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Recently, in an effort to reduce the gravity of the use-it -or-lose-it rule, the Treasury Department issued 
Notice 2005-42.  The Notice allows employers to amend their cafeteria plans to allow up to an additional 
2½ months after the end of the plan year for employees to incur expenses that can be reimbursed with 
flexible spending arrangement (FSA) funds.  Thus, the Notice reduces, but does not eliminate, the 
problems caused by the use-it-or-lose-it rule.  In articles, practitioners have pointed out administrative 
problems that will exist if the relief permitted by Notice 2005-42 is implemented. 

There is no basis for the use-it-or-lose-it rule or the uniform coverage rule in Internal Revenue Code 125 
or in the legislative history thereto.  These rules exist under proposed regulations, which are not law.  
(Under the uniform coverage rule, the entire amount elected by an employee for the year under an FSA 
less charges incurred to date must be available throughout the plan year.  Under the use-it-or-lose-it rule, 
any FSA funds that are not utilized at year-end are forfeited.  As noted above, Notice 2005-42 gives 
employers the power to amend their cafeteria plans to add an additional period of up to 2½ months 
following year end for claims to be incurred.) 

An alternative to the current uniform coverage/use-it -or-lose-it system that would work under the law 
would be to:    (a) replace the uniform coverage rule of Proposed Regulation Section 1.125-2 Q&A 7(b)(2) 
with a rule that allows employees to reimburse themselves from their FSA accounts later in the year if 
expenses incurred earlier in the year exceeded the FSA premiums paid; and (b) replace the use it or lose 
it rule with a rule that states that any unused benefits as of year-end are not forfeited, but rather are 
refunded and are subject to income taxation in the year to which the FSA election relates.  The money not 
used could be refunded during the succeeding year, even though it is taxed in the tax year to which the 
election related.   

An example with respect to the alternative to the uniform coverage rule is as follows:  Assume an 
employee elected $250/month, for a total of $3,000 of anticipated premiums for a year.  If the employee 
incurred a substantial medical expense on the first day of the plan year, the employee would receive 
nothing from his FSA account.  However, the employee could reimburse himself from his FSA account (in 
one or more installments) as premium payments were made. 

Under Internal Revenue Code Section 125(d)(2), a cafeteria plan cannot provide for deferred 
compensation.  If the foregoing possibility of replacing the use-it-or-lose-it rule with a taxable refund rule 
was implemented, a refund of unused FSA money made shortly after year-end should not give rise to 
deferred compensation.  Under Notice 2005-42, a payment within 2½ months after year-end would not 
run afoul of the rule.  In any event, the deferred compensation rule appears to be targeted at taxation, and 
taxation would not be deferred regardless of the refund date.  Thus, a later final refund date might be 
lawful. 

One problem with taxation of unused amounts in the year to which the FSA election relates is the W-2 
deadline of January 31st.  In this regard, plan “run out” periods for filing claims for the preceding year with 
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respect to FSA money often exist and last for up to 90 days.  However, a run-out period could be 
whatever term the employer designated--perhaps 15 days.  Taxation could be deferred until the 
subsequent year, but such an approach would likely violate the prohibition on deferred compensation. 

Allowing employees to receive refunds of unused FSA amounts might cause employees to “max out” on 
their FSA elections, thereby ensuring that anything that can be paid with pre-tax dollars is paid with pre-
tax dollars.  However, in reality, most employees wish to maximize take-home pay because they spend 
virtually all of their income.  Higher income employees could be expected to make a reasonably high FSA 
elections.  But, would there be anything wrong with such conduct, given that unused amounts would be 
subject to current taxation? 

Under Treasury Regulation Section 54.4980B -2 Q&A 8(b), generally speaking, COBRA ordinarily can be 
elected if the remaining premiums for the year plus a markup not to exceed two percent (2%) are 
exceeded by the remaining potential benefits.  In other words, if an account exists upon termination of 
employment, ordinarily COBRA must be offered.  If the foregoing changes were made, the COBRA rule 
could be changed so that COBRA would need to be offered only to participants with an FSA account 
balance upon termination of employment.  Persons with an account could be deemed to elect COBRA, 
provided that no future premiums would be required, claims would be processed as filed to the extent of 
the FSA balance and any remaining amount at year-end would be refunded and taxed. 

The foregoing alternative to the current system would not run afoul of the prohibition on deferred 
compensation.  If would alleviate the need for year-end (often wasteful) purchases of health care goods 
and prevent the taking of employees’ money.  It would prevent employers from losing money on 
employees who incur substantial medical expenses at the beginning of the plan year to be paid from their 
(unfunded) FSA accounts and quit shortly thereafter. 

In lieu of taxable refunds or possibly as an optional alternative thereto, the Treasury Department could 
allow carryovers of unused year-end FSA balances.  In order to reduce exposure due to the uniform 
coverage rule, employers currently cap amounts that can be elected under an FSA.  If that rule was 
eliminated, there would be little incentive for employers to cap FSA amounts.  However, employees would 
forfeit unused balances upon termination of employment, thus creating a incentive to be conservative on 
the amount elected.  Furthermore, as noted above, most employees try to (or perhaps need to) maximize 
take-home pay.  Thus, the vast majority of employees would self-regulate amounts elected to reasonable 
degrees.  However, some long-term employees who anticipate being employed by their employer for 
many years could be inclined to maximize FSA elections to reduce current taxable income.   

The current system is unfair to employees and employers.  It can and should be changed.  The 
above possibilities are ways of lawfully changing the system under current law to produce 
fairness to employees and employers.   
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