Legislative Update 2005 02

FSA “Use It or Lose It” Rule Changes

The IRS recently announced an important ruling that will offer new flexibility for FSA plan
participants. According to the ruling, you can now give your FSA plan a “grace period” of up to 2 12
months for employees to spend the money they have left in their accounts at the end of the year.

What The IRS Ruling Means For You And Your Employees

= Your participants get a reprieve from the “use it or lose it” rule. If there’s a balance left at the end
of the year, participants can use it to reimburse claims they incur during the grace period. For
example, let's say you have $500 left in your health care FSA at the end of the 2005 plan year. If
you incur $400 worth of eligible expenses on January 15, 2006, that amount can be reimbursed
from your 2005 health care FSA balance.

= The grace period can last as long as 2 ¥2 months after the end of the plan year. For calendar
year plans, that's March 15" of the following year.

= In order to use the grace period, you must have an unused balance in the account at the end of
the year.

» Funds that are not used by the end of the grace period are forfeited. Let’'s say you have a $500
balance in your health care FSA at the end of 2005. You incur $400 worth of eligible expenses on
January 15, 2006 — and no other expenses are incurred before the end of the grace period on
March 15, 2006. You can be reimbursed for the $400, but you will forfeit the balance of $100 that
is not spent by the end of the grace period.

= If an expense is incurred during the grace period, it will also be subject to a claims filing deadline.
You will need to amend your plan document to provide for this.

= You cannot use money left at the end of the year to fund a different type of account (that is, no
using leftover health care funds for dependent care expenses — an extension of the current rule).

= The grace period is NOT automatic. You must amend your plan document, before the end of the
plan year, to provide a grace period for your participants.

= You will have to update your Summary Plan Descriptions (SPD’s) as well.

The Conestoga Group is an insurance, investment and employee benefits broker and consulting firm based in Frazer,
PA.  Conestoga specializes in providing financial products and services to small businesses and their
owner/executives and other employees. Founder and President Brad Palmer is an Investment Advisoty
Representative of Commonwealth Financial Network-a registered investment advisor and member firm of the
NASD/SIPC. Brad can be reached at 610-889-9500 extension 101 or at brad.palmer@conestoga.biz.

NOTICE
These legislative descriptions are our interpretations of information provided to us by various legal and other
resources as of May 18, 2005. It is possible the information was presented incorrectly or that we have
misunderstood the presentation. The purpose of this communication is to provide you with basic summary
information on the subject matter and assist you in determining whether or not you may need to seek further
legal or other assistance. This communication should not be construed as legal, tax, investment, or other
advice and does not take into consideration any specific factors that may be unique to the reader’s situation.
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