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Today’s Topics
• What is a Section 125 plan?

• Why offer a 125 plan?

• Who can sponsor a plan?

• Who can (and cannot) participate?

• What benefits can be provided under the 
plan?

• How to set up a plan.

• What are the rules and reporting 
requirements?

WHAT IS A SECTION 125  
PLAN?
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What is a Section 125 Plan?

Flex Plan 

Premium 
Only 
Plan 

(POP)

Cafeteria 
Plan 

1. Simplest form:  A Premium Only 
Plan (POP) 

• Allows pretax deduction for 
the employee’s share of 
insurance premium

What is a Section 125 Plan?

Premium Only Plan (POP)

Example: Employees covered under 
the city’s group health plan pay 15% of 
the cost of the plan through payroll 
deduction.

A valid Section 125 plan is the only 
way that a pretax deduction can be 

taken.
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2.  “Opt-Out Plan” - Employee can 
choose to receive more cash 
(taxable income) instead of a 
nontaxable benefit.

What is a Section 125 Plan?

Opt-Out Program 
Employees can choose coverage under the 
employer’s group health plan, or they can 
opt out and receive additional compensation 
for waiving coverage.

Again, you must have a valid 125 plan in 
place to offer a choice between benefits 
and compensation!

3. Cafeteria Plan: Allows pretax 
deductions for :

• Premiums

• FSAs

• May include employer credits to 
spend on benefit selections

What is a Section 125 Plan?
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WHY OFFER A SECTION 
125  PLAN?

Win – Win!

Employees 
save 
taxes!

Employers 
save 
taxes!

POP Savings Example
with POP without POP

Gross pay (semi-monthly) $1,200 $1,200
Pretax premium deduction - 100 - 0
Taxable income $1,100 $1,200

Federal income tax @ 15% 165 180
Ohio income tax @ 5% 55 60
Medicare tax @1.45% 16 17
City income tax @ 2% 22 24

After tax premium deduction - 0 - 100
Net paycheck $   842 $    819

Employees 
save 

taxes!
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Number of       Annual Employee
Participants Contribution

Employee contribution 
@ $75/month (single) 10 $ 9,000

Employee contribution 
@ $150/month (family) 10 $18,000

Total Salary Reduction $27,000

Win – Win!
Employers 

save 
taxes!

Assume 20 employees are covered under the employer’s 
group health plan. 

Employer Payroll Tax Saved

Medicare @ $27,000 x 1.45% $ 392

Worker’s Compensation Insurance 
@ $27,000 x .5%* +135

Total Employer Annual Savings:

Annual Employer Payroll Tax 
Savings

Employers 
save 

taxes! Total Salary Reduction:   $27,000

$527

WHO CAN SPONSOR A 
SECTION 125 PLAN?
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Who Can Sponsor a Section 
125 Plan?

Any employer, any size.  Includes: 

• Corporations (Subchapter S or C)
• Partnerships
• Nonprofits
• LLCs & LLPs
• Sole Proprietorships
• Churches
• Government entities.

Who Can Sponsor a Section 
125 Plan?
Government entities are “special.”

1. Not subject to ERISA (affects FSAs)
• No 5500 filing
• No requirements to distribute SPD

2. But all other rules apply!
• Under Code § 125, regarding non-

discrimination testing
• Irrevocable election rules

Government 
Entities

WHO CAN PARTICIPATE IN 
A SECTION 125  PLAN?
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Who Can Participate In a  
Section 125 Plan?

Leased employees or full time sales people 
who are statutory employees

Former employees

Active common-law employees

Who Can Participate In a  
Section 125 Plan?

“Self-employed Individuals”

• Sole Proprietor
• Partner in Partnership
• More than 2% owner of Sub S Corp or 

LLC/LLP

EXCLUDED

WHAT BENEFITS CAN BE 
OFFERED UNDER A 

SECTION 125  PLAN?
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What benefits can be offered 
under a Section 125 Plan?

Premium Only Plans (POP)

• Health, Dental, Vision coverage 
for employee, spouse or dependent 
under age 27

• COBRA coverage

• Life  Insurance (employee term life 
only, up to 50k)

• Disability coverage

What benefits can be offered 
under a Section 125 Plan?

If you offer an HSA eligible high-
deductible health plan:

Did you know you can allow 
employees to fund their 

individual HSA with pretax 
paycheck deductions?

What benefits can be offered 
under a Section 125 Plan?

Premium Reimbursement 
Accounts (PRA)

But should you allow employees to 
pay for individually-owned health 
coverage under the plan?

Accounts that reimburse premiums for 
individually-owned health coverage policies



3/11/2013

9

What benefits can be offered 
under a Section 125 Plan?

Other 
Benefits 

• Health FSA

• Dependent Care FSA

• Adoption Assistance Programs

HOW DO YOU SET UP A 
SECTION 125  PLAN?

How Do You Set Up a Section 
125 Plan?

For a simple POP

1. Adopt a written plan document and 

establish an election (or waiver) policy

2. Communicate to employees

5. Set up pretax deductions in payroll 
system

Easy as 

1, 2, 5…
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What Must Be Included in the 
Written Plan Document?

Minimum requirements

• Sponsor (employer) info

• Description of available benefits;

• Eligibility and entry dates;

• Election procedures;

• Manner of contributions;

• The plan year

“Without a written plan, there is no plan…”

Once you have a 
plan, how does it 

operate?

HOW DO YOU ENROLL IN A 
SECTION 125 PLAN?
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How do you enroll in a 
Section 125 Plan?

Election 
Process 

Affirmative –
most clear, 

but 
cumbersome

Evergreen

Negative –
automatic 

pretax

When can elections be changed?

Elections are “irrevocable”: change only:

1. At Open Enrollment 

2. Because of Change in Status

3. Because of Change in Cost or Coverage

4. Court Orders

Exception:  HSA contributions under a 
125 plan not subject to restrictions –
changes can be made any time

When can elections be 
changed?

1. Triggering event (Change in status or 
cost/coverage), plus:

2. The benefit change must be 
consistent with the event.

Two-prong condition:
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When can elections be changed?
Qualifying 
Changes

I got married… Yes, if consistent

We had a baby… Yes, if consistent

I want to go on my spouse’s
plan during their employer’s 
open enrollment…

Yes, if consistent

I move away from the area 
and my HMO network is no 
longer appropriate…

Yes, if consistent

My spouse lost their job –
or got a new job…

Yes, if causes 
gain/loss of 
coverage

The cost changed 
“significantly”…

Yes, only if no 
similar coverage 
available

I had a pay cut… No

I just don’t want it 
anymore…

No

Qualifying 
Changes

When can elections be changed?

What Non-Discrimination Tests 
Apply?
POP – No test!  Safe Harbor as long as all similarly 

situated employees can participate and elect same 
benefits for same cost.

POP + HSA – Prevents employer from giving more 
generous HSA contributions to HCE vs. non-HCE

1. Eligibility – pass if available to all employees

2. Contributions and Benefits – again, pass if 
same available to HCE and non-HCE

3. Key Employee test (government plans exempt)
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Maintaining Your Plan
As long as you operate the plan consistent with 
how it is written, you have met all requirements:

• No filing with IRS or DOL

• No 5500

• No Annual elections process (if 
evergreen or negative election process 
adopted)

• No ongoing cost

How Do You Set Up a Section 
125 Plan?

For a simple POP or POP plus HSA:

1. Adopt a written plan document and 
establish an election (or waiver) policy

2. Notify employees that premiums will 
be deducted pretax

5. Set up pretax deductions in payroll 
system

Easy as 

1, 2, 5…

Resources for More Information

www.irs.gov

1. FAQs for Government Entities regarding Cafeteria Plans
• Keyword search: cafeteria

2. IRS Publication 15B – Guide to Fringe Benefits
• Keyword search: pub 15B

www.insurance.ohio.gov

1. FAQs Health Care Reform Impact on Ohio Consumers
• Keyword search:  FAQ Health Care Reform
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Resources at NEO!

www.FlexNEO.com
1.800.775.FLEX (3539)

janet.palcko@flexneo.com

Questions?


