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New Employer Option for Health 
FSA Carryover Announced 

The IRS announced on October 31, 2013 in 

IRS Notice 2013-71 one of the largest changes 

yet to Health FSAs– the ability to allow 

employees to carryover up to $500 of a Health 

FSA unused balance!  The content and timing 

was a shock to most, and everyone is 

scrambling to implement these changes for 

their clients and their employees.  But first, 

what are the details. 

Use-it-or-Lose-it History 

While not an initial component of Section 125 

when first enacted in 1978, one of the key 

complaints levied against Health FSAs has 

always been the introduction in 1984 of the 

dreaded use-it-or-lose-it rule that required 

employees to estimate their expenses, enroll 

before a plan year began, and incur expenses 

during that plan year.  If they estimated 

poorly, any balance left in the Health FSA was 

required to be forfeited to the Plan.   

Grace Period Option (2005) 

To help alleviate some of that concern, in 

2005 the IRS allowed for an optional “grace 

period” of up to 2 ½ months for employees 

to continue to incur expenses against the 

previous plan year balance.  Employers had to 

choose to amend their plan to allow the grace 

period, and approximately one third of 

Kushner & Company’s FSA administration 

clients chose to do so. 

New Carryover Option (2013) 

IRS Notice 2013-71 now allows an employer 

to optionally amend their Section 125 plan to 

allow up to $500 of unused funds remaining 

at the end of a plan year (run off period) to be 

carried forward into the following plan year.  

However, an employer can choose to have 

either the grace period or the carryover, not 

both. 

The change does not affect an employee’s 

ability to elect up to $2,500 (indexed) of salary 

reductions for a given plan year.  Any allowed 

carryover would be on top of the current 

year’s election. 

The carryover balance can be up to $500 (an 

employer can elect less), and is determined at 

the end of an employer’s run off period, 

typically 60 or 90 days after the end of the 

plan year. 

A plan document amendment is required 

prior to the plan year end from which a 

carryover would come, and applies to the 

coming plan year.  This can apply for the 2013 

(into 2014) plan year if the plan amendment is 

http://www.irs.gov/pub/irs-drop/n-13-71.pdf
http://www.irs.gov/pub/irs-drop/n-13-71.pdf
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completed before the end of the plan year.  

For example, an amendment adopted prior to 

December 31, 2013 would apply to the 2013 

plan year and unused balances at the end of 

the 2013 run off period would carryover to 

the 2014 plan year.  In addition, if the plan 

has a current grace period, the plan would 

need to be amended prior to December 31, 

2013 removing the grace period that would 

otherwise have begun on January 1, 2014.  

For non-calendar year plans, these options are 

available in the current plan year with 

carryover balances available in the first plan 

year on or after January 1, 2014. 

The Notice provides several examples for 

implementation and application.  We have 

provided them again here. 

EXAMPLES (from the Notice) 

The preceding rules of this notice are 

illustrated by the following examples:  

Example 1. Employer sponsors a § 125 

cafeteria plan and health FSA with a calendar 

plan year, an annual run-out period from 

January 1 through March 31 in which 

participants can submit claims for expenses 

incurred during the preceding plan year, and 

an annual open enrollment season in 

November in which participants elect a salary 

reduction amount (not to exceed $2,500) for 

the following plan year. The plan is timely 

amended to provide for a carryover that 

allows all participants to apply up to $500 of 

unused health FSA amounts remaining at the 

end of the run-out period to the health FSA 

for expenses incurred at any time during that 

plan year. The plan does not provide for a 

grace period with respect to the health FSA. 

The plan also does not provide for 

nonelective employer flex credits.  

In November 2014, Participant A elects a 

salary reduction amount of $2,500 for 2015. 

By December 31, 2014, A’s unused amount 

from the 2014 plan year is $800. On February 

1, 2015, A submits claims and is reimbursed 

with respect to $350 of expenses incurred 

during the 2014 plan year, leaving a carryover 

on March 31, 2015 (the end of the run-out 

period) of $450 of unused health FSA 

amounts from 2014. The $450 amount is not 

forfeited; instead, it is carried over to 2015 

and available to pay claims incurred in that 

year so that $2,950 (that is, $2,500 + $450) is 

available to pay claims incurred in 2015. A 

incurs and submits claims for expenses of 

$2,700 during the month of July 2015, and 

does not submit any other claims during 2015. 

A is reimbursed with respect to the $2,700 

claim, leaving $250 as a potential unused 

amount from 2015 (depending upon whether 

A submits claims during the 2015 run-out 

period in early 2016).  
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This § 125 cafeteria plan satisfies the 

preceding rules of this notice.  

Example 2. The same facts as Example 1, 

except that A’s expenses of $2,700 are 

incurred and submitted during the month of 

January 2015 (and not July 2015). The plan 

may treat $500 of the $800 unused amounts as 

of December 31, 2014, as available to pay 

current year expenses. Accordingly, A is 

reimbursed with respect to the $2,700 claim. 

The plan treats the first $2,500 of the claim as 

reimbursed with health FSA contributions for 

2015, and the remaining $200 of the claim as 

reimbursed with the unused amounts as of 

December 31, 2014. The unused amount 

remaining from 2014 from which claims for 

expenses incurred during the 2014 plan year 

may be reimbursed during the 2014 run-out 

period in early 2015 is reduced to $600 ($800 - 

$200). On February 1, 2015, A submits and is 

reimbursed with respect to $350 of claims for 

expenses incurred during the 2014 plan year. 

After the $350 reimbursement, the unused 

amount remaining for 2014 from which 

claims for expenses incurred during the 2014 

plan year may be reimbursed during the 2014 

run-out period in early 2015 is reduced to 

$250 ($600 - $350). A submits no further 

claims for expenses incurred during the 2014 

plan year, so that in addition to the $200 

previously used to reimburse the January 2015 

claim, $250 is carried over to the 2015 plan 

year. A submits no further claims for 2015. 

The amount carried over to 2016 is $250.  

This § 125 cafeteria plan satisfies the 

preceding rules of this notice.  

Example 3. The same facts as Example 2, 

except that on February 1, 2015, A submits 

claims with respect to $700 of expenses 

incurred during the 2014 plan year. Because 

the unused amount remaining from 2014 

from which claims for expenses incurred 

during the 2014 plan year may be reimbursed 

has been reduced to $600 prior to February 1, 

2015, the plan reimburses A for only $600 of 

the total $700 of claims. After the $600 

reimbursement, the unused amount remaining 

from 2014 from which claims for expenses 

incurred during the 2014 plan year may be 

reimbursed is reduced to zero ($600 - $600). 

A submits no further claims for expenses 

incurred during the 2014 plan year, so that the 

amount carried over to the 2015 plan year is 

$0 (the entire $800 of unused amounts as of 

December 31, 2014, having been used to 

reimburse claims submitted in January 2015 

($200) and February 2015 ($600)).  

This § 125 cafeteria plan satisfies the 

preceding rules of this notice.  

Example 4. The same facts as Example 1, 

except that, for 2014, A elects a salary 

reduction amount of $600 and, on December 
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31, 2014, A still has $600 of unused health 

FSA amounts.  

For 2015, A elects no salary reduction for the 

health FSA, submits no claims during the run-

out period, and as of the end of the run-out 

period on March 31, 2015, $600 in unused 

health FSA amounts remains. Of that amount, 

$100 is forfeited because it exceeds the $500 

carryover limit, and $500 is carried over to the 

2015 plan year. A incurs $200 in expenses 

during the 2015 plan year, which are 

reimbursed during that plan year. As of 

December 31, 2015, A has $300 in unused 

health FSA amounts.  

For 2016, A elects no salary reduction for the 

health FSA but has the $300 carryover from 

2015, which is not forfeited. A incurs medical 

expenses of $300 in 2016, which are 

reimbursed using the $300 carryover from 

2015.  

This § 125 cafeteria plan satisfies the 

preceding rules of this notice. 

What’s Next  

Kushner & Company is working with our 

attorneys regarding language for the plan 

document amendments, as well as consulting 

with our software vendor for the 

implementation of the carryover for 

employers who adopt it. 

For clients of Kushner & Company, your 

Client Services Representative will be reaching 

out to discuss options with you as part of 

your open enrollment planning.  Should you 

have any questions in the meantime, please do 

not hesitate to contact us. 
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