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IRS loosens “use-it-or-lose-it” rule   

The IRS has issued a notice modifying the “use-it-or-lose-it” rule for health FSAs. Under this 

new guidance, participants can be permitted to carry over up to $500 of unused amounts 

remaining in their health FSA at the end of a plan year and use these funds for medical 

expenses incurred during the following plan year. This carryover is available for the 2013 plan 

year. The notice also clarifies when noncalendar-year cafeteria plans can permit employees to 

change their 2013 salary reduction elections to take into account the availability of coverage 

offered through an ACA Marketplace and their potential exposure to the individual mandate. 

Background 

The “use-it-or-lose-it” rule has long been a fundamental feature of health flexible spending arrangement (health 

FSA) administration. This rule provides that health FSA funds not applied toward eligible expenses (“use”) incurred 

by the end of the plan year, or by the end of a 2 1/2 month “grace period” following the close of the plan year, must 

be forfeited (“lose”) rather than carried over for use in subsequent plan years. Carryover of funds for use in 

subsequent plan years has not been permitted. 

Another well-known rule for cafeteria plan administration is that elections are generally irrevocable and can only be 

changed during the plan year for specific reasons authorized by the cafeteria plan regulations. 

A notice issued by the IRS makes significant changes to these rules. The government has also issued a press 

release and fact sheet on the guidance. 

Modification of “use-it-or-lose-it” rule 

Notice 2013-71 modifies the “use-it-or-lose-it” rule for health FSAs. The modification permits, but does not require, 

an employer to amend a cafeteria plan to allow participants to carry over unused health FSA amounts of up to $500 

and apply those amounts toward qualified medical expenses incurred during the following plan year.  The carryover 

amount is not counted toward the $2,500 limit on salary reduction contributions for the following plan year.  Plans 

that adopt the carryover provision cannot also maintain the 2 1/2 month grace period. 

To take advantage of this provision, employers must amend cafeteria plan documents to permit the carryover and, 

where applicable, eliminate the grace period. The amendment must be adopted on or before the last day of the 

plan year from which the amounts may be carried over and may be effective retroactive to the beginning of the plan 

http://www.irs.gov/pub/irs-drop/n-13-71.pdf
http://www.treasury.gov/press-center/press-releases/Pages/jl2202.aspx
http://www.treasury.gov/press-center/press-releases/Pages/jl2202.aspx
http://www.treasury.gov/press-center/press-releases/Documents/103113FSA%20Fact%20Sheet.pdf
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year. Employers that want to permit carryovers for a plan year beginning in 2013 may do so by amending their 

cafeteria plan before the last day of the plan year beginning in 2014. 

Buck Comment. Offering a carryover will also require employee communications that explain how the 

carryover works. To give employees the best opportunity to plan for their expenses, these communications 

should be provided as soon as possible after the decision to allow the carryover has been made. It should 

be noted that the carryover could potentially affect an individual’s eligibility to make HSA contributions for 

periods in which the carryover amounts are available. The IRS did not address this issue in its guidance. 

Employers should consult with their advisors before implementing the carryover. 

Transition relief for noncalendar-year plans 

In addition to permitting the carryover, the notice offers clarification regarding certain transition relief available for 

employees enrolled in noncalendar-year cafeteria plans. This transition relief was initially set out in proposed 

regulations addressing the employer shared responsibility penalties. See our January 30, 2013 For Your 

Information. In order to give employees greater flexibility to make changes in salary reduction elections for health 

coverage, the transition relief allows an employer to amend its noncalendar-year cafeteria plan so employees can 

make one or both of the following election changes during the plan year beginning in 2013: 

 Employees who elected to make pretax contributions for employer health coverage may prospectively 

revoke or change their election with respect to the employer’s health plan once during that plan year. 

 Employees who did not make a salary reduction election for employer health coverage may make 

prospective salary reduction elections for employer health coverage. 

The notice makes clear that this relief may be adopted by all employers and not just those subject to the employer 

shared-responsibility mandate. The notice also provides that cafeteria plans can impose more, but not less, 

restrictive conditions on these options. For example, a noncalendar-year cafeteria plan could limit the number of 

months during which employees who want to enroll in health coverage offered through an ACA Marketplace may 

make cafeteria plan election changes (e.g., permit revocations only during January, February and March, rather 

than at any time during the plan year). The transition relief may be applied beginning on or after December 28, 

2012, the date the proposed regulations were issued. Plan amendments are required by December 31, 2014. 

In closing  

For years, the employee benefits community has lobbied the IRS, Treasury, and Congress to allow unused 

amounts in health FSAs to be carried over to a subsequent plan year. In 2005, those efforts produced the grace 

period guidance. This new guidance permits a carryover of up to $500 of unused health FSA amounts. Now, an 

employer must decide which option, if any, would be desirable. Implementing either is not without its administrative 

and communication challenges. With respect to the carryover, employers will need to assess potential losses as 

well as weigh the pros and cons of implementing. There are some unanswered questions, such as how this impacts 

eligibility to make HSA contributions. In some instances, the costs of implementing this strategy could outweigh the 

good will gained. 

 

http://www.buckconsultants.com/portals/0/publications/fyi/2013/FYI-2013-0130-Guidance-issued-on-employer-shared-responsibility-requirements.pdf
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