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IRS Allows Carryover of  
Up to $500 for Health FSAs 

 

 
For nearly 30 years, the IRS’ “use-or-lose” rule has forced health flexible spending 
arrangement (FSA) participants to forfeit their unused balances. In 2005, the IRS put a dent 
in the use-or-lose rule by allowing employers to adopt a 2.5-month (or shorter) “grace” 
period after the end of a year during which participants could use up any year-end balances 
by incurring additional eligible expenses. Last week, the IRS put a bigger dent in the health 
FSA use-or-lose rule with an announcement that, starting this year, employers offering 
health FSAs have the option to adopt a limited carryover provision. This new carryover rule 
applies only to health FSAs (no carryover is allowed for dependent care FSAs). In addition, 
the new carryover rule prohibits health FSAs from having both a grace period created under 
the IRS’ 2005 guidance and a carryover.   
 
New Carryover Rule and Trade-offs for Employers 
 
According to the new IRS guidance, a health FSA may provide for up to $500 of a 
participant’s unused health FSA balance to carry over and be available to reimburse 
healthcare expenses incurred at any time during that next plan year. Even though an 
employer might want to provide both a grace period and a carryover, a health FSA cannot 
have both a carryover and a grace period. Because of this “one or the other, but not both” 
rule, employers must consider some trade-offs to determine whether a grace period, a 
carryover or neither will be preferable. Employers that have or are implementing HSA-based 
plans will have particularly complex trade-offs to consider.  
 
The following chart illustrates some of these trade-offs by summarizing major features of 
the carryover and the grace period. (More details on the carryover and the trade-offs are 
provided below.) 

http://www.treasury.gov/press-center/press-releases/Pages/jl2202.aspx
http://www.irs.gov/pub/irs-drop/n-13-71.pdf
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 Carryover1  Grace Period1 

Dollar Amount No more than $500 Unlimited 

Time to Use Any time during the next plan 
year 

2.5 months after end of plan year 

Effect on $2,500 
Limit on 
Employee 
Pretax 
Contributions  

None – does not reduce the 
amount of employee pretax 
contributions allowed in years 
affected by carryover 

None – does not reduce the 
amount of employee pretax 
contributions allowed in years 
affected by grace period 

Effect on Health 
FSA’s Excepted 
Benefits Status2 

If all contributions are employee 
pretax contributions, carryover 
cannot affect health FSA’s ability 
to qualify for excepted benefits 
status 

Per informal, nonbinding 
comments, grace period does not 
affect health FSA’s ability to 
qualify for excepted benefits 
status 

Effect on 
Eligibility for 
Health Savings 
Account (HSA) 
Contributions3 

If health FSA balance is $0 at 
year-end, no effect; otherwise 
unknown – potentially prevents 
HSA contributions throughout 
plan year to which amounts may 
be carried over 

If health FSA balance is $0 at 
year-end, no effect; otherwise 
prevents HSA contributions until 
calendar month following the end 
of the grace period (e.g., April 1 
for calendar year plan with 2.5-
month grace period) 

1Chart entries indicate the least restrictive provision a plan may adopt under IRS guidance. Plans may adopt 
more restrictive provisions than indicated (e.g., allowing carryovers only up to $300 or a grace period of 30 

days).  
2Excepted benefits are exempted from complying with HIPAA portability requirements, including special 
enrollments, and the health reform law coverage mandates (e.g., no annual dollar limit on essential health 
benefits). In addition, health FSAs that are excepted benefits and meet certain other requirements have limited 
obligations to comply with COBRA. 
3Chart entries assume that the health FSA is not restricted to be compatible with eligibility for HSA contributions 
(e.g., by allowing use of carryover or grace period amounts only for dental and vision expenses). 

 
Carryover Details and Issues 
 
What Carryovers Does the New Guidance Allow? 
 
The IRS guidance gives an employer the option to add a carryover provision to its health 
FSA, but only if its health FSA does not have a grace period. Other health FSAs (and those 
amended to eliminate the grace period) may allow carryover of an individual’s entire unused 
balance at year-end, up to $500 (or a lower dollar amount set by the plan). An individual’s 
unused balance is determined on a “claims-incurred” basis. This is best explained with an 
example:  
 

Abbie has a $2,500 election in effect for the 2014 health FSA plan year. On Dec. 31, 
2014, all of the claims she submitted during 2014 have been paid and her balance 
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stands at $1,800. During the health FSA’s run-out period in 2015, Abbie submits 
$1,200 in additional claims for healthcare services she received during 2014. Abbie’s 
unused balance as of Dec. 31, 2014, for purposes of the carryover rule is $600. If 
the health FSA allows the maximum carryover from 2014 to 2015, Abbie has a $100 
forfeiture for the 2014 plan year and a $500 carryover to use in the 2015 plan year.   

 
Lockton Comment: This claims-incurred analysis means an individual’s need for a 
carryover and the amount of the carryover can be determined only after all claims 
submitted during a health FSA’s run-out period for a plan year have been processed.  

 

Run-out Period vs. Grace Period 
Keep in mind that a run-out period and a grace period are two different things. A run-out 
period is the time following the end of a health FSA plan year during which participants can 
submit claims for expenses incurred during the plan year just ended. A grace period allows 
a participant to incur additional expenses after the end of a health FSA plan year to use up 
amounts elected for that plan year just ended. For plans that have a grace period, it usually 
coincides with the run-out period, although the run-out period typically will extend beyond 
the end of the grace period.     

 
Because a health FSA cannot have both a grace period and a carryover, employers will need 
to consider which type of provision is more beneficial and, perhaps, whether either provision 
is appropriate.   
 
How Can the Carryover Be Used? 
 
Carryover amounts generally can be used in the same way as current year health FSA 
balances. They cannot be applied to any other purpose (e.g., to pay premiums for other 
coverage or to reimburse dependent care expenses) and cannot be cashed out or converted 
to any other benefit.  
   
The guidance does not state whether an employer can adopt limits on the services to which 
health FSA carryover amounts may be applied (e.g., dental and vision expenses only), but 
this is likely to be allowed. 
 
How Long is the Carryover Available to Reimburse Expenses? 
 
The carryover amount may be used to reimburse eligible healthcare expenses incurred at 
any time during the entire plan year to which it is carried over (the carryover year). In 
addition, an example in the guidance makes clear that a participant may have carryovers in 
successive years, even if this effectively allows a carryover to continue for more than a year. 
For example: 
 

Abbie from our previous example makes no health FSA election for the 2015 plan 
year, and has only her $500 carryover amount from the 2014 plan year available 
during the 2015 plan year. Abbie submits claims for and is reimbursed $200 during 
the 2015 plan year. At the end of the run-out period for that year, it is determined 
that her unused balance on Dec.31, 2015, was $300 (the remainder of her carryover 
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from the 2014 plan year). That amount is not forfeited and remains available to 
Abbie to reimburse eligible expenses incurred during the 2016 plan year.    

 
The IRS guidance provides that any unused balance from the prior plan year that is used to 
reimburse expenses incurred during the carryover year must be counted against the health 
FSA’s maximum allowed carryover.  
 

Lockton Comment: To minimize forfeitures, an employer will arrange for its third-
party administrator (TPA) to apply current-year expenses first against the current-
year election, leaving the unused balance from the prior year to reimburse prior-year 
expenses. This approach minimizes the amount of any potential forfeiture and 
carryover, and leaves as much of the carryover allowance available as possible.  

 
Who Can Use the Carryover? 
 
The guidance specifies that, if an employer amends its plan to adopt a carryover, the same 
carryover limit must apply to all plan participants. The employer apparently does not have 
the option to allow the carryover for some health FSA participants but not others. In 
addition, the carryover rule does not alter the uniform coverage rule, under which the entire 
maximum amount of reimbursement from a health FSA for a year must be available at all 
times. When an individual has a carryover amount, it is added to the employee pretax 
election for the current year and any other health FSA contributions for that year to 
determine the full amount available for the year, as in this example:  
 

Rejoining Abbie from our previous examples, recall that she had a $300 carryover 
from the 2015 plan year to the 2016 plan year. If Abbie elects $1,700 in employee 
pretax contributions for the 2016 plan year, her maximum benefit for the year is 
$2,000 (assuming there are no employer contributions). That full $2,000 must be 
available from the first day of the 2016 plan year to reimburse claims that Abbie 
submits for eligible expenses incurred at any time during that plan year.  

 
The carryover does not allow for a spend-down of unused health FSA amounts after an 
employee terminates employment. The IRS guidance specifies that unused health FSA 
balances (presumably including any carryover amounts) must be forfeited upon termination 
unless the individual is entitled to elect COBRA and does so. Beyond this point, the 
carryover guidance does not address the interaction between COBRA administration and the 
carryover provision. We anticipate many complex issues will arise.  
 
What is the Effect of Carryover Amounts on the $2,500 Limit? 
 
In a word, none.  
 
For plan years starting in 2013 and later, a health FSA may not allow a participant to make 
more than $2,500 in employee pretax contributions. (For details on the $2,500 limit, see our 
Alert.)  
 

http://www.lockton.com/Resource_/InsightPublication/3322/06012012_IRS_Supplies_Guidance_on_2500_FSA_Limit.pdf
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Lockton comment: The $2,500 limit is indexed for inflation, but last week’s 
announcement of inflation adjustments for 2014 showed that the limit remains 
$2,500 for plan years beginning in 2014. 

 
The IRS carryover guidance specifies that the carryover amount does not reduce the $2,500 
limit on employee pretax contributions to a health FSA during the carryover year, as in this 
example:  

 
Returning to our last example, recall that Abbie had a $300 carryover from the 2015 
plan year to the 2016 plan year. She then elected $1,700 in employee pretax 
contributions for 2016. If she had wished to do so (and her employer’s health FSA 
did not set a lower limit), Abbie could have elected the full $2,500 in employee 
pretax contributions to a health FSA for the 2016 plan year. In that case, her 
maximum benefit for the 2016 plan year would have been $2,800 (assuming there 
are no employer contributions).  

 
What is the Effect of the Carryover on a Health FSA’s Excepted Benefits Status? 
 
Most health FSAs qualify as excepted benefits. As such, they are exempt from complying 
with several federal requirements, including many of the health reform coverage mandates 
(e.g., no annual or lifetime dollar limits on essential health benefits). The conditions for a 
health FSA to remain an excepted benefit include having a maximum benefit for a plan year 
that is no greater than two times the participant’s pretax election under the health FSA for 
the year (or the employee pretax election plus $500 if that is a higher amount). The IRS 
guidance does not address how a carryover would be treated for purposes of this rule. 
 

Lockton comment: Health FSAs that have no contributions other than employee 
pretax contributions cannot fail this test. The maximum carryover is $500, so no 
participant’s maximum benefit in such a plan will ever exceed his or her pretax 
election plus $500. Employers making noncashable contributions (meaning that 
employees cannot elect to receive the contributions as taxable cash) to employees’ 
health FSAs should consider this issue carefully before proceeding, even though it 
seems likely that carryover amounts will not be taken into account for purposes of 
this calculation.     

 
What is the Effect of a Carryover on Eligibility for HSA Contributions? 
 
To be eligible for tax-favored HSA contributions (e.g., pretax HSA contributions through an 
employer’s cafeteria plan), an individual must, among other things, have no coverage other 
than a qualifying high-deductible health plan and certain other permitted coverage. Health 
FSA coverage generally is neither qualifying high-deductible nor otherwise permitted 
coverage (although a health FSA may be modified to satisfy those requirements). As a 
result, health FSA coverage usually interferes with an individual’s ability to contribute to an 
HSA.  
 
If a health FSA has neither a grace period nor a carryover, coverage under the health FSA 
ends at the end of the last plan year for which an election is in effect (even though claims 
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may be reimbursed during the run-out period following that year). In the case of a health 
FSA that has a grace period, however, the IRS has confirmed that an individual who has a 
health FSA balance at the beginning of the grace period is ineligible for HSA contributions 
until the first day of the first calendar month after the grace period ends (in the case of a 
calendar-year health FSA with a 2.5-month grace period, this is April 1).  
 
While the carryover guidance does not address this issue, we assume the same treatment 
will apply if an individual has an unused health FSA balance that carries over to the 
following plan year. That is, during the carryover period, the individual will be ineligible for 
HSA contributions. The carryover period may be the entire following plan year, however, 
meaning that an individual who has a carryover arguably would be ineligible for HSA 
contributions throughout that plan year. Uncertainty about this issue makes adoption of a 
carryover provision particularly problematic for employers sponsoring HSA-based plans.  
 

Lockton comment: It appears the same provision that prevents a grace period 
from causing HSA ineligibility if an individual has a $0 health FSA balance at year-
end will also apply in the case of a carryover. That is, an individual who has no 
carryover amount will not be ineligible for HSA contributions in the following year 
despite the health FSA’s carryover provision. It is important to note, however, that 
this balance determination probably must be made on a cash basis, meaning that a 
$0 balance exists only if claims payments have actually been made before year-end 
that result in a $0 balance. This is in contrast to the “claims-incurred” basis for 
determining the amount of a carryover that is described above. 

 
If the guidance issued in connection with the grace period is any indication, the IRS is likely 
to issue additional guidance on how carryovers affect eligibility for HSA contributions. While 
we anticipate the treatment of carryovers and the options for making them compatible with 
HSA eligibility will be similar to what applies to grace periods, we will not know that without 
further guidance. As a result, employers with HSA-based plans may wish to forego adoption 
of a carryover provision until further guidance is provided. 
 
How Does a Health FSA Adopt a Carryover Provision? 
 
Adoption of a carryover provision is optional. The provision can be added by amending the 
health FSA at any time during a plan year to allow a compliant carryover from the current 
plan year to the following plan year. The amendment deadline is delayed for plans that wish 
to allow carryovers from the 2013 plan year to the 2014 plan year. In that case, the plan 
document may be amended as late as the end of the 2014 plan year, as long as the health 
FSA operates according to the amendment in the interim and communicates the carryover 
to participants.  
 

Lockton comment: Lockton will make a model amendment available for its clients who 
want to implement the carryover rule. Many employers will be making two other 
cafeteria plan amendments during 2014, and it may be most efficient to combine all 
three.  
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 An amendment adding the $2,500 limit to a health FSA must be adopted for the 
2013 plan year no later than the last day of the 2014 plan year. (For details on 
the $2,500 limit, see our Alert.)  

 Employers sponsoring cafeteria plans with noncalendar plan years may adopt an 
amendment allowing for a one-time election change in the 2013-14 plan year, 
even without any life change or similar event. An amendment implementing this 
one-time “free pass” election change must be adopted no later than Dec. 31, 
2014. (For details on this opportunity, see our Alert.)  
        

Note: The carryover guidance included two clarifications of this “free 
pass” provision for noncalendar-year plans. First, it is available to both 
large employers that are subject to the employer pay or play provision 
and small employers that are not. In addition, an employer may adopt a 
less expansive election change opportunity than that allowed under the 
rules. 

 
Putting It All Together – What Should Employers Do Now? 
 
Decide About a Carryover for the 2013 Plan Year 
 
Most employers’ health FSAs operate on a calendar-year basis, so a carryover provision for 
the 2013 plan year would need to be implemented and communicated over the next several 
weeks. While the documentation adding the carryover to the plan may be delayed, actual 
implementation and communication probably cannot be delayed beyond the end of the 
2013 plan year. For noncalendar-year health FSAs, implementation for the 2013 plan year 
may be an option they wish to pursue. 
 
Address the Big Issues 
 
Depending on when the employer may decide to implement a carryover provision, it should 
give itself plenty of lead time to develop an understanding of the various trade-offs and how 
they affect the employer’s situation. Questions to consider: 

 If a health FSA currently has a grace period, should it be replaced with a carryover 
provision? 

 If a health FSA does not have a grace period currently, should it add a carryover 
period, a grace period or neither? 

 Are there contributions to the health FSA other than employee pretax contributions? 
If so, is the risk that adding a carryover (or substituting it for a grace period) will 
cause loss of excepted benefit status acceptable? 

 How frequent are forfeitures under the current plan design and does the employer 
have any interest in reducing forfeitures? (Employers that use forfeitures to offset 
plan administration expenses and other plan costs may prefer that moderate 
forfeitures continue.)  

 What is the dollar amount of most forfeitures that occur currently – is it more or less 
than $500?  

http://www.lockton.com/Resource_/InsightPublication/3322/06012012_IRS_Supplies_Guidance_on_2500_FSA_Limit.pdf
http://www.lockton.com/Resource_/PageResource/MKT/01212013_IRS_%20Proposed%20Regulations_Play%20or%20Pay_Part%20II.pdf
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 If a grace period applies currently, is there any reason to believe forfeitures will be 
prevented if participants have additional time to spend unused balances (as they 
would under a carryover)? 

 Is it likely that reducing the risk of forfeitures will increase health FSA participation?  
 In the case of employers that have difficulty passing health FSA nondiscrimination 

testing, is the reduced risk of forfeiture likely to be helpful in attracting lower-paid 
employees? 

 Does the employer offer (or is it implementing) an HSA-based plan?  
o The uncertainties caused by the lack of IRS guidance on the interaction of 

carryovers and HSA eligibility may make a carryover unattractive for such 
employers going into the 2014 plan year.  

o In addition, the grace period’s time limit may make it more attractive to such 
employers because an unused year-end health FSA balance will only result in 
three months of ineligibility for tax-favored HSA contributions (as opposed to, 
potentially, an entire year of ineligibility with a carryover).  

 Is the health FSA’s third-party administrator able to administer a carryover or a 
grace period on the employer’s preferred implementation schedule? 

 
The Devil’s in the Details 

As with adding a grace period, implementing a carryover provision involves managing many 
operational details and has the potential to create some headaches. We anticipate the IRS 
will issue additional guidance regarding carryovers that will address many of those details. 
In the interim, it may be difficult for some employers – particularly those with HSA-based 
plans – to assess whether a carryover might be beneficial. Even for employers who are able 
to conclude that a carryover is desirable for their health FSAs, the need to manage 
operational details and communicate them to health FSA participants is likely to make it 
challenging to implement a carryover from the 2013 plan year to the 2014 plan year. Health 
FSAs with noncalendar plan years will have more time to implement a carryover for the 
2013 plan year, increasing the chances of successful implementation.  

 
Compliance Services 

Not Legal Advice: Nothing in this Alert should be construed as legal advice. Lockton may not be considered your legal 
counsel and communications with Lockton's Compliance Services group are not privileged under the attorney-client 
privilege. 
   
Circular 230 Disclosure: To comply with regulations issued by the IRS concerning the provision of written advice 
regarding issues that concern or relate to federal tax liability, we are required to provide to you the following 
disclosure: Unless otherwise expressly reflected herein, any advice contained in this document (or any attachment to 
this document) that concerns federal tax issues is not written, offered or intended to be used, and cannot be used, by 
anyone for the purpose of avoiding federal tax penalties that may be imposed by the IRS. 

 


