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WHo is eligible to participate in a Section 125 plan?
While there are some exceptions, generally, an employer can define which classes of employees and former employees are eligible to participate in a Section 125 plan. Some employers impose a waiting period before new employees are eligible to participate. In addition, some employers allow employees to participate in the Section 125 plan immediately, but impose a waiting period on participation on the flexible spending account (FSA) portion of the Section 125 plan.
The Section 125 rules specifically prohibit the following individuals from participating:
· Self-employed individuals;
· Partners within a partnership; and
· More than two percent shareholders in a subchapter S corporation (S corporation).
Self-employed individuals, partners and more than two percent shareholders in an S corporation (or their business entities) may sponsor a Section 125 plan for their employees. Under the ownership attribution rules of Internal Revenue Code (Code) Section 318, however, the spouse, children, parents and grandparents of a more than two percent shareholder cannot participate in the S corporation's Section 125 plan.
Can former employees elect COBRA and continue to participate in the Section 125 plan?
Generally, COBRA participants receiving severance pay may be permitted to continue to make pretax contributions toward the cost of insurance.
What are the advantages for employees to participate in a Section 125 plan?
Employees who participate in a Section 125 plan receive the following advantages:
· An employee realizes an increase in his or her spendable income by:
· Paying his or her portion of insurance premiums with pretax dollars; and

· Paying out-of-pocket medical expenses with pretax dollars set aside in an FSA.
· Where an employer offers a full cafeteria plan, an employee is provided an opportunity to elect only those benefits that he or she deems most valuable.
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What disadvantages should an employee consider before electing to participate in a Section 125 plan?
Before an employee elects to participate in a Section 125 plan, it should be aware of the following disadvantages. First, an employee may not change his or her elections throughout the plan year unless he or she experiences a qualifying status change (for example, the birth of child or marriage). Also, while participation in a Section 125 plan reduces the employee’s taxable income, it may also reduce other benefits. Benefits that are calculated using the employee’s income (for example, social security or retirement benefits) will, in turn, be reduced.
Finally, any unused funds remaining in an FSA at the end of the plan year (or applicable grace period) are lost. There is a narrow exception to this “use-or-lose” rule for Section 125 plans that allow participants to carry over up to $500 in unused health FSA dollars to the next plan year.
What disadvantages should an employer consider before choosing to implement a Section 125 plan?
Before an employer decides to implement a Section 125 plan, it should consider the following disadvantages. First, while the employer reduces its tax liability, it is responsible for the cost, establishment and maintenance of the plan. Also, employers offering an FSA bear some risk of loss due to the uniform coverage rule.
What are the advantages to an employer that establishes a Section 125 plan?
One advantage to an employer that establishes a Section 125 plan is that the employer is able to reduce its tax liability (for example, FICA and FUTA) because employees reduce their taxable income. Also, where an employer offers a full cafeteria plan, the employer may see increased employee satisfaction with employee benefit offerings because employees are provided with an opportunity to direct the employer’s contribution to the benefits the employee values most.
What benefits can be offered under a Section 125 plan?
Benefits that are typically offered under a Section 125 plan include:
	· Health;

· Dental;

· Vision;

· Accidental death and dismemberment;

· Short- and long-term disability;
	· Group term life insurance (up to $50,000 in coverage);

· Health FSAs (to cover out-of-pocket medical expenses not covered by insurance); and

· Dependent care FSAs.


What benefits cannot be offered under a Section 125 plan?
The following benefits may not be offered under a Section 125 plan:
	· Educational assistance plans;

· Transportation fringe benefits;

· Health reimbursement arrangements (HRAs);

· Employer-provided meals and lodging;

· Dependent group term life insurance;
· Archer medical savings accounts (Archer MSAs);
	· Long-term care insurance or services; and

· Individual health insurance policies (major medical coverage), either inside or outside of the Exchanges. Exchange coverage may be funded through a cafeteria plan only if the employer elects to make group coverage available through the Exchange's Small Business Health Options Program (SHOP).


Do nondiscrimination rules apply to a Section 125 plan?
Section 125 plans must pass three complex nondiscrimination tests. In general, the tests are designed to determine whether the plan discriminates in favor of key employees or highly compensated individuals. They are as follows:
· Eligibility to participate test;
· Benefits and contributions test; and
· Concentration test.
Effective for plan years beginning after Dec. 31, 2010, the Affordable Care Act (ACA) allows certain small employers’ cafeteria plans to qualify as simple cafeteria plans if they meet certain specific requirements relating to eligibility, participation and contributions. If these requirements are met, the applicable nondiscrimination requirements of a classic cafeteria plan are treated as satisfied.
What is the Eligibility to Participate Test under Section 125?
A plan’s eligibility rules may not discriminate in favor of highly compensated individuals (HCIs). Pursuant to Code Section 125(g)(3), a plan does not discriminate in favor of HCIs if it meets all of the following:
· The plan benefits a classification of employees that does not discriminate in favor of HCIs;

· The same employment requirement applies to all employees and the plan does not require more than three years of employment to participate; and

· Entry into the plan is not delayed.
What is the Section 125 Benefits and Contributions Test?
A plan may not discriminate in favor of highly compensated individuals (HCIs) as to benefits or contributions. The IRS rules indicate that a plan will pass or fail the benefits and contributions test based upon the facts and circumstances of each case. The factors the IRS considers when reviewing the facts and circumstances are:
· Availability. A plan must give each participant an equal opportunity to select nontaxable (qualified) benefits.
· Utilization. The IRS will review whether HCIs elected benefits to a greater extent than non-highly compensated individuals. For example, a plan would likely fail this test if benefits were so expensive that only HCIs could afford to elect the benefits.
· Nondiscrimination in Operation. A plan may not discriminate in favor of HCIs in operation.
What is the Section 125 Concentration Test?
Under a Section 125 plan, key employee contributions cannot exceed 25 percent of the total contributions into the plan.
Example: The employee’s employer offers medical, dental, vision and life coverage. The employer’s policy is to contribute $100 per month to the cost of benefits elected. The employee elects dental, vision and life coverage, and applies the employer’s contribution to the cost of these benefits. The employee waives medical coverage because his or her spouse’s employer provides medical, but not dental, vision or life. In this case, the employee was permitted to direct the use of the employer funds toward the benefits he or she values most.
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