenses, such as orthodontia, dental,
eyewear, and so forth.

NBER TAXSIM does not explicitly include FSAs in its calculations. As a result, when
we estimate the effect of FSAs on taxes, we deduct the amount contributed to the FSA from

2 We chose to use 2020 tax year because recent expansions of various tax provisions, including the expan-
sions of the CDCTC and DCFSAs for the 2021 tax year, are temporary and scheduled to revert back to 2020
tax law unless extended.

3 Using Social Security earnings records, Burke and Miller (2018) found that annual military spouse earn-
ings among working military spouses was $22,800 in 2013. Inflating this amount to 2020 dollars yields
$25,000.
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service member earnings. We also assume that the service member would spend the entire
amount contributed to an FSA. For DCFSAs, we also deduct the amount contributed to the
DCEFSA from the child care expense input variable, so the correct amount is used to calculate
the CDCTC. To estimate the change in total service member taxes from contributing to an
FSA, we manually add in the reduction in payroll taxes. For service members with earnings
below the 2020 Social Security wage cap of $137,700, the service member (and DoD as dis-
cussed in Chapter Five) saves on both Social Security taxes (charged at 6.2 percent of earn-
ings) and Medicare taxes (charged at 1.45 percent of earnings) for a total payroll tax savings
of 7.65 percent multiplied by the FSA contribution. Service members with net earnings above
the Social Security wage cap even after the FSA contribution is deducted from earnings do
not experience a Social Security tax savings from contributing to an FSA because he/she pays
the maximum Social Security taxes irrespective of contributing to an FSA. Service members
with earnings just above the Social Security wage cap may experience Social Security tax sav-
ings on a portion of their FSA contribution if the earnings net of the contribution is below
the Social Security wage cap. We account for each of these situations in our estimates of the
payroll tax savings to the service member in the analysis here.

We use NBER TAXSIM to conduct simulations by paygrade and by gross earnings to
examine how contributing to an FSA affects taxes from two different viewpoints. In both
cases, we estimate the change in tax liability assuming that service members choose to par-
ticipate in FSAs. In practice, service members who would experience a tax increase from
contributing to an FSA would choose not to participate, causing FSAs to have no impact on
their taxes.

The first viewpoint estimates the change in tax liability from contributing to an FSA for
a typical service member in each paygrade to provide information on which service mem-
bers might benefit from contributing to an FSA. We could also do these simulations by grade
and year of service, in keeping with the structure of the military pay table, but to reduce the
number of computations, we consider average earnings within each paygrade using informa-
tion on the most commonly observed year of service within each grade. More specifically, to
determine how to set service member earnings, we used counts of service members by pay-
grade and years of service from the September 2021 Active Duty Master File to determine
which years of service bin had the greatest percentage of service members in each paygrade.
For each paygrade, we then set service member earnings equal to the 2020 annual basic pay
rate for the most-common observed years of service bin as shown in Table 4.1. In the analysis
by paygrade, we first present specific examples to walk through how contributing to an FSA
affects the different components of total tax and then show our estimates of total tax changes
by paygrade. In the examples, a positive change can represent a tax increase or a tax decrease
depending on the tax component. For example, a positive change in a tax credit means that
there is additional credit to reduce a service member’s tax liability. In contrast, a positive
change to income tax or payroll tax means that there is an increase in a service member’s tax
liability. As described in Chapter Three, contributing to an FSA can have a positive or nega-
tive impact on a service member’s tax liability depending on his/her family’s individual cir-
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TABLE 4.1
2020 Basic Pay Rate Assumptions

Most-Common

Paygrade Years of Service Basic Pay Rate
E1 <2 $20,797.00
E2 <2 $23,310.00
E3 <2 $24,512.40
E4 3 $30,085.20
E5 4 $34,696.80
E6 8 $43,837.20
E7 18 $58,708.80
E8 18 $64,735.20
o1 <2 $39,445.20
02 3 $59,612.40
03 4 $70,167.60
04 10 $89,524.80
05 18 $111,330.00
06 24 $137,613.60

SOURGCE: Authors’ calculations using Active Duty Master File for September
2021 provided by the Defense Manpower Data Center (DMDC) and the 2020
basic pay table from DoD (2020).

cumstances. When the total tax change is positive—that is, the service member is estimated
to experience a tax increase from contributing to an FSA—we highlight the estimate in red
font.

The second viewpoint focuses on estimating the change in tax liability because of contri-
butions to an FSA by family earnings. Considering the results from the standpoint of earn-
ings has two advantages. It allows us to recognize that income for a member might vary from
others in the same paygrade because of the receipt of special and incentive pay, such as an
aviator bonus (up $35,000 per year for some specialties) or sea pay. Second, it allows us to rec-
ognize that the working spouses of married service members might earn substantially more
than the assumed $25,000 in the paygrade analysis, affecting the extent of the tax change
due to contributing to an FSA. For this analysis, we varied earnings by $1,000 bins from
$20,000 to $200,000 for unmarried service members and married service members with a
nonworking spouse. For married service members with a working spouse, we varied earnings
by $1,000 from $30,000 to $200,000. We then plot the change in total taxes from contributing
to an FSA by earnings to understand whether certain income groups would be adversely or
positively affected by participating in an FSA and determine the range of the total tax change.
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The results are presented as a series of figures that show how the tax change from contribut-
ing to an FSA varies with earnings. These figures plot the results for members with zero, one,
or two dependents. We also conducted the simulations for members with three dependents,
and those results are similar with those for members with two dependents.

Estimated Tax Benefit from DCFSA

The population who would potentially benefit from a DCFSA are service members with chil-
dren under age 13.# Using 2020 DMDC Active Duty Pay File and Defense Enrollment Eli-
gibility Reporting System Point-in-Time Extract (DEERS PITE) data, we find that 35 per-
cent of enlisted service members and 43 percent of officers have children under age 13 (see
Table 4.2). These percentages represent upper bounds for the population of service members
who could benefit from a DCFSA because the spouse must earn at least the amount contrib-
uted to the DCFSA for married service members. Fifty-four percent and 65 percent of enlisted
service members and officers with children under age 13, respectively, are married. Among
unmarried service members with children under age 13, it is most common to have one child
for both enlisted service members and officers. For married service members with children
under age 13, it is most common to have one child among enlisted members and two children
among officers.

As we discussed in Chapter Three, among this population, only members with expenses
for dependent care that is provided by installation-based facilities or by off-base community

TABLE 4.2
Percentage of Service Members by Marital Status and Number of
Children Under Age 13

Enlisted Officer
Unmarried, one child 9% 7%
Unmarried, two children 5% 5%
Unmarried, three-plus children 2% 2%
Married, one child 8% 10%
Married, two children 7% 11%
Married, three-plus children 4% 7%
Any children 35% 43%

SOURCE: Authors’ calculations using 2020 Active Duty Pay File and DEERS PITE data provided by the
DMDC.

4 QOur analysis focuses on service members with children under age 13. However, service members with
other dependents (e.g., disabled adult dependents) may also be eligible for a DCFSA. We were unable to find
data on the number of service members with dependents age 13 and older who would qualify for a DCFSA.
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care where the member did not receive fee assistance would benefit from a DCFSA. Although
Table 4.2 provides information on the percentage of members with different numbers of chil-
dren under age 13 by marital status, we lack the data to further decompose the figures in
Table 4.2 by whether they received off-base care without the subsidy and, therefore, would
benefit from a DCFSA.>

Tax Benefit from Contributing to a DCFSA by Paygrade

To understand which service members might benefit from participating in a DCFSA, we
first examine the distribution of service members with children across enlisted and officer
paygrades. Tables 4.3 and 4.4 show that the bulk of service members with children are in cer-
tain paygrades. Among enlisted service members with children under age 13, 87 percent of
enlisted members are in E4 to E7 paygrades (Table 4.3). Among officers with children under
age 13, 86 percent are in the O3 to O5 paygrades (Table 4.4). As a result, our analysis of the
benefit of DCFSAs by paygrade will be limited to the E4-E7 and O3-05 paygrades. As noted
earlier, we are unable to further decompose the tabulations in Tables 4.3 and 4.4 by whether
these members received installation-based care or off-base care without a subsidy because
only those in these groups would likely benefit from a DCFSA.

TABLE 4.3
Distribution of Active-Duty Enlisted Service Members with
Children Under Age 13 Across Paygrades in 2020

With Children With Children Ages With Any Children

Paygrade Under 6 6-12 Under 13
E1 0% 0% 0%
E2 1% 0% 1%
E3 5% 2% 4%
E4 18% 6% 14%
E5 29% 18% 24%
E6 29% 36% 30%
E7 14% 28% 19%
E8 14% 28% 19%
E9 1% 2% 1%

SOURCE: Authors’ calculations using 2020 Active Duty Pay File and DEERS PITE data provided
by the DMDC.

> DoD conducts an annual Status of Forces Survey of Active Members and a survey of military spouses

that asks respondents about whether they receive off-base or on-base child care. However, the surveys do
not ask respondents who receive off-base care about whether they are receiving fee assistance.
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TABLE 4.4
Distribution of Active-Duty Officers with Children Under Age 13
Across Paygrades in 2020

With Children With Children With Any Children
Paygrade Under Age 6 Ages 6-12 Under Age 13
o1 4% 2% 3%
02 7% 4% 6%
03 37% 21% 30%
04 36% 35% 34%
05 15% 30% 22%
06 2% 8% 6%
o7 0% 0% 0%
08 0% 0% 0%
09 0% 0% 0%
010 0% 0% 0%

SOURCE: Authors’ calculations using 2020 Active Duty Pay File and DEERS PITE data provided by
the DMDC.

We first provide several specific examples of how contributing $5,000 to a DCFSA affects
total taxes to illustrate how FSA contributions affect different components of total tax. By
total tax we mean the change in income taxes due to the FSA contribution plus the change
in payroll tax because the tax base upon which the member’s Social Security and Medicare
tax rates are applied is lower when the member contributes to an FSA. The examples also
illustrate how contributing to a DCFSA has the potential to increase and decrease total tax
depending on a service member’s specific circumstances. Chapter Two reviewed the differ-
ent tax component, and we broadly discussed the interactions between FSA contributions
and benefits from these other components in Chapter Three. Here, we provide some specific
examples, given our methodology for estimating tax change.

Table 4.5 reports the changes in tax before credits, CDCTC, Child Tax Credit, EITC, total
income tax, payroll tax, and total tax (i.e., the sum of total income tax and payroll tax) for an
unmarried E4 with one child, a married E6 with two children, and a married O4 with two
children. As described earlier, we assume service members in each paygrade earn the basic
pay rate for the most-common observed years of service for that paygrade based on 2021
data. And we assume military spouses earn $25,000. The table reports tax changes in each
tax component. As noted earlier in this chapter, depending on the tax component, a posi-
tive change represents a tax increase or tax decrease. Positive changes in tax before credits,
total income tax, payroll taxes, and total taxes are tax increases, whereas positive changes in
CDCTC, Child Tax Credit, and EITC are tax decreases. In other words, increases in tax cred-
its reduce tax liability.
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TABLE 4.5
Changes in Taxes from Contributing $5,000 to DCFSA by Tax Component, 2020

Unmarried E4 with Married E6 with Married O5 with
Tax Component One Child Two Children Two Children
Income Tax
Tax before credits -$500.00 -$600.00 -$1,100.00
Child Tax Credit +$280.20 $0.00 $0.00
CDCTC -$823.72 -$1,000.00 -$1,000.00
EITC +$799.00 $0.00 $0.00
Total income tax -$755.48 +$400.00 -$100.00
Payroll tax -$382.50 -$382.50 -$382.50
Total tax -$1,137.98 +$17.50 -$482.50

For the unmarried E4 with one child, we estimate that tax before credits decreases by $500
when the member contributes $5,000 to a DCFSA. The magnitude of the decrease in tax before
credits depends on the service member’s tax bracket. The Child Tax Credit and EITC both
increase by $280.20 and $799, respectively, because the reduction in taxable earnings causes the
service member to be eligible for larger refundable credits. Because contributions to the DCFSA
reduce eligible expenses for the CDCTC dollar for dollar, the CDCTC will decrease. For the
unmarried E4 with one child, we estimate that the CDCTC decreases by $823.72. In sum, the
total change in income tax is —$755.48 (= $823.72 - $500.00 — $280.20 — $799.00). As mentioned,
payroll taxes for the member also decrease because the FSA contribution reduces the amount
of earnings subject to Social Security and Medicare taxes. Adding in the payroll tax change of
-$382.50 yields a total tax change of —$1,137.98 for the E4, or a tax savings in this case.

For a married E6 with two children, we estimate that a $5,000 contribution to a DCFSA
would reduce tax before credits by $600 and reduce the CDCTC by $1,000. The Child Tax
Credit and EITC are both unaffected by the DCFSA contribution. The DCFSA contribution
does not affect the amount of Child Tax Credit that can be claimed because the married E6’s
family earnings are well beyond the phase-in range of the Child Tax Credit. The EITC is
unaffected because the service member’s family earnings are well beyond the EITC eligibility
range and the family is unable to claim the EITC with or without the DCFSA contribution.
The total change in income tax is +$400. The total tax change after accounting for the pay-
roll tax reduction is +$17.50 (in red font), demonstrating that certain service members could
experience a tax increase from contributing to a DCFSA, albeit small in this case.

For a married O5 with two children, we estimate that a $5,000 contribution to a DCFSA
would reduce tax before credits by $1,100 and reduce the CDCTC by $1,000. Similar with the
case of a married E6 with two children, the Child Tax Credit and EITC are unaffected by the
DCEFSA contribution for the same reasons described for the E6. However, unlike the married
E6, the married O5 is estimated to experience a tax savings from contributing to a DCFSA
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because the reduction in tax before credits is larger than the reduction in CDCTC with a total
change in income tax of -$100. Including the payroll tax savings increases the total savings
to $482.50.

These examples demonstrate that not all service members would necessarily benefit from
contributing to a DCFSA and some may actually experience a small cost, even if the care they
receive is installation-based or off-base and unsubsidized. However, members who would
experience a tax increase may choose not to participate in the DCFSA, which would prevent
them from experiencing this cost. We investigate this further by presenting the estimated
change in total taxes from contributing $5,000 to a DCFSA by marital status, paygrade, and
number of children in Tables 4.6 and 4.7 with Table 4.6 showing the results for married ser-
vice members and Table 4.7 showing the results for unmarried members. We find that service
members with one child are estimated to experience a total tax decrease from contributing
$5,000 to a DCFSA across all paygrades investigated and regardless of marital status. For

TABLE 4.6
Change in Taxes from Contributing $5,000 to DCFSA, Unmarried
Service Members, by Paygrade and Number of Children, 2020

Paygrade One Child Two Children Three Children
E4 -$1,137.98 -$1,435.50 -$685.50

E5 -$965.89 -$1,435.50 -$1,315.02
E6 -$831.81 -$1,006.43 -$1,095.04
E7 -$382.5 +$17.50 +$17.50

03 -$382.5 +$17.50 +$17.50

04 -$382.5 -$482.50 -$482.50
05 -$382.5 -$582.50 -$582.50
TABLE 4.7

Change in Taxes from Contributing $5,000 to DCFSA,
Married Service Members, by Paygrade and Number of
Children, 2020

Paygrade One Child Two Children Three Children
E4 -$382.50 -$655.88 -$1,035.50
E5 -$382.50 +$17.50 -$434.69

E6 -$382.50 +$17.50 +$17.50

E7 -$382.50 +$17.50 +$17.50

03 -$382.50 +$17.50 +$17.50

04 -$882.50 -$482.50 -$482.50

05 -$882.50 -$482.50 -$482.50
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service members with one child who are either unmarried in the grades of E7 or O3 to O5 or
who are married (any grade), the change in their income tax from contributing $5,000 to a
DCEFSA is zero. But the total tax change from contributing $5,000 to an FSA is -$382.50 for
these individuals because the payroll tax reduction is $382.50. For unmarried service mem-
bers with one child in the E4 to E6 paygrades, we estimate a reduction in taxes from contrib-
uting $5,000 to an FSA ranging from $831.81 to $1,137.98.

For unmarried enlisted service members with two or three children, we estimate a tax sav-
ings from contributing to a DCFSA ranging from $1,006.43 to $1,435.50 for those in the E4 to
E6 paygrades. However, service members with two or three children in certain paygrades are
predicted to experience a small tax increase of $17.50—specifically, unmarried E7s and O3s,
married E6s, E7s, and O3s, and married E5s with two children. These members experience a
$400 increase in income tax liability that is partially offset by the $382.50 reduction in payroll
taxes as shown for married E6s with two children in Table 4.5. Service members with two or
three children in the O4 and O5 paygrades and married E5s with three children experience a
tax savings from contributing $5,000 to a DCFSA ranging from $434.69 to $582.50.

Benefit from Contributing to a DCFSA by Earnings

The estimates for the total tax change from contributing $5,000 to a DCFSA by paygrade
suggest that there are certain income ranges in which a DCFSA would not be advantageous
to the service member. To investigate this further, we estimate the change in taxes from con-
tributing $5,000 to a DCFSA at different earnings to understand how the tax change from
contributing to a DCFSA varies. Figures 4.1 and 4.2 present the results for unmarried and
married service members, respectively. The x-axis in these figures present gross family earn-
ings, meaning these are earnings without the $5,000 reduction from the DCFSA contribu-
tion. For married service members, we assume that the military spouse earns at least $5,000,
so the couple qualifies for the maximum DCFSA contribution. We used NBER TAXSIM to
estimate the change in federal income tax from contributing $5,000 to a DCFSA and added
in the estimated payroll tax reduction to calculate the total tax change.

Figures 4.1 and 4.2 show who gains and who loses from contributing $5,000 to a DCFSA
by gross earnings. Those who benefit experience a negative change in taxes, and those who
lose experience a positive change in taxes. The figures show the complex, nonlinear nature
of the U.S. tax code with the tax change rising and falling at different earnings levels as cer-
tain credits phase in and out and as tax brackets change. In general, for lower levels of earn-
ings, the tax benefit from contributing to a DCFSA is driven by increases in the amount of
EITC that can be claimed, and to a smaller extent, increases in the amount of the refundable
Child Tax Credit (with the exception of the lowest earnings groups as noted here). As the
EITC phases out at higher levels of earnings, the tax benefit from contributing $5,000 to a
DCEFSA decreases. Once the EITC phases out (i.e., earnings exceed the means tested thresh-
old to claim the EITC), the tax benefit from contributing to a DCFSA plateaus until earnings
reach a level where the service member moves up to the next tax bracket and the reduction in
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FIGURE 4.1
Change in Taxes by Gross Earnings from Contributing $5,000 to DCFSA,
Unmarried Service Members, 2020
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FIGURE 4.2
Change in Taxes by Gross Earnings from Contributing $5,000 to DCFSA, Married
Service Members, 2020
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income tax (before credits) increases. Additional nonlinearities in the U.S. tax code cause the
tax benefit from contributing to a DCFSA to increase and decrease at higher earnings levels,
as shown in Figures 4.1 and 4.2.

At most earnings levels, service members would experience a tax benefit (i.e., a negative
change in total taxes), but there are certain earnings ranges where service members are esti-
mated to experience a tax increase. We note that members who would experience a tax increase
could choose not to participate in the DCFSA, causing their tax change to be zero. Unmarried
service members with one child are estimated to experience a tax benefit (i.e., a negative change
in total taxes) at all earnings levels we considered with the total tax reduction ranging from
-$382.50 to —$1,482.50. For unmarried service members with two children, we find a tax ben-
efit (meaning a reduction in total taxes) at most earnings levels except for those with earnings
between $20,000 and $22,000 and between $53,000 and $72,000. For unmarried service mem-
bers with two children and earnings between $20,000 and $22,000, the total tax change is posi-
tive (there is no tax benefit) from contributing $5,000 to a DCFSA because the FSA contribution
reduces the amount of the refundable Child Tax Credit that can be claimed and this reduction
in credit is not offset by the estimated increase in EITC or estimated reductions in tax before
credits and payroll taxes. For this group, the tax increase is at most $226. We note that there
are few service members with earnings in this range; based on 2020 DMDC data, we estimate
that there are 536 active-duty service members with earnings between $20,000 and $22,000.
Unmarried service members between $53,000 and $72,000 experience a small total tax increase
of $17.50 from contributing $5,000 to a DCFSA. This tax increase is due to the loss in CDCTC,
which is not offset by a reduction in tax before credits and payroll taxes. We estimate that 14,304
service members have earnings between $53,000 and $72,000. Once earnings exceed $72,000,
the additional reduction in tax before credits offsets the loss in CDCTC and the total tax change
turns negative (meaning the tax benefit is positive).

Like unmarried service members with one child, married service members with one child
are estimated to experience a tax benefit from contributing $5,000 to a DCFSA at all earnings
levels, assuming they have eligible child care expenses. For these members, the tax decrease
ranges from $382.50 to $1,382.50. Married service members with two children and earnings
between $59,000 and $105,000 are estimated to experience a small tax increase of $17.50 from
contributing $5,000 to a DCFSA. Similar with their unmarried counterparts, the tax increase
is due to the loss in CDCTC, which exceeds the reduction in tax before credits and payroll
taxes. For all other earnings levels we considered, married service members with two chil-
dren are estimated to have a tax benefit from contributing to a DCFSA, with the tax reduction
ranging from $52 to $1,435.50.

Benefit from Health Care Flexible Spending Accounts

We estimate the total tax change from contributing $500 and $2,850 to an HCFSA to inves-
tigate the potential benefit to service members from participating in an HCFSA. We pres-
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ent results first by paygrade and second by earnings. As discussed in Chapter Three and in
the introduction to this chapter, active members enrolled in TRICARE Prime have virtually
zero out-of-pocket health care expenses that would be eligible for an HCFSA, while family
members enrolled in TRICARE Prime have average expenses of about $100 (although they
may have other HCFSA eligible expenses). Average expenses for a military family enrolled in
TRICARE Select are $500. Thus, the estimates we show in this subsection are more relevant
to the 17 percent of family members covered by TRICARE Select who either experience the
average amount of out-of-pocket expense of $500 or who contribute the maximum to the
HCEFSA to cover predictable and larger expenses.

Benefit from Contributing to an HCFSA by Paygrade

We calculated the total change in taxes from contributing to an HCFSA by marital status,
paygrade, number of children, and additionally by spouse work status for married service
members. Before discussing the results by paygrade, we first present in Table 4.8 several
examples showing the total tax change from contributing $500 to an HCFSA among service
members in the E5 paygrade to demonstrate how contributing to an HCFSA can affect the
different tax components. Similar to the DCFSA examples in Table 4.5, a positive change in
Table 4.8 represents a tax increase or decrease depending on the tax component. Positive
changes in tax credits represent reductions in tax liability while positive changes in tax before
credits, total income tax, payroll taxes, and total taxes represent increases in tax liability.

TABLE 4.8
Changes in Tax Components from Contributing $500 to HCFSA Among Service
Members in the E5 Paygrade, 2020

Married E5 with Married E5 with
Unmarried E5 with Nonworking Spouse Working Spouse
Tax Component (1) No Children (2) and Three Children (3) and Two Children (4)
Income Tax
Tax before credits -$60 -$50 -$60
Child Tax Credit $0 -$50 $0
CDCTC $0 $0 $0
EITC $0 +$105.30 $0
Total -$60 -$105.30 -$60
Payroll tax -$38.25 -$38.25 -$38.25
Total tax -$98.25 -$143.55 -$98.25

NOTES: The numbers in columns (2) and (4) can be added to obtain Total tax, with the signs on the individual numbers
preserved. The numbers in column (3) cannot be added because reductions in taxes enter with a minus sign (a benefit) but
reductions.in tax credits also enter with a minus sign (a negative benefit). Therefore, they are not additive to total net benefits
with preserved signs. In the case of columns (2) and (4), the effect on tax credits is zero, so all of the nonzero numbers are
additive with signs preserved.
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For unmarried E5s with no children, we estimate that income tax before credits would
decrease by $60 and payroll taxes would decrease by $38.25, yielding a total tax decrease of
$98.25. For a married E5 with a nonworking spouse and three children, contributing $500 to an
HCEFSA reduces income tax before credits and the CTC by $50. The CTC goes down with the
HCEFSA contribution because he or she has earnings that put the couple in the phase-in range
of the CTC. Therefore, reducing earnings by the HCFSA contribution amount decreases the
amount of CTC that can be claimed. In contrast, reducing earnings by the HCFSA contribu-
tion increases the amount of EITC that can be claimed by $105.30 because the service member
moves left in the phase-out range of the EITC similar to the example shown in Figure 3.7. The
overall income tax decrease is $105.30. Adding in the $38.25 reduction in payroll taxes results
in a final total tax decrease of $143.55. For a married E5 with a working spouse who makes
$25,000 and has two children, we estimate that income taxes before credits would decrease by
$60, causing a reduction in income tax of $60. After accounting for the payroll tax reduction,
the total tax savings from contributing $500 to an HCFSA is estimated to be $98.25 for this
service member, same as the savings estimated for an unmarried E5 with no children.

The examples in Table 4.8 illustrate how the benefit from contributing to an HCFSA
depends on the number of children, marital status, and work status of the spouse. It also
illustrates how the decision to contribute to an HCFSA is complicated by how FSA contri-
butions interact with other components of the U.S. tax code in a way that is not necessarily
favorable to the taxpayer. To further investigate whether certain groups might experience a
tax increase from contributing to an HCFSA, we present estimates of the total tax change by
paygrade from contributing to an HCFSA by marital status, spouse work status, and number
of children. Tables 4.9 through 4.11 contain the tax change estimates when we assume $500
is contributed to an HCFSA and Tables 4.12 through 4.14 contain the tax change estimates
when we assume $2,850 is contributed to an HCFSA.

We estimate that, in most cases, there would be a tax savings from contributing to an
HCFSA for unmarried service members and married service members with a working spouse
across the paygrades and for those with and without children. That is, in virtually all cases,
the change in total tax is negative. The tax savings from contributing to an HCFSA is esti-
mated to be greater when we assume a larger HCFSA contribution. For unmarried service
members, we estimate tax reduction ranging from $68.55 to $208.25 from contributing $500
to an HCFSA and from $99.48 to $1,187.03 from contributing $2,850 to an HCFSA. For mar-
ried service members with a working spouse, the tax reduction from contributing $500 and
$2,850 to an HCFSA varies from $98.25 to $203.55 and from $527.97 to $1,160.24, respectively.

Married service members with a nonworking spouse with two children in the E1 paygrade
and with three children in the E1, E2, and E3 paygrades are estimated to experience a tax

®  For completeness, Tables 4.9 through 4.14 show estimated tax change for infrequent cases, such as for

unmarried Els with children. DoD Instruction 1304.26, the instruction that describes DoD enlistment
policy, disallows unmarried individuals from enlisting if they have dependents under the age 18, without a
waiver.
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TABLE 4.9
Change in Taxes by Paygrade from Contributing $500 to HCFSA,
Unmarried Service Members, by Paygrade and Number of
Children, 2020

Paygrade No Children One Child Two Children Three Children
E1 -$88.25 -$118.15 -$68.55 -$68.55
E2 -$98.25 -$118.15 -$143.55 -$68.55
E3 -$98.25 -$118.15 -$143.55 -$68.55
E4 -$98.25 -$168.15 -$143.55 -$68.55
E5 -$98.25 -$178.15 -$203.55 -$143.55
E6 -$98.25 -$98.25 -$203.55 -$203.55
E7 -$148.25 -$98.25 -$98.25 -$98.25
o1 -$98.25 -$178.15 -$203.55 -$203.55
02 -$148.25 -$98.25 -$98.25 -$98.25
03 -$148.25 -$98.25 -$98.25 -$98.25
04 -$173.25 -$148.25 -$148.25 -$148.25
05 -$158.25 -$158.25 -$158.25 -$158.25
06 -$158.25 -$183.25 -$208.25 -$208.25

increase from contributing to an HCFSA. These increases in total tax are driven by reduc-
tions in the CTC. For these service members, their earnings excluding the HCFSA contribu-
tion place them in the phase-in range of the CTC and further reductions in earnings from
the HCFSA reduce the amount of CTC that can be claimed. The estimated tax increase for
this group is $36.75 under the $500 contribution assumption and $209.48 under the $2,850
assumption. Although the simulations are meant to show the potential tax consequences of
contributing to an HCFSA for all paygrades and family statuses, in practice, few would expe-
rience a tax increase. In the DMDC data for 2020, about 1,500 service members are married
Els with two children or married Els, E2s, and E3s with three children, and likely a subset
of this group would also have a nonworking spouse. E1s who are married with two children
represent only 0.7 percent of Els and Els, E2s, and E3s who are married with three children
represent 0.2 percent 0.3 percent, and 0.5 percent of their respective paygrade.

Benefit from Contributing to an HCFSA by Earnings

Similar to the results by paygrade, we estimate that service members across most earnings
levels would experience a tax benefit from contributing to an HCFSA as shown in Figures 4.3
through 4.8. If we assume that service members contribute $500 to an HCFSA, then the tax
benefit is small with a maximum tax savings of $208.25. The maximum tax benefit is larger,

49



Evaluation of Flexible Spending Accounts for Active-Duty Service Members

TABLE 4.10

Change in Taxes by Paygrade from Contributing $500 to HCFSA,
Married Service Members, Nonworking Spouse, by Paygrade and
Number of Children, 2020

Paygrade No Children One Child Two Children Three Children
E1 -$76.50 -$38.25 $36.75 $36.75
E2 -$38.25 -$38.25 -$38.25 $36.75
E3 -$38.25 -$38.25 -$38.25 $36.75
E4 -$88.25 -$118.15 -$143.55 -$68.55
E5 -$88.25 -$168.15 -$143.55 -$143.55
E6 -$88.25 -$168.15 -$193.55 -$193.55
E7 -$98.25 -$98.25 -$98.25 -$98.25
o1 -$88.25 -$168.15 -$193.55 -$143.55
02 -$98.25 -$98.25 -$98.25 -$98.25
03 -$98.25 -$98.25 -$98.25 -$98.25
04 -$98.25 -$98.25 -$98.25 -$98.25
05 -$148.25 -$148.25 -$148.25 -$148.25
06 -$148.25 -$148.25 -$148.25 -$148.25
TABLE 4.11

Change in Taxes by Paygrade from Contributing $500 to HCFSA, Married
Service Members, Working Spouse, by Paygrade and Number of Children, 2020

Paygrade No Children One Child Two Children Three Children
E1 -$98.25 -$178.15 -$203.55 -$203.55
E2 -$98.25 -$98.25 -$203.55 -$203.55
E3 -$98.25 -$98.25 -$203.55 -$203.55
E4 -$98.25 -$98.25 -$98.25 -$203.55
E5 -$98.25 -$98.25 -$98.25 -$98.25
E6 -$98.25 -$98.25 -$98.25 -$98.25
E7 -$98.25 -$98.25 -$98.25 -$98.25
o1 -$98.25 -$98.25 -$98.25 -$98.25
02 -$98.25 -$98.25 -$98.25 -$98.25
03 -$98.25 -$98.25 -$98.25 -$98.25
04 -$148.25 -$148.25 -$148.25 -$148.25
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Table 4.11—Continued

Paygrade No Children One Child Two Children Three Children
05 -$148.25 -$148.25 -$148.25 -$148.25
06 -$198.25 -$198.25 -$198.25 -$198.25
TABLE 4.12

Change in Taxes by Paygrade from Contributing $2,850 to HCFSA, Unmarried
Service Members, by Paygrade and Number of Children, 2020

Paygrade No Children One Child Two Children Three Children
E1 -$503.03 -$452.46 -$99.48 -$99.48
E2 -$523.73 -$673.46 -$712.24 -$390.74
E3 -$547.78 -$673.45 -$818.24 -$390.74
E4 -$560.03 -$958.46 -$818.24 -$390.74
E5 -$560.03 -$997.40 -$1,142.17 -$818.24
E6 -$560.03 -$683.21 -$1,160.24 -$1,160.24
E7 -$845.03 -$560.03 -$560.03 -$560.03
o1 -$560.03 -$1,015.46 -$1,160.23 -$1,160.24
02 -$845.03 -$560.03 -$560.03 -$560.03
03 -$845.03 -$560.03 -$560.03 -$560.03
04 -$1,003.79 -$845.03 -$845.03 -$845.03
05 -$902.03 -$902.03 -$902.03 -$902.03
06 -$902.03 -$1,131.33 -$1,187.03 -$1,187.03
TABLE 4.13

Change in Taxes by Paygrade from Contributing $2,850 to HCFSA, Married
Service Members, Nonworking Spouse, by Paygrade and Number of Children,
2020

Paygrade No Children One Child Two Children Three Children
E1 -$436.05 -$218.03 $209.48 $209.48
E2 -$313.86 -$218.03 -$112.03 $209.48
E3 -$221.88 -$218.03 -$218.03 $209.48
E4 -$503.03 -$673.45 -$818.24 -$390.74
E5 -$503.03 -$958.46 -$818.24 -$818.24

E6 -$503.03 -$958.46 -$1,103.24 -$921.95
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Table 4.13—Continued

Paygrade No Children One Child Two Children Three Children
E7 -$560.03 -$560.03 -$560.03 -$767.49

o1 -$503.03 -$958.46 -$1,082.76 -$818.24
02 -$560.03 -$560.03 -$560.03 -$577.19

03 -$560.03 -$560.03 -$560.03 -$560.02
04 -$560.03 -$560.03 -$560.03 -$560.03
05 -$845.03 -$845.03 -$845.03 -$845.03
06 -$845.03 -$845.03 -$845.03 -$845.03
TABLE 4.14

Change in Taxes by Paygrade from Contributing $2,850 to HCFSA, Married
Service Members, Working Spouse, by Paygrade and Number of Children, 2020

Paygrade No Children One Child Two Children Three Children
E1 -$527.97 -$983.39 -$1,128.18 -$1,128.18
E2 -$560.03 -$909.68 -$1,160.24 -$1,160.24
E3 -$560.03 -$717.54 -$1,160.24 -$1,160.24
E4 -$560.03 -$560.03 -$790.62 -$1,160.24
E5 -$560.03 -$560.03 -$560.03 -$560.03
E6 -$560.03 -$560.03 -$560.03 -$560.03
E7 -$560.03 -$560.03 -$560.03 -$560.03
o1 -$560.03 -$560.03 -$560.03 -$560.03
02 -$560.03 -$560.03 -$560.03 -$560.03
03 -$560.03 -$560.03 -$560.02 -$560.03
04 -$845.03 -$845.03 -$845.03 -$845.03
05 -$845.03 -$845.03 -$845.03 -$845.03
06 -$1,130.03 -$1,130.03 -$1,130.03 -$1,130.03
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FIGURE 4.3
Change in Taxes by Gross Earnings from Contributing $500 to HCFSA,
Unmarried Service Members, 2020
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FIGURE 4.4
Change in Taxes by Gross Earnings from Contributing $500 to HCFSA, Married
Service Members, Working Spouse, 2020
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with a working spouse, we varied gross earnings from $30,000 to $200,000.
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FIGURE 4.5
Change in Taxes by Gross Earnings from Contributing $500 to HCFSA, Married
Service Members, Nonworking Spouse, 2020
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FIGURE 4.6

Change in Taxes by Gross Earnings from Contributing $2,850 to HCFSA,
Unmarried Service Members, 2020
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FIGURE 4.7
Change in Taxes by Gross Earnings from Contributing $2,850 to HCFSA, Married
Service Members, Working Spouse, 2020
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FIGURE 4.8
Change in Taxes by Gross Earnings from Contributing $2,850 to HCFSA, Married
Service Members, Nonworking Spouse, 2020
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at $1,187.03, when we assume an HCFSA contribution of $2,850. Like the estimates shown
by paygrade, the figures show that certain service members with two children and very low
earnings (below $23,000) would experience a tax increase from contributing to an HCFSA.
The HCFSA contribution reduces earnings used to calculate the CTC, causing those with
earnings in the phase-in range of the CTC schedule to experience a reduction in credit that
can be claimed and increasing taxes owed. However, less than 1 percent of service members
have earnings below $23,000 and at least two children, suggesting that few members would
be adversely affected by participating in an HCFSA.

Benefit from Contributing to Both FSAs

In the previous two sections, we estimated the tax benefit from contributing to a DCFSA and
HCEFSA separately. In practice, service members with children under age 13 may choose to
participate in both FSAs if they have eligible child care and eligible health care expenses. In
this section, we estimate the change in taxes from contributing to both FSAs under two sce-
narios. The first scenario assumes that $500 is contributed to an HCFSA, the average amount
of expenses for members covered by TRICARE Select, and the second scenario assumes that
$2,850 is contributed to an HCFSA, the maximum contribution allowed. Under both cases,
we assume that $5,000 is contributed to a DCFSA. We present results first by paygrade, focus-
ing on the E4-E6 and O3-05 paygrades because most service members with children under
age 13 are in these paygrades. Next, we show the benefit from contributing to both FSAs
graphically by earnings. Results are presented separately by marital status. Because both
spouses must work for a married couple to qualify for a DCFSA, we assume that spouses of
married service members are working and earn $25,000.

Benefit from Contributing to Both FSAs by Paygrade

Tables 4.15 to 4.18 show that contributing to both FSAs yields an estimated tax benefit for
all of the paygrades we considered. Among unmarried service members, we find that the tax
savings ranges widely from $80.75 to $1,579.05 under a $500 HCFSA contribution assump-
tion and from $542.23 to $2,253.74 under a $2,850 HCFSA contribution assumption. The
tax savings also vary across paygrades among married couples. Assuming a $500 HCFSA
contribution, the tax savings for married couples is as low as $80.75 and as high as $1,239.05.
With a $2,850 HCFSA contribution, the tax savings for married couples ranges from $542.53
to $2,195.74.

Benefit from Contributing to Both FSAs by Earnings

Like the results on the benefit from contributing to only an HCFSA, we find that the change
in taxes from contributing to both FSAs varies with earnings. This can be seen in Figures 4.9
through 4.12, which show the change in taxes by gross earnings for different contribution
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TABLE 4.15
Change in Taxes by Paygrade from Contributing $5,000 to DCFSA and $500 to
HCFSA, Unmarried Members, by Paygrade and Number of Children, 2020

Paygrade One Child Two Children Three Children
E4 -$1,299.65 -$1,579.05 -$754.05

E5 -$1,134.04 -$1,579.05 -$1,383.57
E6 -$1,009.96 -$1,237.48 -$1,531.90
E7 -$480.75 -$80.75 -$80.75

03 -$480.75 -$80.75 -$80.75

04 -$1,030.75 -$630.75 -$630.75
05 -$1,140.75 -$740.75 -$740.75
TABLE 4.16

Change in Taxes by Paygrade from Contributing $5,000 to DCFSA and $500 to
HCFSA, Married Service Members, by Paygrade and Number of Children, 2020

Paygrade One Child Two Children Three Children
E4 -$480.75 -$869.43 -$1,239.05
E5 -$480.75 -$80.75 -$638.24

E6 -$480.75 -$80.75 -$80.75

E7 -$480.75 -$80.75 -$80.75

03 -$480.75 -$80.75 -$80.75

04 -$1,030.75 -$630.75 -$630.75

05 -$1,030.75 -$630.75 -$630.75
TABLE 4.17

Change in Taxes by Paygrade from Contributing $5,000 to DCFSA and $2,850 to
HCFSA, Unmarried Members, by Paygrade and Number of Children, 2020

Paygrade One Child Two Children Three Children
E4 -$1,854.96 -$2,253.74 -$1,076.24
E5 -$1,924.35 -$2,253.74 -$1,705.76
E6 -$1,847.27 -$2,205.92 -$2,253.74
E7 -$942.53 -$542.53 -$562.57
(OK] -$942.53 -$542.53 -$542.53
04 -$1,727.53 -$1,327.53 -$1,327.53

05 -$1,871.13 -$1,471.13 -$1,471.13
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TABLE 4.18
Change in Taxes by Paygrade from Contributing $5,000 to DCFSA and $2,850 to
HCFSA, Married Service Members, by Paygrade and Number of Children, 2020

Paygrade One Child Two Children Three Children
E4 -$1,008.50 -$1,826.12 -$2,195.74
E5 -$942.53 -$854.92 -$1,594.93
E6 -$942.53 -$542.53 -$542.53

E7 -$942.53 -$542.53 -$542.53
03 -$942.53 -$542.53 -$542.53
04 -$1,727.53 -$1,327.53 -$1,327.53
05 -$1,727.53 -$1,327.53 -$1,327.53

levels to both FSAs by marital status and number of children. In general, service members
experience a tax benefit; the exception is members with very low earnings and two children,
who represent a very small share of the overall service member population. The tax benefit
for unmarried service members with one child varies between $480.75 and $1,690.75 when
a $500 HCFSA contribution is assumed and between $707.59 and $2,669.53 when a $2,850
HCEFSA contribution is assumed. For married service members with one child, contribut-
ing $500 to an HCFSA and $5,000 to a DCFSA yields a tax savings of between $480.75 to
$1,580.75. When we assume a higher HCFSA contribution of $2,850, then the tax benefit for
married service members with one child ranges between $942.53 and $2,512.53. For unmar-
ried service members with two children and earnings of at least $22,000 and married cou-
ples with two children, the benefit from contributing $500 to an HCFSA and $5,000 to a
DCEFSA varies from $80.75 up to $1,579.05. Assuming a higher HCFSA contribution of $2,850
increases the range of the tax benefit from participating in both FSAs—$542.53 to $2,253.74
for married couples with two children and $470.93 to $2,269.53 for unmarried service mem-
bers with children and earnings of at least $23,000.

Summary

In this chapter, we estimated the change in taxes from contributing to FSAs to understand the
implications of offering an FSA option for active-duty service members and how those impli-
cations vary by family characteristics. In general, we find that most service members would
experience a tax savings while certain groups would experience a tax increase if they chose to
participate. These groups are generally small in size and/or the estimated tax increase itself is
small. Furthermore, those who are estimated to experience a tax increase would choose not
to participate in an FSA if they are aware that doing so would make them worse off.
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FIGURE 4.9
Change in Taxes by Gross Earnings from Contributing $5,000 to DCFSA and
$500 to HCFSA, Unmarried Service Members, 2020
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FIGURE 4.10
Change in Taxes by Gross Earnings from Contributing $5,000 to DCFSA and
$500 to HCFSA, Married Service Members, 2020
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For the DCFSA, service members with one child, regardless of marital status, are esti-
mated to experience a tax benefit from contributing to the FSA across earnings levels and
paygrades investigated with the benefit estimated to be as high as $1,482.50. For service
members with two or more children, most would experience a tax benefit from contribut-
ing $5,000 to a DCFSA with the benefit estimated to be as high as $1,435.50. There is a small
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FIGURE 4.11
Change in Taxes by Gross Earnings from Contributing $5,000 to DCFSA and
$2,850 to HCFSA, Unmarried Service Members, 2020
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FIGURE 4.12
Change in Taxes from Contributing $5,000 to DCFSA and $2,850 to HCFSA,
Married Service Members, 2020
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group of unmarried service members with two children and very low earnings (between
$20,000 and $22,000) who are estimated to experience a tax increase as high as $226 from
contributing $5,000 to a DCFSA. In addition, for those with two children, unmarried service
members with earnings between $53,000 and $72,000 and married service members with
earnings between $59,000 and $105,000 are estimated to have a small increase ($17.50) in
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total taxes from contributing $5,000 to a DCFSA. Our analysis of the tax change by paygrade
reveals the following groups would have earnings levels that would cause them to experience
a small tax increase when they contribute $5,000 to a DCFSA: unmarried E7s and O3s with
two or three children; married E5s to E7s and O3s with two children; and married E6s and
E7s and O3s with three children.

When we examine the impact of contributing to the HCFSA and the impact of contribut-
ing to both FSAs, we find that the majority of service members would experience a tax sav-
ings from participating except for small groups of select married service members with very
low earnings. For example, married service members with a nonworking spouse with two
children in the E1 paygrade and with three children in the E1, E2, and E3 paygrades are esti-
mated to experience a tax increase from contributing to an HCFSA. For this group, the tax
increase ranges from $36.70 to $209.48 for a $500 and $2,850 HCFSA contribution, respec-
tively. For those estimated to experience a tax benefit, the size of the benefit can be small
or sizable, depending on the contribution amount assumed, whether a member participates
in one or both FSAs, the demographics of the member, and family earnings. For example,
service members who only participate in an HCFSA and contribute $500 to the account are
estimated to experience a maximum tax savings of $208.25. In contrast, unmarried service
members with one child who contribute $5,000 to a DCFSA and $2,850 to an HCFSA are
estimated to experience a maximum tax savings of $2,669.53.
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CHAPTER FIVE

FSA Costs and Savings to DoD and Total
Savings to Members

This chapter considers the extent to which FSAs increase or decrease DoD personnel costs.
On the one hand, FSAs would increase costs to DoD because of the recurring cost of adminis-
tering an FSA program. On the other hand, FSAs would decrease DoD’s payroll costs, mean-
ing DoD’s share of Social Security and Medicare taxes, just as it decreased member’s payroll
taxes.! The chapter also considers the costs to DoD of introducing and implementing an
FSA program for service members, including setting up and adapting software and provid-
ing training and/or counseling to service members. Because such an FSA program has yet
to be implemented for service members, we held discussions with federal government SMEs
to gain insight into the general scale of these costs and what factors should be considered in
estimating implementation costs. We also spoke with SMEs regarding the recurring cost of
administering an FSA program.

In addition to the assessment of cost and savings to DoD, we provide estimates of the
aggregate savings to service members across the active-duty force drawing on the estimates
from Chapter Four under different assumptions about the take-up or participation rate of
members. Together these calculations allow us to provide estimates of the potential over-
all cost and savings of introducing a DCFSA and HCFSA program for service members,
accounting for the impact on both service members and DoD.

The chapter begins with a discussion of the specific sources of costs and savings to DoD
and how we estimate them and also how we estimate aggregate savings, including the savings
to service members. We then present estimates for DCFSAs and then for HCFSA. We con-
clude with brief summary of the chapter’s findings.

1 Itis possible that the implementation of DCFSAs could change the composition of the force by increasing

the number of service members with dependents. This type of composition change would increase person-
nel costs because certain benefits are more generous and costly for families (e.g., housing and subsistence
allowances, health insurance).
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Cost and Savings Categories

To understand the potential cost or savings to DoD for instituting FSAs for active-duty ser-
vice members, we consider the four categories of costs and savings. The first category is the
agency fee, the annual cost to administer the FSA program day to day. The fee is paid to
the third-party vendor that would handle the FSA account (i.e., receive funds from service
members and manage disbursements of funds for eligible expenses). To estimate this cost,
we assume that were FSAs provided to active-duty service members, then OPM would be
the administrator of the FSA program for members. OPM administers the FSA program for
federal civilians (the Federal Flexible Spending Account Program [FSAFEDS]) and oversees
the operations of the vendor (Health Equity).2 Using a common administrator for federal
employees and military members has a precedent; the Federal Retirement Thrift Investment
Board? administers the Thrift Savings Plan (TSP) for both federal employees and military
personnel and is able to recognize rules governing the TSP that are specific to each group.

We use published information on the fees charged to participate in FSAFEDS to estimate
the annual FSA program costs to DoD. We assume that the FSA program would go into effect
in 2025 and that the monthly fee charged to DoD for each FSA account would be $2.99 for
HCFSAs and $2.99 for DCFSAs in 2025; in addition, OPM would charge a risk reserve fee of
$0.25 per HCFSA per month that would go to OPM. The risk reserve fee also covers the cost to
OPM of administering the FSA program (OPM, 2021).* Over 12 months, the total annual cost
would be $38.88 and $35.88 per enrollee for an HCFSA and a DCFSA, respectively. Accord-
ing to SMEs, the agency fees charged for FSAFEDS are discounted after the plan initiation
because enough funds in reserve accumulate to handle such situations as overpayments or
large medical expenses occurring in the beginning of the calendar year. In theory, sufficient
reserves would potentially be built up after the first year that FSAs were offered to active-
duty service members. As a result, for each subsequent year after the first year that FSAs are
implemented, we assume that the monthly cost per enrollee would decrease to $1.47 (= $1.22
+ $0.25) for HCFSAs and $1.22 for DCFSAs, which are the average discounted fees for years
2017 to 2020 for each respective account (OPM, 2018; OPM, 2020).

The second category of costs are the additional ongoing overhead costs to administer the
FSA program. These are the ongoing administrative costs that would be in addition to the
agency fees and risk reserve fees that cover the contractor and OPM administrative costs dis-
cussed earlier; these can be thought of as the lower bound of the true total ongoing adminis-

2 OPM (undated).
3 Federal Register (undated).

4 The 2024 fee per month per enrollee is predicted to be $2.90 based on Benefits Administration Letter
Number 21-801 from OPM (2021). In addition, a $0.25 risk reserve fee is charged for each HCFSA to ensure
enough funds are available to handle HCFSA reimbursements that are greater than existing contributions.
The annual administration fee is predicted to grow by 3 percent annually between 2022 and 2024. We
inflate the 2024 fee of $2.90 by 3 percent to estimate the 2025 fee of $2.99.
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trative costs. The additional ongoing overhead costs include the costs from providing annual
training about FSAs to active-duty service members, working groups to study the use and
administration of FSAs, and any recurring payroll system costs associated with handling
FSA deductions from active-duty service member paychecks. Because the FSA programs for
military members are not currently offered, we could not obtain empirical estimates of ongo-
ing overhead costs to DoD aside from the agency fees and risk reserve fees discussed earlier.
Instead, we conducted a series of discussions with SMEs in DoD and OPM that touched on
ongoing administrative costs and implementation challenges, sources of potential implemen-
tation costs, and administrative and/or legislative barriers to implementation.

The potentially most substantial ongoing overhead cost would be associated with provid-
ing annual financial literacy training about FSAs to active-duty service members, coordi-
nation among the services on the use and administration of FSAs, and any recurring pay-
roll system costs associated with handling FSA deductions from active-duty service member
paychecks. SMEs indicated that it seems likely comprehensive education would be required
at initial entry training, along with condensed training at certain life milestones, such as
marriage or the birth of a child. Training could also be required during the open enroll-
ment season each year. One SME noted that a possible training strategy would be to require
completion of a short course and an acknowledgement of the risks before individuals could
enroll in an FSA program. According to one SME, this would be a similar strategy to what
was used as part of the introduction of the Blended Retirement System.> However, based on
our analysis in this chapter and our SME discussions, it seems likely that these ongoing costs
would be less than the ongoing savings to DoD after the first year, and a fraction of the ben-
efit to members in all years.

The third category of costs and savings is the savings to DoD from reduced payroll tax
contributions.® As described in Chapter Four, for the majority of service members, DoD
would save 7.65 percent of service member contributions to their FSAs. If a service member
contributes the maximum of $5,000 to a DCFSA, then DoD would save $382.50. If a service
member contributes the maximum of $2,850 to an HCFSA, then DoD would save $218.03. If
a service member contributes $500 to an HCFSA, then DoD would save $38.25. For service
members with earnings net of FSA contributions greater than the Social Security wage cap
($137,700 in 2020), DoD would save only the Medicare portion of payroll taxes or 1.45 percent
of the FSA contribution because it would pay the maximum amount of Social Security taxes
for that service member irrespective of whether he or she contributes to an FSA. We account
for this in our estimates by assuming that the payroll tax savings for service members with
earnings at or above $138,000 would equal 1.45 percent of the FSA contribution. We recog-
nize that this is a rough approximation because an FSA contribution could reduce earnings

> The SMEs with whom we spoke were not aware of any detailed studies on the start-up costs associated

with implementing FSAs.

We note that the benefits to DoD of reduced payroll costs are an intergovernmental transfer and not real
savings for the economy as a whole.
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below the cap providing DoD with a 7.65 percent savings on a portion of the FSA contribu-
tion. Our tabulations using DMDC data reveal that 1.2 percent of service members had earn-
ings of $138,000 or greater.

The fourth category of costs are the one-time implementation costs associated with the
FSA program. Implementation costs include the costs associated with adapting payroll tax
systems to manage pre-tax deductions in earnings for FSAs, developing the processes and
contractual arrangements required to administer the plan, and creating training materials
to provide to active-duty service members to educate them on how FSAs work. We consider
these one-time implementation costs later in this chapter and revisit these costs in our dis-
cussion of an implementation plan in Chapter Six.

In our cost estimates, we are only able to quantify the agency fees and risk reserve fees
charged to manage FSA accounts and the savings from reduced payroll taxes. We are not
able to quantify the costs associated with implementation or other ongoing overhead costs.
That said, we were able to gather some qualitative information on these costs from SMEs as
we describe later in this chapter. Therefore, our estimates will underestimate the true cost of
expanding FSAs to the active-duty population.

The magnitude of our cost estimates depends on the assumptions about the amount that
service members would contribute to an FSA and the percentage of service members who
would participate, i.e., the take-up rate. We present cost estimates using different assump-
tions about FSA contributions for HCFSAs and different assumptions about FSA participa-
tion for both types of FSAs to show the potential range of costs. For DCFSAs, we assume that
participants would contribute the maximum of $5,000. The different assumed participation
rates are applied uniformly, meaning that we assume the participation rate is the same across
all earnings groups and across all demographic groups (i.e., by marital status and number of
children). In practice, we might expect the participation rate to vary by these characteristics
because the tax benefit from contributing to an FSA vary across these dimensions as we dem-
onstrated in Chapter Four.

Along with the cost estimates, we calculate the total aggregate tax change to service
members under the different contribution and participation rate assumptions. To determine
the number of service members in each income bin, we supplemented the NBER TAXSIM
analysis with tabulations of service members by the same $1,000 earnings bins using 2020
data from DEERS PITE and the DMDC Active Duty Pay File. We used service member fed-
eral taxable wages to create the service member counts by $1,000 earnings bins. For married
couples with a working spouse, we assume that the spouse has $25,000 in earnings.” This
means, for example, that a service member with $40,000 in federal taxable wages would be
counted in the $65,000 income bin.

7 We also estimated total tax savings assuming $50,000 in spouse earnings for married couples with

a working spouse and the estimates vary by one percent or less to those presented in the main text,
demonstrating that aggregate savings are not driven by our assumption that spouse earnings equal $25,000.
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We make a few simplifying assumptions to calculate the aggregate tax change to use the
total tax changes calculated by $1,000 earnings bins presented in Chapter Four. First, we
assume that service members with more than three children would experience the same
tax change as those with three children. Second, we assume that service members with at
least $201,000 in earnings would experience the same tax change as those with $200,000 to
$200,999 in earnings. Third, we exclude unmarried service members with gross earnings less
than $20,000 and married service members with earnings less than $30,000 from the aggre-
gate tax change calculation.

Recurring Savings Estimates for DCFSAs and HCFSAs

This section considers the recurring savings to DoD and to members in aggregate, first for
DCFSA and then for HCFSA. Later in the chapter we consider implementation and ongoing
overhead costs.

DCFSA Savings

To benefit from a DCFSA, a service member must have qualifying child care expenses for at
least one child under age 13. Furthermore, for married service members, the military spouse
must be working and earn at least the amount contributed to the DCFSA, or $5,000 given our
assumed DCFSA contribution assumption. Using 2020 data from DMDC’s Active Duty Pay
File and DEERS PITE, we estimated that 436,544 active-duty service members had at least
one child under age 13. Published tabulations from the 2019 Survey of Active Duty Spouses
show that 64 percent of military spouses are in the labor force (DoD, 2020). If we assume that
64 percent of married active-duty service members have working spouse and assume these
spouses earn at least $5,000, then the estimated number of service members eligible for a
DCEFSA falls to 348,900.8 Although we predict that certain service members would experi-
ence a tax increase from contributing $5,000 to a DCFSA, we include them in our pool of
service members eligible for a DCFSA because we do not observe child care arrangements or
qualifying expenses of service members and instead vary the participation rate to show the
full range of savings to DoD.’

8 If the proportion of service members with children who are married changes, then the costs to DoD

for providing a DCFSA to active-duty service members will also change. Fifty-six percent of service mem-
bers with children in our extract are married. If instead we assume that 45 percent or 65 percent of service
members with children are married, then the DoD cost estimates would decrease 4 percent and increase
5 percent, respectively.

9 If we assume that service members who are estimated to have a tax decrease do not participate in a

DCEFSA and 100 percent of the remaining service members have $5,000 in qualifying expenses and choose
to participate, then the total savings to DoD are estimated to be $91.9 million in the first year and $97.6 mil-
lion in each subsequent year. In this scenario, the total annual tax savings to members who participate is
estimated to be $206.3 million.

67



Evaluation of Flexible Spending Accounts for Active-Duty Service Members

We estimate the savings to DoD from offering DCFSAs to active-duty service members
as shown in Table 5.1. The savings in the first year of implementation range from $17,900,000
under a 15-percent participation rate up to $119,100,000 under a 100-percent participation
rate. The savings are even larger in each subsequent year because the contractor administra-
tive fee decreases after the first year. Specifically, the savings range from $19,000,000 with a
15-percent participation rate to $126,500,000 with a 100-percent participation rate.

In Table 5.1, we also include the total tax savings estimated for service members. The
aggregate annual tax savings to service members from contributing $5,000 to a DCFSA
ranges from $30.7 million under a 15-percent participation rate up to $204.9 million under
a 100-percent participation rate. The average annual tax savings per service member from
contributing $5,000 to a DCFSA is $587.19.

Although Table 5.1 shows a range of savings under different DCFSA participation rate
assumptions, the upper range estimate assuming 100-percent participation is highly unlikely
because only 64 percent of employed spouses with children 13 or younger routinely use child
care according to the 2019 Survey of Active Duty Spouses. On the other hand, only members
with children enrolled in installation-based programs or members using unsubsidized off-
base child care would benefit from a DCFSA. In the 2019 Active Duty Spouse Survey, 37 per-
cent of working spouses report using on-base care, implying a participation rate of 24 percent
(37 percent x 64 percent of employed spouses using care). We have no data on the share of
working spouses using child care that use an unsubsidized off-base provider. The spouse
survey indicates that 73 percent of working spouses using child care use an off-base provider,
but it is unclear what share of this 73 percent is unsubsidized and would therefore be eligible
for a DCFSA. It is likely that some of 73 percent is unsubsidized, given that only 9 percent to
16 percent of children enrolled in military-supported child care were in off-base fee-assisted
care, meaning that the DCFSA participation rate might likely be greater than 24 percent.
Given that some share could benefit from a DCFSA because they receive unsubsidized care,

TABLE 5.1
DCFSA Savings to DoD and Total Tax Savings to Active Service Members,
Assuming a $5,000 DCFSA Contribution for Each Participating Member

FSA Participation Rate

15% 25% 50% 100%
DoD savings
Total savings, year 1 $17,900,000 $29,800,000 $59,500,000 $119,100,000
Total savings, year 2+ $19,000,000 $31,600,000 $63,300,000 $126,500,000
Total annual tax savings to $30,700,000 $51,200,000 $102,400,000 $204,900,000

service members

NOTES: DoD estimates include annual administrative costs and payroll tax savings. DoD estimates do not include
implementation costs or ongoing overhead costs.
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we believe a participation rate above 25 percent—and perhaps as high as 50 percent—is the
most reasonable estimate.!

HCFSA Savings

We assume that the population of active-duty service members are all eligible to participate
in an HCFSA if they have eligible health care expenses. Based on 2020 data from DMDC
Active Duty Pay File and DEERS PITE, there are a total of 1,189,753 active-duty service mem-
bers. We calculate DoD costs under two different assumptions about the amount contributed
to an HCFSA: a $500 contribution, which is the average out-of-pocket expenses for TRICARE
Select members, and a $2,850 contribution, which the maximum allowed under an HCFSA.
We also vary the participation from as low as 15 percent, which is approximately equal to the
17 percent of active-duty families covered by TRICARE Select, up to 100 percent to show the
potential range of cost to DoD.

Except for the first year of implementation under a $500 assumed HCFSA contribution,
we estimate a savings to DoD from implementing an HCFSA as shown in Table 5.2. Assum-
ing a $500 average contribution among HCFSA participants, DoD incurs a cost of $0.63 per
enrollee in the year of implementation and saves $20.61 per enrollee in each subsequent year.!!
Assuming that HCFSA participants contribute the maximum of $2,850, DoD saves $179.15
per enrollee in the year of implementation and saves $200.39 per enrollee in each subsequent
year. When we assume a 15-percent participation rate, the total annual cost in the first year
of implementation is $181,000 under the $500 contribution assumption. Assuming a $500
HCEFSA contribution, the first year costs to DoD increase with the participation rate from
$302,000 with a 25-percent participation rate up to $1,207,000 with a 100-percent participa-
tion rate. For each subsequent year, DoD would experience a savings from offering an HCFSA
ranging from $3.6 million with a 15-percent participation rate up to $24.1 million with a
100-percent participation rate. Thus, the first-year DoD cost from offering an HCFSA when
a $500 contribution is assumed is small relative to the savings estimated in the subsequent
years, and DoD would experience a net savings two years after implementation. If instead
participants contribute the maximum of $2,850, we estimate that DoD would experience a
savings in the first year of implementation and each subsequent year. Specifically, the DoD
savings would range from $31.6 million to $210.5 million in the first year and from $35.4 mil-
lion to $235.8 million in each subsequent year.

10" Future surveys of active-duty spouses should ask spouses about receipt of unsubsidized versus subsi-
dized child care to assist in the development of better estimates of the share of spouses who could benefit
from a DCFSA.

11" The sum of the monthly agency fee and risk reserve fee in the first year is $3.24 per enrollee, which
amounts to $38.88 per year per enrollee. The annual payroll tax savings for a $500 contribution or 7.65 per-
cent of $500 or $38.25. The net change per enrollee is ($38.25 — $38.88), yielding a cost of $0.63. In the
second year, the fees go down to $1.47 per enrollee or $17.64 per year per enrollee. The fees go down because
a smaller fee suffices after reserves are built up in the FSA accounts. Net savings per enrollee are $20.61.
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The aggregate tax savings to service members from contributing to HCFSAs are much
larger in magnitude than the DoD savings estimated in Table 5.2. Although the payroll tax
savings for DoD and service members are equivalent, the income tax savings to service mem-
bers are much larger than the payroll tax savings, causing the aggregate tax change to service
members to be orders of magnitude larger than the DoD savings. Under the $500 contribu-
tion assumption, the total tax savings to service members ranges from $19.8 million under
a 15-percent participation rate to $132.3 million under a 100-percent participation rate. If
we assume that participants contribute the maximum amount of $2,850, then service mem-
bers’ tax savings range from $112.7 million under the 15-percent participation rate up to
$751.2 million under the full participation rate. The average benefit to service members is
$111.19 and $631.38 when a $500 and $2,850 HCFSA contribution are assumed, respectively.

As mentioned, about 17 percent of military families participate in TRICARE Select, sug-
gesting that the results for lowest assumed participation rate in the Table 5.2 is most relevant.
On the other hand, TRICARE Prime members and their families might find the opportunity
to cover over-the-counter medications with an FSA attractive. Furthermore, members and
families might pursue medical and dental treatments that are currently not covered, such
as orthodontia. Thus, the participation rate might be as high as 25 percent to 50 percent in
Table 5.2.

TABLE 5.2
HCFSA Savings to DoD and Total Tax Savings to Active Service Members

FSA Participation Rate

15% 25% 50% 100%

$500 contribution
DoD savings

Total savings year 1 -$181,000 -$302,000 -$604,000 -$1,207,000

Total savings year 2+ $3,600,000 $6,000,000 $12,000,000 $24,100,000
Total tax savings to $19,800,000 $33,100,000 $66,100,000 $132,300,000
service members
$2,850 contribution
DoD savings

Total savings year 1 $31,600,000 $52,600,000 $105,300,000  $210,500,000

Total savings year 2+ $35,400,000 $59,000,000 $117,900,000 $235,800,000
Total annual tax savings to $112,700,000 $187,800,000 $375,600,000 $751,200,000

service members

NOTES: DoD estimates include annual contractor administrative costs and payroll tax savings. DoD estimates do not include
implementation costs or ongoing overhead costs. A negative DoD savings means that the DoD incurs a cost.
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Implementation Costs

Because the FSA programs for military members are not currently offered, we could not
estimate implementation costs empirically. Instead, as noted above, we conducted a series of
discussions with SMEs in DoD and OPM regarding implementation challenges, sources of
potential implementation costs, and administrative and/or legislative barriers to implemen-
tation. In this subsection, we summarize the findings from those discussions as they pertain
to implementation costs.

The SMEs identified several sources of initial implementation costs. One would be to
develop the processes and contractual arrangements required to administer the plan. Another
would be the need to provide financial literacy training to members so they can best use the
newly available benefits to meet their specific circumstances. Finally, the pay systems that
would support the FSAs would need to be modified. Currently, three of the armed services
are in the process of developing integrated pay and personnel systems (IPPSs) (i.e., the IPPS-
Army [IPPS-A], the Air Force IPPS [AFIPPS], and the Navy’s Navy Personnel and Pay System
[NP2]) and are moving away from legacy systems (e.g., the Defense Finance and Accounting
Service [DFAS]’s Defense Joint Military Pay System [DJMS]). Because each service is on its
own timetable in the development of an IPPS, it is likely that both the legacy systems and the
forthcoming systems (IPPS-A, AFIPPS, NP2) would require modification to support the FSA
programs.!?

With respect to the implementation costs related to plan administration, the SMEs noted
that an FSA plan for service members could be administered by OPM as part of its Federal
Flexible Benefits Plan (known as FedFlex) (OPM, 2021). However, doing so would require
time to develop the processes and to plan how the FSA program for service members would
be administered. One estimate would be about a year of planning that would be spent per-
forming such tasks as modifying the OPM contract with its FSA vendor (Health Equity),
allowing the vendor time to hire and train additional staff, and, depending on how many
service members might enroll, allowing OPM to hire any needed additional staff. According
to the SME discussions, administering a plan for service members would not be a fundamen-
tal departure from what currently occurs for the administration of the federal FSA program,
unless there are changes in the legal parameters governing FSAs.

Another source of cost that the SMEs identified is the development of educational mate-
rials on FSAs for service members. As the discussion and analyses in the previous chapters
make clear, the amount to elect for an HCFSA or a DCFSA is a complex decision, depend-
ing on a member’s taxable income, unique family circumstances, and potentially uncertain
future expenses. Despite the complexity of the decision facing members, SMEs stated that
DoD could limit the cost of the development of the curriculum by taking advantage of many
available off-the-shelf products.!? The training would need to be adapted for each of the ser-

12 See U.S. Army (undated); U.S. Air Force (undated); and U.S. Navy (undated).

13 See, for example, Lorman Education Services (undated).
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vices, but the core concepts would remain the same. If the FSA program for military person-
nel were to be rolled into FSAFEDS, then existing training materials for this federal program
could be used, appropriately tailored to make it relevant to active-duty service members.
SMEs noted that some care would need to be taken to avoid the appearance of advocating a
particular course of action (i.e., marketing); DoD does not want to be criticized for encourag-
ing a particular decision.

Several SMEs observed that adapting or creating the pay systems needed to support FSAs
could prove to be a substantial challenge, both in terms of cost and time. Although the SMEs
generally did not state specific costs or time scales, they noted that adapting the pay systems
could involve months, half a year, or even substantially longer of government and contractor
effort. Implementing FSAs on some legacy systems could prove to be particularly challeng-
ing, as active maintenance has slowed in anticipation of the transition to the IPPS systems.
For the systems under development, full integration could result in slippage in their delivery
schedule. The one cost estimate we heard was approximately $4 million dollars to modify a
single service’s forthcoming pay system to interact with an external module that implements
an FSA program (similar with the way in which TSP for service members was implemented),
and many times that to fully integrate FSA with that service’s forthcoming pay system (that
is, to implement the FSA program logic within the new system). As noted earlier in this chap-
ter, pay systems supporting FSAs might need to be implemented twice for the same popula-
tion of service members, once under the legacy pay systems and again under any new service-
specific systems (IPPS-A, AFIPPS, NP2).

The SMEs were, in general, unable to provide an estimate of the cost associated with
implementing FSA support in the pay systems. The single ballpark estimate for a basic imple-
mentation that we obtained was $4 million for a single service’s forthcoming pay and person-
nel system. So, we could multiply this by four to come up with an (admittedly crude) estimate
of $16 million across all four services. In addition, if it was decided to upgrade the legacy
DFAS DJMS to make FSA options available as quickly as possible, it might be reasonable to
suppose an additional cost of between $4 million and $12 million, because this system cur-
rently supports the Army, Navy, Air Force, and Space Force. Thus, a very rough approxima-
tion of the total software implementation cost across both the legacy and new systems would
be $20 million to $28 million, and potentially more given DoD’s previous experience with pay
and personnel software development efforts.

Our conclusion from the SME discussions is that the most substantial implementation
cost would be that associated with upgrading the pay systems to support FSAs. The initial
start-up costs associated with FSA administration and creating a training program for ser-
vice members would likely be substantially smaller because of the availability of off-the-shelf
materials and existing OPM materials.
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Summary

In this chapter, we estimated potential savings to DoD and active-duty service members asso-
ciated with instituting FSAs. We showed that members typically would benefit if they used
FSAs, assuming they have eligible expenses. We consider a range of participation or take-up
rates and believe that a 25-percent take-up rate, possibly higher for a DCFSA, is a reasonable
first estimate. We also showed that, taking into account the costs we could quantify, DoD
would also potentially experience savings in the long run if FSAs were implemented with
the amount dependent on the take-up rates and the amounts that service members choose
to contribute. Assuming a 25-percent take-up rate, the total tax savings to members would
participate would be $51.2 million for an DCFSA and $33.1 million for an HCFSA under a
$500 contribution assumption. For DoD, the respective savings in the first year and each sub-
sequent year would be $29.8 million and $31.6 million for a DCFSA. For the HCFSA, DoD
would experience a cost of $302,000 in the first year and savings of $6 million each subse-
quent year.

However, DoD would also bear costs that we were unable to quantify, specifically those
costs associated with implementing changes to pay systems to support FSAs, creating FSA
training programs for service members, and costs associated with setting up administration
of the FSA benefit. These costs could be potentially large if implementation involved adapt-
ing both the legacy pay systems and the forthcoming service-specific systems, ranging up to
$28 million or more. Furthermore, implementation could also result in delays in the rollout
of the new IPPSs for the Army, Navy, and Air Force. In addition, DoD would bear ongoing
overhead costs that we were not able to quantify.
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CHAPTER SIX

Implementation Plan

This chapter outlines an implementation plan for HCFSA and DCFSA options for service
members and their families. Here, we cover the following:

« the basic objective of the implementation plan and criteria for evaluating successfully
meeting the objective

o alist of activities that will need to be carried out along with the key players

o arisk analysis covering the uncertainties associated with executing the plan

« aresource plan indicating what resources will need to be made available

« a provisional timeline and associated milestones.

Objective and Criteria

Objective: Allow all active-duty service members to participate in FSA options for health
and dependent care in accordance with the congressional language in the FY 2021 NDAA,
specifically “flexible spending account options that allow pre-tax payment of dependent care
expenses, health and dental insurance premiums, and out-of-pocket health care expenses for
members of the uniformed services and their family members.” (U.S. House of Representa-
tives Report 116-617, 2020)

Note that the objective is not simply to provide access to FSAs as they are currently imple-
mented in much of the private sectors and for government civilians but to also provide a
unique feature: the ability to use FSA funds to pay for health and dental insurance premiums.
Under current law, FSA funds can only be used to pay for direct medical care services or
goods, and not for insurance premiums. We will discuss this in more detail in this chapter.

Criterion for success: All active-duty service members have access to health and depen-
dent care FSAs.

The criterion for success is broad in the sense that active-duty members of all services
would need to be covered, and minimal in the sense that it only requires that active-duty
members have access.! Additional criteria could include each service having a robust educa-
tion and training program to support members in their choices, and also include ensuring

1" We do not consider provision of FSAs to members of the reserve component in this report.
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that every member in each of the services gets access simultaneously, because differences in
timing would create inequities across services.

Roles and Responsibilities of Key Actors

The key actors involved in implementation include OSD, OPM (specifically staff supporting
FSAFEDS and OPM’s supporting contractor Health Equity), DFAS, and the proponents for
the pay and personnel systems in each of the individual services. The key tasks they would
need to undertake to bring about FSAs for active-duty members of the services and their
family members would include

o deciding on the timing of when FSAs would be implemented

o seeing to it that enabling legislation for the novel FSA features comes before Congress
o implementing support for FSAs in both current and future pay and personnel systems
o creating education and training materials on FSAs for members of the services

o fielding the training in advance of the advent of the FSA options.

Table 6.1 shows provisional assignments of the roles and responsibilities to the different
actors.

OSD would perform overall coordination, decide on the timing of implementation, and
see to it that supporting legislation is drafted. The timing of implementation will affect the
overall cost of implementation, as three of the services are transitioning from having their
payroll services performed by DFAS to each having its own IPPS. These IPPSs are currently

TABLE 6.1
Roles and Responsibilities of Key Actors

Roles and Responsibilities OSD OPM Health Equity = DFAS Services
Coordination and timing decisions X x@
Facilitate enabling legislation X

Prepare education and training X X
materials

Field education and training materials X
Preparation and oversight of execution X

of FSA program
Execution of FSA program X

Implement support for FSAs in current X X
and future pay and personnel systems

NOTE: Assignment of roles and responsibilities is provisional.

@ Services would support OSD in timing decisions because they are responsible for the release schedules for the new pay
and personnel systems.
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(as of June 2022) scheduled to be fully operational in FYs 2024 and 2025. If FSAs were to
be implemented as soon as possible, then the supporting software might need to be imple-
mented multiple times, once for the current pay systems and once again for the forthcoming
IPPS. The alternative would be to delay implementation until fully operational versions of
the new IPPS have been fielded, or mandate that the new IPPS include support for FSAs (and
potentially delay when IPPS with full operational capability come online).

OSD Legislative Affairs would facilitate consideration of appropriate supporting legisla-
tion by Congress, specifically legislation that would allow active-duty service members to use
FSA funds to pay for dental or health insurance premiums. In addition, and at the discretion
of OSD, additional legislation might be supported that would allow FSAs to be stackable with
employer subsidies.

DoD Office of Financial Readiness would take the lead in preparing education and train-
ing materials so that service members could take full advantage of the FSAs. It would need to
coordinate with FSAFEDS and the individual services.

OPM would provide support via its FSAFEDS program staff. According to SME discus-
sions, OPM staff would require a year to gear up to support FSAs as currently designed for
all members of the services and might require additional time to support FSAs that allow for
payment of health and dental insurance premiums. This period would include developing
the processes and contractual arrangements required to administer the plan. Health Equity,
which administers the FSAFEDS program on behalf of OPM and takes care of day-to-day
operations, would similarly require a year or longer to build the capacity needed to support
all members of the services and their families.

DFAS would need to implement support for FSAs in all their current pay systems if FSAs
are to be implemented before the individual service pay and personnel systems come online.
DFAS currently oversees the DJMS, which provides payroll support for the Army, Navy, Air
Force and Space Force. DFAS also oversees the Marine Corps Total Force System (MCTES).
If FSAs are to be implemented only after all the individual service pay and personnel systems
come online, then DFAS would only need to implement support for FSAs in the MCTES.

The services developing new pay and personnel systems would need to implement sup-
port for FSAs. In addition, the services would need to assist OSD in making timing decisions
for the provision of FSAs, taking into consideration the development schedule for when the
new systems will have full operational capability. The services could also assist OSD in the
development of education and training materials and would have responsibility for fielding
these materials.

Risk Analysis

The primary risks associated with implementing FSAs are associated with enabling legisla-
tion and development of supporting pay system software. It is uncertain if and when enabling
legislation could be passed that would allow active-duty service members to pay for dental
and health insurance using FSA funds. It is also uncertain whether and when auxiliary legis-
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lation could be passed that would allow active duty service members to “stack” DCFSA funds
and service subsidies. The Department of the Treasury could object to either or both of these
provisions unless there were offsets to the loss of revenue that would be induced by any pro-
posed legislation. The uncertainty surrounding legislation would lead to uncertainty for the
other the key actors, OPM, DFAS, and the services. They may be unable or unwilling to act
until any residual legislative uncertainty has been resolved.

Development of software to support FSAs in the legacy and new pay systems could prove to
be a formidable challenge, perhaps most comparable with the effort to support the launch of the
TSP for military members. The development and maintenance of pay and personnel software
can often prove to be more difficult than initially anticipated, as can be seen from the efforts
that have been delayed or abandoned in the past (e.g., the Defense Integrated Military Human
Resources System). That being said, FSAFEDS has experience in providing a functional appli-
cation support interface to the federal agencies with which it works, and DFAS and the services
would have these other implementations that could serve as a guide to providing the needed
software support. The overall timing of the rollout of FSAs will determine whether support
would need to be developed within DJMS. In any case ,the development timeline for the sup-
porting software for FSAs could prove to be a key source of uncertainty.

Resource Plan

As we noted in Chapter Five, our conclusion from the SME discussions is that the most sub-
stantial implementation cost would be the cost associated with upgrading the pay systems to
support the FSA options. We projected from a single service’s ballpark estimate of $4 million
to provide a minimal level of support for FSAs in one of the new pay and personnel systems to
suppose that the implementation cost to upgrade the four new or continuing pay systems to
be $16 million, while the implementation cost to upgrade the legacy and the new pay systems
(and thus potentially provide FSAs before the new pay systems reach full operational capabil-
ity) would be in the range of $20 million to $28 million or possibly much more given previ-
ous experience. The initial start-up costs associated with FSA administration and creating a
training program for service members would likely be substantially smaller.

Timeline and Milestones

Were DoD to decide to implement FSAs immediately without waiting for the services to com-
plete their upgrade of IPPS, it would likely take well over a year to accomplish. This is due to
several factors. First, implementing flexible account options that would allow pre-tax pay-
ment of health and dental insurance premiums would require enabling legislation. Second,
three of the services are currently implementing new pay and personnel systems and would
require time to develop support for FSAs once their new systems are fielded in FYs 2024
and 2025. Third, OPM and its supporting contractor Health Equity would require a year to
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prepare for providing FSA accounts, and possibly more time if the FSA accounts have novel
features, such as allowing payment of health and dental insurance premiums. Fourth, time
would be required to develop training materials for service members. Fortunately, some of
these activities could be carried out in parallel, as they are not dependent on each other.

This is illustrated by the example schedule shown in Figure 6.1. This schedule assumes
that OSD decides to implement FSAs as quickly as possible, and thus has DFAS implement
support for FSAs in DJMS. Initially, OSD facilitates enabling legislation to allow members
of the services to pay for dental and health insurance premiums using FSAs. The example
schedule allows one year for this activity, however there is a possibility that it could take
longer, and project managers will need to take this risk into account. Subsequent to the legis-
lation being passed, OPM and their supporting contractor could prepare to support the FSA
program. Simultaneously, DFAS could initiate work to implement support of FSAs in the
systems it supports; although the example schedule allocates one year for this activity, one of
the risks that would need to be managed is that this could take considerably longer. (If DJMS
support for FSAs where to take two or more years to accomplish then implementation of FSAs
would slip to 2026, by which time the new service pay and personnel systems are scheduled
to be operational.) Also, the DoD Office of Financial Readiness could simultaneously begin
work on preparing the education and training materials, later handing these materials off to
the services. Thus, OPM, DFAS, OSD, and the services would work in parallel toward the ini-
tial offering of FSAs to service members, which in this scenario would happen in 2025. OPM
would oversee the execution of the FSA program from 2025 into the indefinite future. The
Army, Navy, and Air Force would field systems with full operational capability and support
for FSAs by 2026, and they would transition from DFAS support at that time.

FSAs for service members could be implemented faster—perhaps up to a year faster—if
enabling legislation to support such special features as payment of insurance premiums was
not required. If the “OSD-facilitate enabling legislation” block was removed from the sce-
nario shown in Figure 6.1, the succeeding activities could all be moved to the left by year, with
“OPM, contractor-preparation of FSA programs,” “DFAS-support FSAs in current pay sys-
tems,” and “OSD, services—prepare education and training materials” all being able to start

FIGURE 6.1
Example Schedule for Implementation

OSD - Facilitate enabling legislation

OPM, contractor - Preparation of FSA program

DFAS - Support FSAs in current pay systems

OSD, Services - Prepare education and training materials

OSD, Services - Initial fielding of education and training materials
OPM - Execution of FSA program

Services - AFIPPS, IPPS-A, NP2 reach full operational capability
Services, contractors - Support FSAs in future pay systems
2022 2023 2024 2025 2026 2027 2028
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as soon as resources could be allocated. Thus, barring any unexpected delays (due to, say,
software development difficulties), FSAs without special features could potentially be made
available by 2024 instead of 2025.

An alternative scenario, shown in Figure 6.2, would be to avoid the cost of implementing
support for FSAs in the legacy DJMS pay system, and would instead only implement FSAs on
the continuing and new pay systems. This scenario would allow some slack in the timing of
support activities carried out by OPM and its contractor, as well as the training and education
activities carried out by OSD and the services—therefore, these tasks have been moved to the
figure’s right so that they occur in 2025 for the most part but could occur earlier. Under this
scenario, FSAs would be rolled out when all the new service pay and personnel systems reach
full operational capability, here assumed to be by the beginning of 2026. OPM would provide
support for the FSA program from 2026 on into the indefinite future.

The assumption that the new systems are available at the beginning of 2026 reflects the
current (June 2022) schedule for the new IPPSs across all the services, however these sched-
ules are subject to change. Major software development projects are subject to both time and
budget risk, and typically take longer and cost more than initially anticipated. Requiring that
the new systems provide support for FSAs could delay their delivery. Thus, the rollout of FSAs
could inadvertently be delayed by making the scheduling dependent on when the new pay
and personnel systems reach full operational capability.

FIGURE 6.2
Alternative Example Schedule for Implementation

OSD - Facilitate enabling legislation -

OPM, contractor - Preparation of FSA program

OSD, Services - Prepare education and training materials .

OSD, Services - Initial fielding of education and training materials
Services - AFIPPS, IPPS-A, NP2 reach full operational capability
Services, contractors - Support FSAs in future pay systems
DFAS - Support FSAs in legacy pay system

OPM - Execution of FSA program
2022 2023 2024 2025 2026 2027 2028

NOTE: The figure assumes that OPM, OSD, and service preparation tasks are carried out in 2025 for the most part, but
they could occur earlier.
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Summary

In this chapter, we described a basic implementation plan for FSAs for service members and
their families. We outlined the objective and criteria for success, described the key actors and
activities they would need to undertake, gave a basic risk analysis (identifying enabling legis-
lation and software development as the key sources of risk), gave a provisional resource plan,
and provided two example timelines. Implementation of FSAs is possible and could happen
as early as 2025 under the more aggressive example schedule we have presented—if all tasks
can be executed within the time planned. If there are delays due to difficulties in realizing
the enabling legislation, or due to software development problems, or due to OPM (or their
supporting contractor) needing additional time to support an FSA program with novel fea-
tures, then this target date could slip to 2026 or even later. The less aggressive schedule is also
subject to risk, as it makes implementation of FSAs dependent on the delivery of three large
and complex software products, AFIPPS, IPPS-A, and NP2, and delays in any one of these
systems could potentially disrupt the scheduled time when FSAs would become available to
all active-duty service members.
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CHAPTER SEVEN

Discussion and Conclusions on the
Feasibility and Advisability of FSAs for
Service Members

This chapter draws from the results of the previous chapters to discuss the feasibility of
implementing FSA options that would allow pre-tax payment of dependent care expenses
and health-related expenses for members and their families. In considering feasibility, Con-
gress directed an analysis to evaluate the financial advantages or disadvantages for members
and their families, focusing on tax incentives and identify administrative or legislative barri-
ers to implementing these options. The net effect of an FSA on a member’s tax liability is not
predictable a priori. On the one hand, members’ income tax liability may rise, fall, or stay the
same because of the complex interactions between FSA contributions and other relevant tax
credits. On the other hand, payroll taxes fall for both members and DoD because less income
is subject to Social Security and Medicare taxes. The net effect on DoD is also not predictable
a priori because despite the drop in payroll taxes, DoD must pay for the ongoing administra-
tion of the FSA options, incurring a cost. In addition to the analysis directed by Congress, we
also developed an implementation plan should DoD move forward with these options, at the
request of OSD.

We find that across all active service members who would likely be eligible to partici-
pate in the FSA options, under a wide range of assumptions about the participation rate, the
aggregate net benefit to active service members and to DoD would be positive.! Although the
overall effect is estimated to be positive, most active members would likely not participate
because they would either not have eligible expenses or their expenses would be relatively
small. In the case of a DCFSA, members with children in off-base subsidized child care pro-
grams would be unlikely to have eligible expenses, unlike those with children in on-base care,
such as in a CDC. Yet, spaces in on-base care facilities are supply constrained so not every
military family who would prefer to receive on-base care (and fully benefit from the DCFSA)
would be able to do so. In the case of an HCFSA, active members receive health care at little

1" 'When a $500 HCFSA contribution is assumed, we estimate that DoD would experience a cost to offering

an HCFSA in the first year. However, this cost is small relative to the savings estimated in each subsequent
year, meaning that the DoD would experience a net savings from offering an HCFSA after two years.
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or no out-of-pocket costs to them while most of their families, 83 percent, are covered by
TRICARE Prime with average annual out-of-pocket costs of about $100 or less. The remain-
ing 17 percent of active families are covered by TRICARE Select with average annual out-of-
pocket costs of about $500.

Our computation of net benefit to DoD does not include implementation or ongoing over-
head costs. For DoD, the cost to implementing FSA options could be sizable, albeit currently
unknowable. Cost could be large because of the costs of upgrading the pay systems to support
FSAs, not just the current systems but the IPPSs that are being rolled out by each service over
the next few years.

The overall implication is that adding FSA options for service members and their fami-
lies would impart an overall net benefit to service members who have eligible expenses and
would produce a cost savings to DoD. However, available data indicate many members would
not benefit from an FSA option in the case of dependent care or, in the case of health care,
their average out-of-pocket expenses would be small, less than $100 annually. Furthermore,
the potential inequity between those receiving on-base versus off-base child care in terms of
access to the benefits of an FSA option could increase concerns regarding the limited avail-
ability and the existence of waitlists for on-base care. Improved data on usage of unsubsi-
dized off-base child care and on out-of-pocket health care expenses outside TRICARE would
improve the estimates of the net advantage to service members and their families.2 Although
the FSA options would produce a cost savings to DoD, the benefits to DoD of reduced payroll
costs are an intergovernmental transfer, while the administrative costs are a real cost to the
taxpayer. We were unable to provide a specific estimate of implementation costs beyond a
rough estimate of up to $28 million or more, but our SME discussions suggest that one way to
reduce costs would be to wait to implement the FSA options until all services have full tran-
sitioned to their IPPSs, to avoid duplicating implementation costs under the legacy systems.

Changes in Legislation

Two legislative changes that could potentially expand the benefits of an FSA option to more
service members and their families or that would be required to implement FSA option for
health care as articulated by Congress.

First, a prominent challenge to implementation of FSAs as envisaged in the NDAA 2021
language is that current regulations do not allow for health FSA funds to be applied to health
and dental insurance premiums. HCFSA funds can be spent only on medical care. The Inter-
nal Revenue Code states that medical care means amounts paid “for the diagnosis, cure, miti-
gation, treatment or prevention of disease, or for the purpose of affecting any structure or
function of the body” (U.S. Code, Title 26, Section 213[d], 2012). As health and dental insur-

2 Future DoD surveys should consider adding questions related to these issues.
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ance premiums are not a form of direct care, they cannot be paid for out of an FSA.? Thus,
enabling legislation would need to be passed to allow for payment of insurance premiums
from FSAs by military personnel. Active-duty members and their families have no premium
or enrollment fee for TRICARE Prime or Select, but they pay a premium for dental care. For
coverage of a single individual, annual premiums are $139.80 and are $363.36 for families
in 2022. Allowing an HCFSA to cover these premiums could increase participation in the
HCEFSA.

Second, active members are more likely to benefit from a DCFSA if their dependent care
is provided on-base, a form of care that is supply constrained, or provided off base from
an unsubsidized provider. Although military families may find certified off-base providers
where expenses are eligible for fee assistance, this option would most likely eliminate the
advantage of having a DCFSA because any combination of child care subsidy and DCFSA
contributions cannot exceed the maximum DCEFSA contribution limit of $5,000. For exam-
ple, a member with TFI of $55,000 would pay $100 weekly for community-based care, or
$5,200 annually. Suppose the cost of child care was $20,000 annually. Under the fee-assistance
program, the military would have provided the subsidy up to the cap of $1,500 monthly,
or $18,000 annually, less the fees paid by a family based on its TFI, for a total subsidy of
$12,800. A family would also have $2,000 in additional out-of-pocket costs (equal to $20,000
- $5,200 - $12,800). This $12,800 subsidy far exceeds the contribution limit of $5,000 for a
DCEFSA, and a family would have $0 in allowable contributions to a DCFSA. Also not allow-
able would be any child care fees above the $20,000 figure in this example. For example, if,
instead of $20,000, the provider charged $24,000 annually, the member would be responsible
for $11,200 = $5,200 + $4,000 (where $4,000 = $24,000 — $20,000). The additional $4,000
would also not be allowable.

In short, implementing a DCFSA would create an inequity between members who receive
on-base child care in CDCs and those who receive subsidized community-based care. Con-
cerns about this equity in accessing the benefits of a DCESA could potentially be addressed
by eliminating the offset for the employer subsidy of child care. However, eliminating the
offset would require legislation to make an employer child care subsidy and eligible DCFSA
expenses stackable. Allowing them to be stackable would likely increase participation in the
DCEFSA.

Finally, FSAs for service members could be implemented faster—perhaps up a year
faster—if enabling legislation to support special features, such as payment of insurance pre-
miums, was not required. Enabling legislation for special features lies on the critical path
for implementation of FSAs because it is the precursor to the development of any processes,
procedures, and software to support fielding of FSAs—these cannot be developed without
knowing the particulars of the legislation.

3 As discussed in Chapter Two, FSAs for medical care can cover direct expenditures eye and dental care
including orthodontia, eye exams, glasses, and so forth.
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Summary

Introducing an FSA option could impart a tax benefit for some members and their families
and save personnel costs for DoD, although the start-up costs of updating the legacy and new
pay systems could be substantial. However, many military families would not have eligible
DCFSA expenses or could have few eligible HCFSA expenses under current law, unless they
use the HCFSA to cover expenses outside TRICARE, such as for over-the-counter medication
and supplies. Furthermore, the DCFSA introduces an inequity between those who already
benefit from having access to on-base care and those who access care off base from subsi-
dized providers. Legislation that addresses these issues could increase participation in the
FSA options.
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Abbreviations

AGI
AFIPPS
CDC
CDCTC
CONUS
DCFSA
DEERS
DFAS
DJMS
DMDC
DoD
EITC
FCC
FICA
FSA
FSAFEDS
FY
HCEFSA
HMO
HRA
HSA
IPPS
IPPS-A
IRS
MCTES
NBER
NDAA
NP2
OPM
OSD
PCM
PITE
PPO
SAC

adjusted gross income

Air Force Integrated Pay and Personnel System
child development center

Child and Dependent Care Tax Credit
continental United States

dependent care flexible spending account
Defense Enrollment Eligibility Reporting System
Defense Finance and Accounting Service
Defense Joint Military Pay System

Defense Manpower Data Center

U.S. Department of Defense

Earned Income Tax Credit

family child care

Federal Income Contribution Act

flexible spending account

Federal Flexible Spending Account Program
fiscal year

health care flexible spending account
health maintenance organization

health reimbursement arrangement

health savings account

Integrated Pay and Personnel System
Integrated Pay and Personnel System-Army
Internal Revenue Service

Marine Corps Total Force System

National Bureau of Economic Research
National Defense Authorization Act

Navy Personnel and Pay System

Office of Personnel Management

Office of the Secretary of Defense

primary care manager

Point-in-Time Extract

preferred provider organization

school-aged care
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SME subject-matter expert
TFI total family income
TSP Thrift Savings Plan
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nlike many large employers, the U.S. military does not

offer flexible spending account (FSA) options to members

of the armed services and their families. Contributions to

either a health care FSA (HCFSA) and/or dependent care

FSA (DCFSA) reduce the amount of income subject to
income and payroll taxes, thereby reducing the individual’s tax liability.
FSAs interact with other tax incentives in the U.S. tax code, potentially
reducing or even eliminating the potential tax savings to individuals
participating in an FSA. For service members to take advantage of an
FSA, they must have eligible care and medical expenses for themselves
or their family members. For example, in the case of health care, most
members would have few or no eligible out-of-pocket medical care costs
associated with TRICARE.

This report presents an analysis—requested by the Office of the
Secretary of Defense as input for Congress—on the implications of FSA
options for active-duty service members and their families that would
allow pre-tax payment of dependent care expenses, insurance premiums,
and out-of-pocket medical expenses. The authors evaluate the benefits
and costs of FSA options to active members and the U.S. Department of
Defense (DoD), and present an implementation plan should FSA options
be implemented by DoD. They also identified legislative or administrative
barriers to these options.
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