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Re: Notice 2012-40 (Health Flexible Spending Arrangements) 

  
The National Association of Insurance and Financial Advisors (NAIFA) appreciates the notice 
provided by the Internal Revenue Service (IRS) clarifying the effective date of the $2,500 
limitation (indexed annually after December 31, 2012) on annual contributions to health flexible 
spending arrangements (FSAs), and the opportunity to comment on possible modification of the 
use-or-lose rule. 

Founded in 1890 as The National Association of Life Underwriters, NAIFA is one of the 
nation’s oldest and largest associations representing the interests of insurance professionals from 
every Congressional district in the United States. NAIFA members assist consumers by focusing 
their practices on one or more of the following: life insurance and annuities, health insurance and 
employee benefits, multiline, and financial advising and investments. NAIFA’s mission is to 
advocate for a positive legislative and regulatory environment, enhance business and 
professional skills, and promote the ethical conduct of its members. 

NAIFA supports health FSAs as an important tool for helping employees manage their out-of-pocket 

medical expenses. They are particularly important for families who have bona fide medical expenses 

that are excluded from coverage under their insurance plans, or who choose out-of-network medical 

providers to best meet their personal and family health needs. 

The new annual limit on salary reduction contributions to health FSAs, enacted as part of the Patient 

Protection and Affordable Care Act (ACA), will reduce the tax benefits available to many employees 

and families, particularly those with chronic conditions or other higher-than-average medical 

expenses. It also will require employers and their service providers to make changes to their plan 

documents and administrative procedures in many cases. NAIFA applauds the IRS for providing 

guidance that will minimize the disruption caused by this new restriction as much as possible within 

the confines of the statutory requirements. 
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Notice 2012-40 provides several clarifications that will simplify compliance for plans that do not 

operate on a calendar year basis, and for plans with “grace periods.” The notice clarifies that the 

limitation applies on a per-employee and per-employer basis (i.e. FSA contributions made through 

unrelated employers or by different family members are not aggregated). It provides plan sponsors 

with additional time to formally amend their plan documents to reflect the new statutory 

requirements effective for plan years beginning on or after January 1, 2013. Plan sponsors are also 

granted administrative relief for most self-corrected errors. NAIFA believes this guidance is sensible 

and will help FSA plans to continue to operate for the benefit of employees under the new rules. 

NAIFA also appreciates the opportunity to comment on possible modification of the use-or-lose rule 

for health FSAs. We support the modification of this rule. Many people find it difficult to predict 

what their medical expenses will be before a year begins. Consequently, many (probably most) 

underfund their FSAs to avoid losing unspent account balances at year-end. This makes out-of-

pocket medical expenses considerably more expensive for average working Americans than they 

would be if they could use FSA money to meet those expenses. 

Paragraph (d)(2)(A) of Internal Revenue Code § 125 specifies that cafeteria plans do not include 

plans that provide for deferred compensation, thus prohibiting the “carryover” of amounts that would 

otherwise be taxable into subsequent tax years. However, the Treasury Department and IRS have 

determined it appropriate to treat brief carryover periods as not constituting “deferred 

compensation”—hence the 2 ½ month “grace period” currently allowed for FSAs and for employer 

contributions to retirement plans.1 If carrying over benefits from one tax year to the next may be 

treated as not deferred compensation if it is strictly limited in time, it also seems reasonable to deem 

the carrying over of benefits that are strictly limited in amount as not “deferred compensation.” 

The new indexed $2,500 annual limitation on health FSA contributions creates a natural cap on the 

amount of benefits that could be permitted to be carried over under these arrangements. For ease of 

administration and participant understanding, we would recommend that the “use-or-lose” 

requirement be modified to permit carryover of up to $2,500 (as currently indexed) in unused health 

FSA contributions from one plan year to the next. This dollar-capped carryover could be used in lieu 

of the current 2 ½ month grace period, at the option of the plan sponsor. 

As Section III of Notice 2012-40 provides, carried-over FSA contributions should not reduce the  

contribution cap in the subsequent plan year. It would be administratively impossible to do 

otherwise: plan participants are usually required to make their FSA elections for the upcoming plan 

year a few months in advance of the end of the current plan year, so the amount to be carried over is 

unknown at the time of election and often will not be determinable until a few months into the next 

plan year. Even plans that currently do not provide a grace period cannot determine the unused 

amount in an FSA until the end of a “run-out period” some weeks or months into the following plan 

year. 

Allowing carryover of $2,500 (as indexed) into the next plan year would help employees better 

manage payments for anticipated out-of-pocket expenses. For instance, an employee planning to 

                                                 
1 See Preamble to Prop. Treas. Reg. § 1.125-5(c) (2007) and IRS Notice 2005-42. 



National Association of Insurance and Financial Advisors • Providers of Financial Independence • Founded 1890 

 

 
3 

 

incur $5,000 in orthodontia expenses could cover the entire expense through his or her FSA 

contributions by deferring $2,500 in each of 2013 and 2014, and receiving services in 2014. At the 

same time, the annual and carryover caps would prevent FSAs from ever accumulating more than 

$5,000 (as indexed), a common employer-imposed limit under current law. Employees also would be 

deterred from excessive contribution elections because they could still lose their contributions at the 

end of what would effectively be a 12 month grace period, or if they terminate employment and 

participation in the plan. 

Changing from a 2 ½ month “grace period” to a $2,500 “grace amount” (or 12 month grace period, 

which would have the same effect) should be optional for employers. Some plan sponsors may not 

wish to incur the expense of changing their plan documents, administrative procedures, or employee 

expectations to make this type of switch. Other plan sponsors may wish to provide their employees 

with this added flexibility to compensate for the lower contribution limits. NAIFA members find that 

our business clients place a high value on flexibility in developing compensation and benefit 

packages that fit the diversity of their employees. We therefore urge the IRS to support flexibility and 

strive to minimize administrative costs as it considers changes to the “use-or-lose” rule. 

Thank you again for this opportunity to comment, and for considering the views and priorities of 

NAIFA’s members, our plan sponsor clients, and the millions of Americans who benefit from these 

plans. 

Sincerely, 

 

Robert A. Miller, M.S., M.A. 

2011-2012 NAIFA President 


