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IRS BENDS ON USE-IT-OR-LOSE-IT RULE
FOR FLEXIBLE SPENDING ACCOUNTS

By: Timothy P. Brechtel
Susan K. Chambers

Current Use-It-or-Lose-1t Rule

Flexible spending accounts (FSAS) enable employees to set aside salary on a pre-tax basis
to pay for unreimbursed medical or child care expenses. Employees have an incentive to be
conservative when estimating the amount of expenses they want to have reimbursed from
an FSA because of the “use-it-or-lose-it” rule. Under this rule, if the employee does not
incur qualifying expenses by the last day of the plan year at least equal to the amount
contributed to the account for the plan year, the unused amount must be forfeited. FSAs are
typically funded solely with employee dollars, and the dollars forfeited would otherwise
have been paid to the employee as salary.

Notice 2005-42

On May 18, 2005, the IRS issued Notice 2005-42, in which it stated that employees may be
given a grace period of up to two months and fifteen days (until March 15 for a calendar
year plan) during which they can incur additional qualifying expenses and be reimbursed
from FSA funds contributed in the prior year. This does not eliminate the use-it-or-lose-it
rule, but does allow additional time to incur expenses and may reduce (or at least delay) the
need to rush to the dentist, optometrist or drug store in late December to spend down FSA
funds.

The change is not mandatory, and there are several requirements that must be followed in
order to take advantage of the new, more lenient rule:

e  The FSA plan document must be amended before the end of 2005, if an employer
wishes to grant the grace period for 2005 contributions.

e |f granted, the grace period must be made available to all participants (including those
on COBRA).

e  The grace period cannot extend beyond the 15" day of the 3" month after the end of
the plan year (though it can be shorter).

Several issues should be considered by plan sponsors in connection with this change. If
FSA claims are handled by a third party administrator (TPA), the employer should consult
with the TPA regarding whether it will accommaodate a grace period. Also, plans typically
have run-out periods during which expenses incurred in the prior year can be submitted for
reimbursement (e.g. employees may have until March 30 to submit claims for expenses
incurred in the prior year). If the grace period is adopted, the claims run-out period may
need to be extended. Finally, if the employer relies on forfeitures to offset plan expenses, a
grace period may reduce the amount of forfeitures, resulting in more costs being paid by the
employer.
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Action Item

Although employers with calendar year plans have until the end of 2005 to amend
their FSA plans, they should decide whether they want to allow the grace period
prior to annual open enrollment, so that employees can be educated about the
changes prior to making their elections for 2006 and so that changes can be made
to internal or TPA procedures for handling reimbursement claims.

Remember that these legal principles may change and vary widely in their
application to specific factual circumstances. You should consult with counsel
about your individual circumstances. In addition, the authors of this summary will
be happy to field your questions, at the following telephone numbers:

Timothy P. Brechtel 504-582-8236
Susan K. Chambers 504-582-8394

Employee Benefits, ERISA & Executive Compensation

ALTON E. BAYARD
JOHN C. BLACKMAN
TIMOTHY P. BRECHTEL
SuUSAN K. CHAMBERS®
EDWARD F. MARTIN
MARGARET F. MURPHY
RUDOLPH R. RAMELLI
KELLY C. SIMONEAUX

1 Also admitted in W. Virginia
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