Cafeteria Plan Grace Period

The IRS has provided a grace period during which participants may submit reimbursement claims for unspent amounts in their flexible spending arrangements (FSA).  The grace period permits participants to obtain reimbursement for expenses incurred during a 2 ½ month period following the close of the plan year.  Specifically, participants will have 14 months and 15 days in which to incur reimbursable expenses.

The grace period does not eliminate one of the basic principles of FSAs operating within a cafeteria plan – the “use-it-or-loose-it” rule.  Under this rule, participants generally make a deferral election prior to the beginning of the plan year.  If the participants do not incur sufficient expenses during the plan year, the plan forfeits the unused amounts.  The purpose of the rule is to prevent a participant from using a cafeteria plan to defer compensation.  Participants generally can reasonably determine their dependent care expenses, but often have difficulty estimating their health care expenses.  The rule forces participants who overestimate their expenses to schedule appointments and incur medical expenses at the end of the year to avoid forfeiture of their unused amounts.  The grace period will provide some relief to participants who have overestimated their expenses.

The IRS does not require an employer to provide for the grace period.  However, if an employer decides to utilize the grace period, the employer must amend its cafeteria plan document before the end of the plan year for which it wants to implement the provision.  An employer that decides to implement the grace period also will need to modify its “run-out” period to extend beyond the grace period rather than beyond the close of the plan year.  The run-out period is the time period after the close of the plan year during which the participants may submit the reimbursement claims (e.g., 90 days after the close of the plan year). Notice 2005-42

