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ISLER DARE, P.C. 
 

EMPLOYEE BENEFITS UPDATE 

November 1, 2013  

IRS Relaxes “Use it or Lose it” Rule for Health Flexible Spending 
Accounts to Permit Carryovers up to $500 

 
Executive Summary 
 Late yesterday, the IRS made good on its promise to relax the “use it or lose it” 

forfeiture rules for health flexible spending accounts (“health FSAs”).  Employers will 
now have the choice to amend their health FSAs to permit up to $500 in unused funds 
to carry over from one plan year to the immediately following year, when they can be 
used to reimburse qualifying medical expenses that are incurred during the entire 
carryover plan year.   

 

 Nothing requires an employer to provide for this carryover, or prohibits an employer 
from setting a lower limit on the amount of unused funds that can be carried over 
from one year to the next.  However, a health FSA is not permitted to have both a 
carryover feature and a grace period. 

 

What You Should Do 
 Determine whether you want to permit a carryover of unused funds in your health 

FSA (keeping in mind that you will need to eliminate any grace period that you might 
have in place, since you can’t have both). 

 

 If you decide to permit a carryover in your health FSA, determine the amount of 
unused funds that you will allow participants to carry from one year to the next (up 
to $500). 

 

 Contact your health FSA administrator for information about when they will be able 
to adjust their systems and recordkeeping, so that you can:  
o Determine when this change will take effect – 2013, 2014, or later 
o Develop and distribute appropriate notices to your employees  
o Prepare the necessary amendments to your health FSA plan 
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Highlights of the New Carryover Rules 
 
When the limit on employee salary-reduction contributions to a health FSA was dropped to $2,500 
for 2013, the IRS indicated that it was considering modifications to the use-it or lose-it forfeiture rules 
that have long characterized health FSAs.  Yesterday, the IRS made good on its promise, announcing 
that employers would be able to amend the design of their health FSAs to permit employees to carry 
over up to $500 of unused funds from one plan year to the immediately following year.   
 
Currently, most health FSAs have a “grace period”, which enables employees to spend down any 
unused funds from the prior year during the first 2-1/2 months of the following year.  Under the 
guidance issued yesterday, employers will have to decide whether to continue to offer the grace period 
under their plans or replace it with a carryover feature.   
 
Key features of the new guidance on carryovers under health FSAs include the following: 
 

 Unused funds of up to $500 from one year can carry over to the immediately following year.   
 

 An employer can design its plan to set the amount of funds that it will permit to be carried 
over from year to the next, but the amount cannot exceed $500. 
 

 The amount of the permitted carryover must be the same for all plan participants. 
 

 Unused funds over the $500 carryover limit (or any lower carryover limit set by the employer) 
will be forfeited.  Unused funds in a health FSA will also be forfeited upon an employee’s 
termination of employment, unless the employee makes the limited COBRA election that is 
available to health FSAs.  
 

 Carryover funds can be used to reimburse qualifying medical expenses that are incurred at any 
time during the year into which they are carried over (in contrast to the grace period rules, in 
which any qualifying medical expenses must be incurred during the 2-1/2 month grace period).   
 

 Carryover funds will not count against or offset the amount that an employee can contribute 
annually to the health FSA (which is up to $2,500).  In other words, if an employee has $450 
in unused funds from Year 1 that are carried over to Year 2, and the employee also contributes 
$2,500 in Year 2 to a health FSA, then the total balance in the employee’s health FSA for Year 
2 will be $2,950. 
 

 Nothing requires an employer to have a grace period feature or a carryover feature; both are 
optional design choices.  However, if an employer adds a carryover feature, the grace period 
feature must be eliminated (although a “run out” period for processing claims incurred during 
the prior year is still permitted). 
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Next Steps for You to Take  
 

√ Contact your health FSA administrator to find out if/when they will be able to adjust 
their systems to permit the carryover feature (because even if you want to amend your 
plan to permit a carryover of unused funds from 2013 into 2014, as a practical matter, 
your administrator might not be able to accommodate this). 

 
√ If you want to add a carryover feature to your health FSA, determine what your 

carryover limit will be (up to $500). 
 

√ Develop and distribute a communication to your employees, explaining that the grace 
period has been replaced with the carryover feature, which will generally give them 
more flexibility (although if you decide to eliminate your grace period for 2013 at this 
late date, there may be some employees who will be adversely affected by this change).   
Unfortunately, because open enrollment for most calendar year plans for 2014 is 
already underway—with materials already printed and online systems already 
programmed—this means that if you are able to add this feature for 2014, you will 
need to do a supplemental communication right away. 

 
√ Work with legal counsel, your health plan consultant, or your health FSA administrator 

to prepare and timely adopt a written amendment to your health FSA plan that 
eliminates any grace period feature and implements your new carryover feature.  
Generally, plan amendments need to be executed no later than the plan year in which 
they are put into place.  For 2013, though, there is a special transitional rule, permitting 
a plan to be amended to add the carryover feature, as long as the amendment is 
executed no later than December 31, 2014 (since that is the deadline for amending a 
health FSA to reflect the $2,500 limit).  It is not clear, however, whether you can also 
delay until 2014 a plan amendment that would remove a grace period at the end of the 
2013 plan year—or whether that plan amendment would need to be implemented by 
December 31, 2013—and so we are hopeful that the IRS will clarify this point in the 
near future. 

 
* * * * * * * 

In a time when the landscape of employer-provided health benefits is changing so rapidly because of 
Federal health reform, this announcement is a welcome, employee-friendly change.  However, given 
the fact that the announcement was made so late in the year, as a practical matter, it may be challenging 
for employers and their health FSA administrators to implement it in time for 2014.  Of course, we 
are happy to assist you in evaluating your options and making any changes to your health FSA plan. 
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