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What You Need to Know about 
Health Flexible Spending Accounts 

 

11/1/20: Updated for 2021 Health FSA limit and 2021 carryover amount. 

A health flexible spending account (health FSA) is a pre-tax account used to pay for out-of-pocket 

medical care costs for a participant as well as a participant’s spouse and eligible dependents. Health 

FSAs are employer-established benefit plans and may be offered with other employer-provided benefits 

as part of a cafeteria plan. Self-employed individuals are not eligible for health FSAs. 

Even though a health FSA may be extended to any employee, employers should design their health 

FSAs so that participation is offered only to employees who participate in another group health plan that 

offers major medical coverage. Generally, health FSAs must qualify as excepted benefits (unless they are 

integrated with another group health plan), which means other nonexcepted group health plan coverage 

must be available to the health FSAs participants for the year through their employment. If a health FSA 

fails to qualify as an excepted benefit, then this could result in excise taxes of $100 per participant per 

day or other penalties. 

Employee FSA Contributions 

A health FSA is similar to a bank account and is established for the employee’s use to pay for eligible 

health care expenses throughout the year. Each year, employees must decide how much money will be 

deducted from their paycheck on a pre-tax basis and contributed to their account.  The employee’s salary 

reduction and contribution election is irrevocable unless the employee experiences a change in 

employment or change in family status as specified in the plan documents governing the health FSA. The 

account is then used to pay for eligible medical care expenses during the plan year. 

For 2021, an employee’s health FSA contributions may not exceed $2,750 (indexed annually). An 

employer may, however, impose a lower contribution limit. 

10-Minute Read 



 

 2 ©2020 United Benefit Advisors, LLC. All rights reserved. 

Risk Shifting 

Health FSAs have tax-favored status under the Internal Revenue Code (IRC) provisions that apply to 

insurance. Accordingly, health FSAs operate with an element of risk to the employer and employee. The 

amount of an employee’s election must be immediately available for reimbursement as soon as the 

employee completes the salary reduction agreement, known as the uniform coverage rule. For example, if 

an employee elected to contribute $2,000 to the health FSA for 2020, on January 28, 2020, the employee’s 

health FSA would have a balance of $167 ($2,000 ÷ 12). If the employee incurred an eligible medical 

expense in the amount of $2,000, the employer would be required to reimburse the entire expense. This 

represents a risk to the employer. 

The employee’s risk is that the unused balance in the health FSA after the end of the year cannot be 

used to reimburse qualifying medical expenses. After the close of the year, some employers allow an 

additional two and one-half months grace period in which to have additional qualifying medical expenses 

reimbursed from the unused balance. Some employers allow up to $500 ($550 in 2020 and 2021) to be 

carried over to the next year for use by the employee. Employers can implement the grace period or the 

carryover, but not both. If the employee fails to use the FSA account balance for the year, the remaining 

balance is forfeited: use it or lose it. 

On May 12, 2020, in response to Executive Order 13877, the Internal Revenue Service (IRS) issued IRS 

Notice 2020-33. IRS Notice 2020-33 increases the $500 maximum carryover amount for a plan year to an 

amount equal to 20 percent of the maximum health FSA salary reduction contribution limit under IRC 

Section 125(i) for that plan year. Therefore, the maximum amount that may be carried over from a plan 

year beginning in 2020 to a plan year beginning in 2021 is $550 (20 percent of $2,750. For a plan year 

beginning in 2021, $550 can be carried over into 2022). Generally, a cafeteria plan amendment to 

increase the carryover limit must be adopted on or before the last day of the plan year from which 

amounts may be carried over. However, under IRS Notice 2020-33, amendments to the maximum 

carryover amount from the 2020 plan year to the 2021 plan year may be adopted on or before December 

31, 2021, as long as eligible employees are informed of the changes. See our Advisor for more 

information on IRS Notice 2020-33. Also, IRS Notice 2020-29 provides an exception to the use-it-or-lose-

it rule that employers may implement for unused health FSA funds in 2020 that are used to reimburse 

qualifying medical expenses incurred through December 31, 2020. See our Advisor for more information 

on IRS Notice 2020-29. 

Experience Losses / Gains 

As noted above, health FSAs create risk for employers (due to the uniform coverage rule) and employees 

(due to the use it or lose it rule). Experience losses can occur if an employee incurs medical expenses that 

are reimbursable from the health FSA that are larger than the amount of the participant’s contributions to 

date. However, most employers do not suffer experience losses for the plan as a whole because most 

employers receive more health FSA contributions than the amount of claims reimbursements. 

When health FSA funds are forfeited, the health FSA has an experience gain. Under IRS regulations, 

employers have various options for using forfeited health FSA funds, which are noted below. However, 

the employer should follow the language in its plan document for how forfeitures must be used. If the 

health FSA is subject to ERISA, the employer cannot use the first option listed below to retain the funds 

(i.e., putting the funds in its general accounts and using the funds for the employer’s purposes). The 

remaining bulleted options below assume the health FSA is subject to ERISA. 

https://www.govinfo.gov/content/pkg/FR-2019-06-27/pdf/2019-13945.pdf
https://www.irs.gov/pub/irs-drop/n-20-33.pdf
https://www.irs.gov/pub/irs-drop/n-20-33.pdf
https://cdn2.hubspot.net/hubfs/182985/Compliance/ComplianceAdvisor_IRS_Notice2020-33_051320.pdf?_hsenc=p2ANqtz-_Dz3DhHPvVM2CSRwm_UgiHuFXvQCQS5hbdC-71YuiV1DTP5_54OG3Lu50_Dya4u8MJL1ER
https://www.irs.gov/pub/irs-drop/n-20-29.pdf
https://cdn2.hubspot.net/hubfs/182985/Compliance/ComplianceAdvisor_IRS_Notice2020-29_051220.pdf
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Under IRS regulations, experience gains may be: 

• Retained by the employer (only for plans not subject to ERISA) 

• Used to defray plan administration expenses 

− The expense must directly relate to the health FSA administration and cannot relate to 

another plan or be for general overhead expenses 

− The expense cannot be for compensation to salaried employees who work on the plan but 

would be employed even if the services were not provided to the plan 

• Used to reduce required salary reductions (potentially may also be used to increase the annual 

coverage amount) 

− Must be allocated on a reasonable and uniform basis (i.e., not based on individual claims 

experience) and apply to the immediately following plan year 

• Returned to employees in the form of cash 

− Must be allocated on a reasonable and uniform basis 

If the plan is subject to ERISA, then ERISA’s fiduciary duties (for example, duties of loyalty, exclusive 

benefit rule, prudence, no prohibited transactions, etc.) would also apply to the handling of these funds. 

Covered Expenses 

Only eligible out-of-pocket medical care expenses can be reimbursed under the health FSA. As defined 

by the IRS, medical care includes items and services that are meant to diagnose, cure, mitigate, treat, or 

prevent illness or disease. Transportation is also included if it is primarily for medical care. 

Participants may use health FSA funds for: 

• Deductibles 

• Copayments 

• Prescription medications 

• Over-the-counter (OTC) medications with a doctor’s prescription. Under the Coronavirus Aid, 

Relief, and Economic Security Act (CARES Act), OTC medications without a prescription are 

considered qualifying medical expenses for expenses incurred and amounts paid after December 

31, 2019. 

• Insulin 

• Medical equipment (crutches, bandages, diagnostic devices like blood sugar test kits) 

• Dental care (X-rays, cleanings) 

• Vision care (exams, eyeglasses, contact lenses, laser eye surgery) 

• Transportation primarily for medical care 

• Female sanitary products. Under the CARES Act, female sanitary products are considered 

qualifying medical expenses for expenses incurred and amounts paid after December 31, 2019. 

Participants may not use health FSA funds for: 

• Insurance premiums 

• Nonprescription drugs and medicines (aspirin) unless the participant has a valid prescription for 

the OTC medication (However, see the qualification noted above for OTC medication.) 

• Prescription drugs imported from another country 

• Herbs, vitamins, and supplements for general health, unless prescribed by a physician. 
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Expenses are incurred when the employee receives medical care and not when the employee is billed or 

charged for medical care. 

Reimbursement 

The plan documents governing the health FSA determine the frequency of reimbursement and the claims 

procedures that apply when an employee submits a claim for reimbursement. Expenses reimbursed 

under the health FSA cannot be reimbursed under any other health plan or program because double 

dipping is prohibited. 
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This information is general and is provided for educational purposes only. It is not intended to provide legal advice. 

You should not act on this information without consulting legal counsel or other knowledgeable advisors. 

 


