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On May 18, the Treasury Department and the IRS published Notice 2005-42, which modifies the
current prohibition on compensation deferral in the proposed cafeteria plan regulations under section
125 of the Internal Revenue Code. The proposed regulations currently prohibit the deferral of
compensation by carrying over or cashing out unused elective contributions or plan benefits from one
plan year to another. Accordingly, participants currently must use any contributions remaining in the
plan at the end of the plan year, or forfeit such amounts. This is commonly referred to as the “use it or
lose it” rule.

Notice 2005-42 permits employers, at their option, to amend their cafeteria plans to provide for a grace
period of up to two and one-half months after the end of each plan year, during which period expenses
incurred for qualified benefits may be paid or reimbursed from any unused contributions remaining at
the end of the prior plan year. In other words, if an employer amends its cafeteria plan to include a
grace period (not to exceed two and one-half months), then a participant who has unused contributions
relating to a particular qualified benefit from the prior plan year and incurs expenses for that same
qualified benefit during the grace period may be paid or reimbursed for those expenses from the unused
contributions as if the expenses had been incurred in the prior plan year. Notice 2005-42 effectively
gives participants up to 14% months to use contributions for a plan year before those amounts are
forfeited. Any contribution remaining unused after the grace period will be subject to the “use it or lose
it” rule, as before. IRS Notice 2005-42 requires the grace period to apply to all plan participants on a
uniform basis. This ruling will apply primarily to health care and dependent care flexible spending
accounts.

The plan may not permit unused contributions to be cashed out or converted to any other taxable or
nontaxable benefit during the grace period. The plan must pay or reimburse expenses incurred with
respect to a particular qualified benefit from unused contributions relating to that particular qualified
benefit only. For example, unused amounts elected to pay or reimburse medical expenses may not be
used to pay or reimburse dependent care or other expenses incurred during the grace period. Employers
may adopt a grace period for the current plan year and subsequent plan years by amending the plan
before the end of the current plan year.

By permitting a grace period, Notice 2005-42 has the effect of minimizing the impetus for a year-end
spending rush prompted by the “use it or lose it” rule. Notice 2005-42 also has the effect of increasing
plan administrative expenses if the plan is designed to have expenses paid by participant forfeitures,
since forfeitures will likely be reduced by any grace period. Employers that wish to adopt the grace



period should inform plan participants during open enrollment so that participants may adjust their
elections for the upcoming year accordingly, particularly with respect to dependent care plan elections.
Employers offering a grace period will likely also want to extend the deadline for submitting and filing

claims, at least for those expenses incurred during the grace period. Expenses incurred in the grace
period may also raise ancillary issues regarding the annual income exclusion for dependent care

expense reimbursement.

According to reports, it is the IRS’s informal position that coverage under a health flexible spending
account during the grace period may constitute “other coverage” that could cause an employee to be
ineligible to make contributions to a health savings account, even if the flexible spending account has
no remaining assets during the grace period.

If you would like further information regarding the issues raised in this LawFlash, or would like
assistance in amending plans, please contact your regular Morgan Lewis attorney, or any of the
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