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S U S A N N A  G A L L A N I  


M A R Y  W I T K O W S K I  


H A R R Y  B .  W O L B E R G  


U.S. Commercial Health Insurance Industry 


The commercial health insurance industry has been a fixture of the American health care system 
since the early 1900’s. Today, a concentrated group of commercial insurers play a significant role in 
how health care is paid for and delivered in the U.S. In 2017, nearly two-thirds of the population were 
covered with private health insurance1 and the size of the private market reached over $990B.2 
Commercial insurance companies performed a number of functions ranging from risk pooling and 
claims processing, to contracting and network design, to care management.  


Health insurance companies operated as intermediaries between health care providers and 
purchasers of health care, such as employers who contracted on behalf of employees and their 
dependents. Health insurers traditionally underwrote the risks of policy holders and were responsible 
for paying medical claims in exchange for insurance premiums, historically calculated based on 
estimated individual or population risks.  


The difference between the premiums health plans collected and the claims they paid out 
determined their margins, which were capped at 15% to 20% of premiums.a Unit margins on each 
transaction incentivized insurers to expand the volume of services consumed in the industry. In 
absence of guarantees of universal insurance coverage and the diversification of risk pools with 
mandated insurance, vulnerable populations like the sick and impoverished were often unable to 
afford insurance. Many in the health care industry blamed the structure and evolution of health 
insurance markets for playing a key role in the rapid escalation of health costs and the misalignment 
of incentives in medical service provision.  


In 2018, administrative costs in health care represented between 25-30% of total industry 
spending.3,4,5 Approximately two-thirds of the total administration cost in the U.S. health care system 
were payment-related (such as billing, claims processing, prior authorization, collection of co-pays, 
and network contracting) while one third was composed of directly administering medical services 
(such as checking patients in for appointments, scheduling, hospital overhead, etc.).6 A recent study 
by the Cleveland Clinic estimated that payers forced a staffer at the Clinic to wait on hold for longer 
than 10 minutes to process a prior-authorization request approximately 250 times every month.7 
Administrative costs were as much as four times higher in the U.S. than in peer OECD countries.8 


a See discussion of the Patient Protection and Affordable Care Act, and medical loss ratio, below Do 
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Billing costs for single patient-doctor encounters ranged from $20 to $215,9 and included claim 
submissions from providers, bill distribution, and collection.  


Historically, the private health insurance industry had high administrative costs and little incentive 
to reduce cost growth. Yet, commercial insurers looked to adopt new strategies to remain competitive 
as the system shifted away from Fee-For-Service (FFS) – a system whereby insurers would reimburse 
beneficiaries based on each discrete service - to value-based reimbursements – whereby payments were 
contingent on favorable outcomes.  


History of Health Insurance in the United States 
In the late 19th century, medicine was largely unregulated, practiced in a wide range of settings and 


lacked a formalized structure for training and licensure. In 1900 an average American incurred the 
entirety of the costs associated with their consumption of healthcare services. The average annual 
spend per capita on health care was the equivalent of $150 in 2017 dollars.b,10 At the turn of the 
twentieth century, the U.S. Health Care system started to professionalize, medical techniques became 
more effective, physicians began to exert economic pressure on the health care market, and fees began 
to rise. Charitable hospitals often provided care to the poor, but with the onset of the Great Depression, 
inadequate funding and increased financial pressure forced many to close. As uncertainty about the 
supply of providers increased and prices of health care services grew, concerns about how to manage 
unexpected costs rose. 


In 1929, Baylor University Hospital in Dallas offered a plan for teachers, who contributed $0.50 cents 
every month towards health costs in exchange for hospital care for up to 21 days over the course of one 
year.11 During the Great Depression, as wages fell and out-of-pocket healthcare expenses increased, 
the Baylor plan became more popular and was renamed Blue Cross.12  


Throughout the 1930s the Blue Cross model spread to almost every state in the United States.13 
Other hospitals mimicked Baylor and by the end of the 1930s the system had evolved into a loosely 
coordinated network of hospital insurance, the Blue Cross System, which pooled risk across members, 
and charged a flat community rate to each subscriber.14 The plans were non-profit, and allowed people 
to choose their providers.15 By 1938, the Blue Cross network had more than 2.8 M subscribers, and 
offered care without deductibles or copayments.16 


Opposed by the American Medical Association (AMA) on the grounds that it interfered with the 
doctor-patient relationship, Blue Cross plans initially were limited to reimbursing beneficiaries for 
incurred hospital fees and were not allowed to cover physicians’ services.17 Only in the 1940s, as 
physician visits became more popular, did the AMA and Blue Cross negotiate new plans allowing 
coverage of physician-related fees. These plans, called Blue Shield,18 were controlled by physicians and 
were to remain separate from Blue Cross plans.19 The Blue Shield plans involved stringent third-party 
financing and reimbursement guidelines, similar to the fee-for-service (FFS) payment model.20 


Health Insurance and World War II 


During World War II, fearing inflation, the federal government implemented mandatory employer 
wage freezes.21 To compete for workers, employers began to offer health insurance as an in-kind 
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benefit.22 Employer health benefits were further formalized in 1954, when the IRS allowed employers 
to deduct contributions towards employee health insurance from taxable income.23  


Early health plans were structured as indemnity insurance, also known as fixed benefits insurance 
or fee-for-service insurance, whereby the insurer would pay a predetermined amount of money for 
each qualified medical service a plan holder would receive. Under the indemnity model, health 
insurers were not expected to have knowledge and expertise about medicine. Their role was simply to 
pay medical bills without any authorization over the necessity or appropriateness of care. As costs rose 
throughout the health care system, they were spread across the population of health plan subscribers 
through higher premiums. Both commercial insurers as well as Blue Cross and Blue Shield plans 
continued to expand. 


Figure 1 Growth of Commercial and BCBS Health Insurance (1940-1960)  


 
Source: Blumenthal, David. New England Journal of Medicine (July 6, 2006) 


 


With the growth of the individual insurance market, adverse selectionc had become an increasingly 
important issue, whereby people with expensive conditions were more inclined to purchase health 
insurance.24 The asymmetry of information between prospective beneficiaries, who knew more about 
their health conditions than the insurers, made it difficult for health plans to estimate expected costs 
(and risks) accurately. Additionally, insurers had strong incentives to design coverage plans that 
excluded or discouraged individuals with higher-than-average expected costs.25 In contrast, employer-
sponsored health insurance created risk pools based on place of employment and helped ensure 
stability in growing insurance markets.  


Employers purchased health benefit plans from health insurance companies who managed the 
plans on their behalf. Insurers underwrote the financial risk of medical claims for some employers via 
fully-funded plans, while other employers chose to underwrite directly, and constructed self-funded 
plans. Health plans, however, generally served as a third party administrator (TPA) for self-funded 
employers, managing the administration of their accounts and continued to process claims from 
providers for both types of contractual relationships. 


                                                           
c Adverse selection is an economic concept that describes the market failure created by asymmetric information. In health 
insurance markets, asymmetric information allows people to self-select into or out of an insurance pool, destabilizing the pool 
as only sicker individuals remain. This drives up costs for everyone in the pool, causing more healthy individuals to drop out, 
until only the sickest remain and the insurance pool collapses. Do 
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As the connection between health insurance and employers strengthened in the 1950s and 1960s, it 
became increasingly difficult for people outside the employer health care markets to obtain affordable 
coverage. A growing number of elderly and people with disabilities had limited or no access to health 
insurance. Many seniors had difficulty obtaining any coverage beyond limited-benefit plans that paid 
fixed per-diem amounts regardless of how much they were billed.26 Unemployed and self-employed 
individuals were unable to afford individual policies, which were priced higher due to lack of risk 
pooling.  


Public Payers Enter the Market  


Medicare Founded in 1965, Medicare provided health insurance for people above the age of 65 
and for individuals with specific disabilities.d Medicare consisted of three main parts; Part A covered 
mainly hospital care. Part B covered medical care, such as medically necessary doctors’ services, 
outpatient care, and preventative care.27 Part D provided prescription drug coverage.28 Additionally, 
starting in the 1970s, Medicare eligible patients could opt to receive their Parts A and B benefits through 
a private health plan, called Medicare Advantage.29,e Medicare enrollees, on average, required more 
than double the hospital care of younger populations.30,31 In 2017, Medicare covered approximately  60 
million people.32 Medicare was funded primarily through general government revenues (41%) payroll 
taxes (37%), and premiums paid by beneficiaries (14%).33 In 2017, Medicare spending accounted for 
15% of the federal budget and 20% of all dollars spent on health care in the U.S. totaling $702 billion, a 
65% increase from 2007.34  


Medicaid Medicaid, also enacted in 1965, provided insurance coverage for low-income children, 
adults, seniors, and people with other disabilities not covered under Medicare.f,35 Medicaid was 
structured as a federal-state partnership. In 2017, Medicaid covered one in five Americans,36 totaling 
over 72 M individuals.37 Medicaid was an appropriated entitlement program, which meant that it had 
no dedicated revenue source. At the state level, admissible sources of funding included legislative 
appropriations, inter-governmental transfers, certified public expenditures, and permissible taxes and 
provider donations.38 The federal government matched 50% to 75% of state-level Medicaid expenses, 
depending on the state’s economic status, per capita income, and other factors.39 With the enactment 
of Medicaid, the sickest and poorer sectors of the population were pooled separately and removed 
from the private insurance markets, which helped contain commercial health plan premiums.40  In 
2017, the federal government combined with state and local governments spent $592 billion on 
Medicaid,41 and the program was the single largest source of federal funds that flowed to the states.42,43  


Rising concern over the cost of health care 


With the expansion of health insurance under the dominant fee-for-service model, health care 
spending continued to grow. Between 1945 and 1960, the average number of services ordered by 


                                                           
d Eligible disabilities included: people with ALS and people under 65 who have received disability benefits from Social Security 
or from RBP for 24 months; https://www.medicare.gov/people-like-me/disability/getting-medicare-disability.html#collapse-
5777. 


e This arrangement, known as Medicare Part C, was renamed Medicare Advantage in the 2003 Medicare Modernization Act 
(MMA), and did not represent a separate benefit.e 


f Medicaid disability coverage is determined by the states. Disabled individuals with incomes over the federal poverty limit may 
be eligible for Medicaid coverage in specific states; https://www.kff.org/report-section/medicaid-financial-eligibility-for-
seniors-and-people-with-disabilities-in-2015-report/ Do 
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physicians for each patient had grown six-fold.44 Personal health care expenditures had consistently 
outpaced inflation since the 1970s.45 


Consolidation Tendencies in the Market- BCBSA 


Still separate plans, in 1977, the Blue Cross and Blue Shield networks saw an opportunity to expand 
their influence over providers and reduce their operating expenses by joining forces.46 The two 
networks formally merged to form the Blue Cross and Blue Shield Association (BCBSA).47 The BCBSA 
network operated as an umbrella federation for the state and local Blue Cross Blue Shield plans, which 
remained largely independent. In 1994, BCBSA allowed its member networks to convert from nonprofit 
organizations to for-profit insurers.48,49, g  Consolidation across the market had led to higher insurance 
premiums over the three decades between 1980s-2010s.50 


Response to Increasing Costs: The Next Wave of Health Reforms 


Payment Reform 


Diagnosis Related Groups (DRGs) Medicare introduced the Diagnosis-related Groups (DRG) 
payments in 1983 in an attempt to reduce costs and increase efficiency.51 This reform introduced flat 
payments to providers per-discharge based on diagnoses, severity, and treatments performed over an 
inpatient stay.52 DRG payments covered only the hospital related claims for inpatient services. The 
model assumed that hospitals treated a random variation of patients, and that by using DRGs, losses 
incurred to treat patients with more complicated needs would be offset by gains generated when 
treating patients with simpler clinical profiles.53 DRG payments, however, were not tied to outcomes, 
and have been criticized for incentivizing inpatient care even when outpatient services could have been 
equally or more effective.54 


Managed Care 


Utilization Review In response to growing costs, commercial health insurers began hiring 
physicians to review medical claims and determine appropriateness of care.55 The emergence of 
Utilization Review marked an unprecedented step towards health insurers supervising medical care.56 
Utilization Reviews created adversaries between health insurers and providers, which led to 
dysfunctional – and costly - trends. On one side, providers began hiring additional staff to justify claims 
as medically necessary. On the other side, health insurers invested additional resources to build their 
expertise in declining claims.  


Health Maintenance Organizations (HMOs) With the expansion of specialty care and the 
increasing volume of medical services, health insurers turned to HMO models to control their growing 
costs.57 These models created integrated health care networks focused on improving care coordination 
for patients that were paid on a per member per month (PMPM) basis to deliver all the care their 
members required. Narrowing provider networks helped payers negotiate lower prices with HMOs 
and avoid expensive providers. To reduce costs, HMOs tightened networks and implemented more 
stringent preapproval rules.58 Typically, HMO plans did not require deductibles or copays for visits to 
in-network providers, but charged full price for out-of-network providers. HMOs required patients to 


                                                           
g Blue Cross Blue Shield of California was the first to make the switch and renamed itself Wellpoint Health Networks. 
Subsequently, Wellpoint acquired other non-profit Blue plans in other states like Missouri and Wisconsin. In 2004, Wellpoint 
merged with Anthem, a for-profit Blue plan based in Indiana,g triggering antitrust discussions about consolidation in the 
commercial health care markets. The Justice Department investigated, but ultimately did not bring a suit against the merger.g Do 
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obtain prior approval and authorization, and care was subject to utilization reviews before claims were 
paid.59 These efforts were partially successful, as insurance premiums did not rise in the 1990s.60 


Although HMOs proved to be successful in addressing health costs for a period of time, consumer 
distaste grew towards the HMO model. Patients felt they were restricted from seeing high quality 
providers based on costs and sometimes they were denied coverage during the preapproval process. 
Since HMOs were not tied to specific outcome and quality metrics, payers were not incentivized to 
incorporate expert (possibly more expensive) providers in their networks. Additionally, many 
physicians felt that the HMO preapproval process restricted their medical decision-making 
autonomy.61  


Preferred Provider Organizations (PPOs) PPOs were also based on narrow networks, offering 
more flexibility than HMOs.62 If patients chose to visit an in-network provider, they would pay a small 
copay.63 Unlike the HMO model, PPOs reimbursed patients for services from out-of-network 
providers, for which they charged up to 30% or 40% of the cost of their care. 64  


Consumer Driven Health Care Movement 


Consumer Directed Health Plans (CDHPs) In the early 2000s, some health care economists argued 
that the problem with health insurance was the lack of patient responsibility in their health care choices. 
In response, Consumer-directed health plans (CDHPs) aimed to reduce health spending by placing 
greater decision-making about care in the hands of patients.65 For this model to work patients needed 
access to accurate cost and quality information. CDHPs directly exposed consumers to the financial 
implications of their treatment decisions.66 Studies had shown that CDHPs could be effective in 
lowering spending, but did so by reducing the use of both necessary care and unnecessary care. For 
example, patients insured with high-deductible health plans (HDHPs) significantly reduced primary 
care visits.67 


High Deductible Health Plans (HDHPs) HDHPs had lower monthly premiums and required 
members to pay a larger portion of their health care costs up front before insurance kicked in.68 In 2017, 
the IRS formalized the definition of HDHPs as having deductibles of least $1,300 for individuals and 
$2,600 for families per year.69 HDHPs were typically utilized by young, healthy people who did not 
expect to need expensive medical care, limiting their potential to bend the cost curve throughout the 
market.  


Health Savings Accounts (HSAs) HSAs and health reimbursement arrangements (HRAs) were 
financial accounts that could be used to pay for health services.70 Employers or public payers deposited 
money in the accounts in lieu of paying premiums. HSAs were not taxed and rolled over to the next 
year if not used.71 HSAs and HRAs were always paired with HDHPs.72  


National Movement on Accessibility, Affordability and Value of Healthcare 


Many felt that the structure of health insurance and the regulatory framework surrounding the 
industry created perverse incentives that further contributed to rising costs. The commercial health 
insurance model separated health care financing from delivery.73 Under FFS, patients had an incentive 
to ask for more care, and doctors had an incentive to order more care, even when care might be 
unnecessary.74 Some historians have argued that under this model delivering more health care and 
securing more insurance reimbursements became a simple way to earn more money, and 
disincentivized physicians and hospitals from “restructuring the delivery of care, enhancing labor 
division, or more effectively and efficiently applying technological innovations” to increase 
productivity and value, and contain costs.75 Increased consumption of healthcare led to growing Do 
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premiums, which reflected higher expected expenses for each strata of the population. Meanwhile, 
payments were not tied to outcomes or accountability. Some providers engaged in quality 
improvement initiatives, but there was no mechanism to incentivize such improvements. Under the 
FFS system, providers who improved the health of their patients and who avoided complications, 
readmissions, and revisions were punished by not creating “more business” for themselves. 


The Affordable Care Act 


The Patient Protection and Affordable Care Act (ACA) was enacted on March 23, 2010 with the 
goals of expanding coverage to the uninsured population, improving the quality of care for patients, 
and reducing health care spending.76 The ACA also created marketplaces where individuals without 
employer-sponsored insurance could shop for insurance. It also allowed children to stay on a parent’s 
insurance until the age of 26. Additionally, the law prohibited health insurers from denying coverage 
or raising premiums for individuals with preexisting health conditions, and eliminated lifetime and 
annual benefit caps as well as waiting periods of longer than 90 days for coverage to begin.77  


Federally Mandated Medical Loss Ratio 


Historically, while premiums were supposed to be calculated based on actuarial models predicting 
the medical expenses of an individual, health insurers were unrestricted when setting premium prices 
for policy holders.  Often times health insurers were charging premiums in great excess of the incurred 
medical costs. In 1980, the National Association of Insurance Commission adopted guidelines, by 
which insurers needed medical claims to be at least 50-60% of premiums.78 The Medical Loss Ratio 
(MLR), was a minimum percentage of premiums that insurers had to devote to paying for customer 
medical claim.79 The MLR was initially unregulated by the government, and health insurers generally 
captured attractive margins. Between 2009 and 2015, the share prices of the five biggest health insurers 
in the U.S., United, Aetna, Humana, Cigna, and Anthem, had tripled.80 The ACA specified that the 
Medical Loss Ratio (MLR) would be federally mandated and could not be less than 85% for large group 
insurance and 80% for individual and small group plans,81 thereby restricting the profit margin 
percentage for health plans. 


Since the law was enacted, the uninsured rate in the U.S. had declined by 43% as of 2015, and 
estimates indicated that 20 M additional people had insurance compared to before the ACA was 
enacted.82 The ACA also established the Center for Medicare and Medicaid Innovation (CMMI) to 
experiment with and evaluate alternative payment models (non-fee-for-service models) like ACOs and 
bundled payments.83 (See Exhibit 2 for more information about the ACA). 


Bundled payments paid a flat fee to treat episode-based conditions across their full care cycle from 
diagnosis to resolution. With payments tied to achieving specific outcomes, clinicians had the 
opportunity and the accountability to include services and treatments that impacted their patients 
most. Medicare was an early adopter of bundled payments through its Bundled Payments for Care 
Improvement Initiative (BPCI) and the Comprehensive Care for Joint Replacement Program (CJR) as 
well as other alternative payment models in cancer and cardiac care. The Medicare programs 
retroactively paid providers based on a pre-specified budget. Commercial insurers and employers 
leveraged the progress by Medicare and further accelerated the value based design of bundles with 
prospective payments, both upside and downside risk-sharing, and more comprehensive condition 
definitions.     


Despite these interventions to control health care spending, however, the average worker’s 
contributions for health insurance increased steadily from $2,196 in 1999 to $6,691 in 2017.84  Do 
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Traditional Health Insurance Service Lines 
The role of health insurers in the United States has continued to develop but largely involved eight 


core functions.   


Figure 2  


 
Source: Casewriter analysis. 


 


Product Design85 For each plan, insurers defined the premiums, the terms of coverage, 
deductibles, coinsurance, co-payment, and maximum out-of-pocket cost (see glossary). Premiums were 
generally fixed for a one-year period. Once the beneficiary reached the out-of-pocket maximum, the 
insurer paid for all additional medical expenses up to the maximum level of coverage without further 
deductibles or copayments.   


1. Risk Underwriting Insurers set premiums based on expectations relative to future medical 
costs. The underwriting entity held the risk of future medical claims and received a premium 
for taking on that risk. Health plans underwrote the risk in the individual markets as well as in 
fully-funded employer-sponsored plans. Self-insured employers directly held the medical risks 
of their employed populations. 


2. Member Benefit Administration Insurance companies provided administrative services to 
plan holders in both individual and employer-sponsored plans. This included processing new 
enrollments, administering bill payments for members, and providing customer service and 
support. Health plans typically issued benefit cards that were made to fit in a wallet. The 
subscriber presented the benefit card upon receiving treatment, and the provider used the 
information on the card to submit its claims to the correct health plan. Cards also contained Do 
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relevant phone numbers for patients and providers to clarify information and benefits coverage 
provisions. 


3. Claims processing86 Claims processing involved reimbursing providers for approved claims.  
Health plans performed several activities to ensure the appropriateness of claims. For example, 
claims could be investigated if there were questions about whether certain services were 
covered. Insurers conducted claims assessments including audits to verify that claims were paid 
correctly. In cases where payments were incorrectly made to providers, due to clerical errors, 
fraudulent billings, or duplicate payments, insurers would appeal the claims and recover the 
amounts.  


4. Utilization Review  Clinical staff employed by health plans performed utilization reviews to 
evaluate and authorize or deny specific reimbursements for medical claims. If the insurer 
determined that a treatment or service was unnecessary it would deny the claim. Denials could 
occur before or after patients received treatment. A denied claim meant the patient was 
responsible for paying the entire provider charges related to that claim. Many patients sought 
preapproval from their health plan before receiving treatment to limit their exposure to 
unexpected fees. 


5. Provider network management87 Insurers contracted with providers, hospitals and other 
health care organizations to provide services to covered patients. In addition to setting prices 
and terms of service for care, insurers verified practitioners’ licenses, education, and work 
history. Contracting also included determining the adequacy, quality and cost-effectiveness of 
network providers in order to attract and retain members.  


6. Care management88 Insurers used care management to coordinate care for plan holders with 
high-cost medical conditions. Care managers coordinated across different providers with the 
aim of improving the continuity and quality of care, as well as lowering medical costs.  Care 
management activities included providing timely information on prescription medications and 
test results, and coordination between specialists.  


7. Data Aggregation Given their role as intermediaries between providers and purchasers, 
health plans could track patients over the full cycle of care, including services they received 
from different providers. Commercial health plans housed and analyzed claims data, and sold 
information services to providers. Care pathway data helped providers identify duplicative 
services and inefficient care, and predict disease progression in patients. These data became 
particularly salient in provider risk-bearing arrangements like bundled payments.  


Special insurers existed to provide coverage for other segments of health care markets including 
pharmacy benefits management (PBMs), dental coverage, and vision care. Each of these plans also 
issued benefits cards with similar purposes and functions to cards issued by health plans. 
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Private Health Insurance Market in 2017  
In 2015, the commercial health insurance market covered 56% of the total U.S. population, of which 


49% received coverage through an employer.89 The top five insurers enrolled 191 M total people in 
2016.  


Figure 3 Top Five National Health Insurers (2017)  


Organization Revenues Medical 
Membership 


3 Yr Revenue 
Growth 


UnitedHealth $201.2 B 76 M 28% 


Anthem $89.1 B 40.2 M 13.75 % 


Aetna $60.5 B 37.9 M 0.33% 


Humana $53.8 B 21 M (0.96) % 


Cigna $41.6 B 15.9 M 9.87% 


 


Source: Casewriter analysis from annual 10-K filings. 


 


National and regional health plans sold policies in different geographic regions and contracted with 
providers either locally or across the country. Establishing new provider networks in broad geographic 
areas was challenging for new market entrants,90 who competed with existing regional and local health 
plans to develop contracts with well-established local providers.91 Blue Cross and Blue Shield plans 
were regional plans that did not compete with one another.92 Many local health plans, like Harvard 
Pilgrim had a strong presence, but only within specific geographic areas.93  


UnitedHealth Group 


United was founded in 1977 in Minnetonka, MN and was the largest commercial insurer offering 
both traditional insurance and managed care plans to employers, individuals, retirees, Medicare and 
state Medicaid beneficiaries. The company went public in 1984 and expanded to include pharmacy 
benefits management (PBM) in 1988.94 In the late 1990s, United partnered with AARP to provide 
insurance to its members,95 vastly growing its member base through Medicare Advantage. The 
company also offered a diverse set of business services outside of its insurance business segment, 
operating under its stand-alone subsidiary, Optum. Optum served payers, providers, employers, 
governments, life sciences companies, and consumers, and provided data and analytics services, 
pharmacy care services, population health, and health care delivery and operations services. OptumRx 
was United’s pharmacy benefit management (PBM) subsidiary. In 2017, the company acquired 
DaVita’s physician group for $4.9 B,96 and a chain of outpatient surgery centers called Surgical Care 
Affiliates for $2.3 B.97 In 2018, United bought Genoa Healthcare, a pharmacy and behavioral health 
company with over 426 pharmacies in 46 states serving over 650,000 people, for $2.5 B.98  
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Humana 


Humana was based in Louisville, KY and operated across the U.S. Humana provided traditional 
health insurance and Medicare Advantage. In 2017, 79% of the company’s revenue came from 
government contracts through Medicare and the U.S. Military.99 The company’s Medicare Advantage 
contracts in Florida accounted for 15% of total premium and service revenue.100 Humana had an in-
house PBM called Humana Pharmacy Solutions (HPS). Humana also offered information technology 
and care management services to other health care companies, including a personalized wellness and 
rewards program called Go365 and data analytic services for providers. In 2018, Humana acquired 
Kindred Healthcare, a home health and hospice care company to create the industry’s biggest operator 
of these services.101 


Aetna 


Aetna was a diversified national health insurance and service provider based in Hartford, CT.102 
The company offered insurance products including medical, pharma, dental, behavioral and disability 
plans. Its customers included employers, individuals, governments, and labor groups. In 2015, the 
company entered into a merger agreement to acquire Humana, but U.S. Department of Justice (DOJ) 
ruled that the merger would have violated federal antitrust laws, and Aetna and Humana mutually 
terminated the agreement in 2017. In 2018, the DOJ approved a $69 B merger between CVS and 
Aetna.103  


Cigna 


Cigna, based in Bloomfield, CT, was a health insurance and health services company. Cigna’s 
commercial operating segment served employers, other groups, and individuals. Its government 
segment offered Medicare Advantage plans, Medicare Part D coverage, and Medicaid plans. The 
majority of Cigna’s commercial segment business was conducted as a TPA for self-funded plans (81%), 
while only 13% of members were covered under fully-funded plans. The last 6% were in shared risk 
arrangements.h In 2018, the DOJ approved a $52 B merger between Cigna and the PBM Express Scripts, 
consolidating their insurance and pharmacy benefits offerings.104 


Anthem 


Anthem was an independent licensee of the BCBCA that operated in 14 different states across the 
U.S.105 After breaking with its PBM, Express Scripts, in 2017, Anthem announced the formation of a 
new internal PBM called IngenioRX. Anthem and Cigna announced a merger plan, which was 
terminated two years later following unfavorable antitrust filings.106 Anthem offered a wide range of 
network-based plans including large group, small group, individual, Medicare Advantage, and 
Medicaid, as well as a suite of health care services for self-funded purchasers.107  


Horizon Blue Cross Blue Shield (BCBS) 


Horizon BCBS was a nonprofit independent member of the BCBSA that operated in New Jersey. In 
2016 the organization had 3.8 M members of which approximately half were in self-funded plans and 


                                                           
h Shared risk arrangements specified the level of risk providers would be held accountable for to deliver care to patients. Risk 
could be upside only, which allowed providers to share savings they help create, or two-sided, which include upside and 
downside risks, that require providers to pay penalties if they exceed cost projects or miss outcome targets. Levels of shared risk 
varied from a small percentage like 5% to 100% accountability.  Do 
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half in fully-funded plans.108 In 2010, Horizon BCBS formed a wholly-owned separate subsidiary to 
explore opportunities in value-based health care called “A New Shade of Blue.” The new organization 
was not tied to Horizon BCBC’s traditional financial performance metrics giving the subsidiary the 
freedom to experiment with innovative payment models. The organization’s value-based payment 
reforms focused on four initiatives: patient-centered medical homes (PCMHs), ACOs, episodes of care 
(bundled payments), and Omnia Health Plan (a high value network of providers achieving superior 
outcomes). Under its bundled payment program Horizon BCBS designed and implemented contracts 
for several conditions to make care more efficient and deliver better outcomes to patients. In 2016, 
Horizon BCBS’s bundled payment program led to $20 M in savings, a 37% reduction in readmissions 
for total hip replacements, and 32% fewer C-sections. Net Income in 2016 was $84.6 M.109 


Kaiser Permanente 


Kaiser Permanente was a nonprofit integrated health plan and provider network that had 11.8 M 
subscribers in eight states and Washington D.C. In 2017, the company’s net income was $3.8 B and it 
invested $2.1 billion in community investments.110 Kaiser Permanente owned 39 hospitals and 
employed over 22,000 physicians.111 Kaiser Permanente plan members were only permitted to visit 
providers owned by the organization.  


 Geisinger Health System 


Geisinger Health System was a nonprofit, integrated payer-provider that operated regionally in 
central Pennsylvania. In 2016, Geisinger had an operating income of $128 M, and provided $508 M in 
community benefits.112 The Geisinger health plan covered approximately 580,000 people.113 Geisinger 
patients included health plan members as well as patients covered by external insurers. Geisinger 
contracted directly with employers like Walmart to offer services as a national Center of Excellence, 
using bundled payments. In 2006, the organization began a program called ProvenCare to identify 
inefficient care delivery processes and opportunities to achieve better outcomes for patients. It had 
used ProvenCare to reorganize care for CABG, knee and hip replacements, and chronic conditions. 
Additionally, Geisinger developed an 80/20 compensation model to encourage its doctors to transition 
away from FFS; 80% of compensation was based on FFS, and the remaining 20% was based on 
teamwork, patient outcomes and adherence to evidence-based processes.114 


Threats to Traditional Health Insurance Market 


Provider Market Consolidation  


Prior to the managed care era, hospitals competed for patients on reputation, technological 
advancements, and other amenities. Under the indemnity insurance model payers did not restrict 
networks and did not negotiate prices with providers. During the managed care revolution payers 
reduced health care services through narrow networks and utilization reviews, and also negotiated 
lower reimbursements to providers. Despite efforts to restrict the quantity of health care services, 
virtually all savings generated from HMOs came from lower prices for medical services.115 Providers 
consolidated into larger health systems to increase their bargaining power and push back against 
managed care organizations. In 2015, 60% of the hospitals in the U.S. were part of a large health system, 
and the number of hospital mergers and acquisitions had exceeded 80 per year from 2012 to 2016.116  


Do 
Not


 C
op


y 
or


 P
os


t


This document is authorized for educator review use only by MIRIAM WEISMANN, Suffolk University until Nov 2020. Copying or posting is an infringement of copyright. 
Permissions@hbsp.harvard.edu or 617.783.7860







U.S. Commercial Health Insurance Industry 119-064 


13 


Pressure on Health Insurers 


Rising health care costs had become a prominent concern for all stakeholders. Increasing pressure 
and blame was placed on health insurance companies in part for the hefty margins they earned (see 
above discussion of MLR). Furthermore, utilization review escalated tensions between health plans 
and providers and had made insurers unpopular.  


Continued Move to Self-Funded Plans 


Given the rising cost of providing health insurance to workers, many employers shifted to self-
funding their health benefits. Self-funding, meant employers could save on the premiums they paid to 
health plans, which ranged from 10% to 20% of the costs of medical claims (Exhibit 2). Since the 
majority of commercial health plan members were covered under employer-sponsored health 
insurance, employers’ shift to self-funding posed a direct threat to commercial health plans’ business 
model. The percentage of self-funded employers increased from 44% in 1999 to 60% in 2017, and was 
more pronounced for larger firms (with more than 1,000 workers) of which 88% were self-funded in 
2017, up from 63% in 1999.117  


Geographic Markets & Regulatory Boundaries 


Some conservative policymakers advocated for policies that would make it easier for health plans 
to sell insurance policies across state lines.118 They argued that eliminating restrictions associated with 
state insurance regulations would enable health plans to offer national policies with lower 
administrative costs that would also expand consumer choice and reduce premiums through increased 
competition.119 Insurers would then have the option to locate in states with fewer regulatory 
restrictions, while still being able to conduct business in states with more burdensome regulations.120  


Evidence suggested that the reason for uncompetitive regional insurance markets was more 
financial and network-based than regulatory-based.121 Local insurers had established connections with 
provider networks, which drove high barriers-to-entry for new health plans.122 Additionally, different 
regional markets were expected to have variations in the price of health insurance since demographics 
played a large role in premium prices.123 Despite favorable provisions introduced by the ACA and in 
several states to encourage more regional and national health insurance sales, a 2012 study at 
Georgetown University’s Health Policy Institute found that not a single out-of-state insurer chose to 
sell policies in one of the states that passed enabling laws.124 


Direct Employer-Provider Contracting  


Direct contracting gave employers the opportunity to select their own provider networks and 
negotiate prices using alternative payment models like bundled or capitated payments. Although 
health insurers had been offering these services to employers in the past, insufficient or opaque cost 
and quality transparency gave little evidence to substantiate their “value-based” provider contracts 
proposition. As employers took a bigger role in contracting directly with providers, commercial health 
insurers were losing a key function of their historical business model. 
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New Market Entrants 


Bridge Health Located in Denver, CO, Bridge Health created a program to connect self-funded 
employers, government health insurance groups, and unions with high-performing surgical facilities. 
Bridge Health has identified high performing providers based on type of surgery so that its clients 
could create a narrow network of excellent surgical providers.  


Carrum Health Carrum Health offered a standardized bundled payment package to self-
insured employers to give patients access to high-quality surgical care and help employers save money. 
Carrum’s bundled payments incorporated five procedures that included knee and hip replacements, 
cervical and lumbar spinal fusions, and coronary bypass.125 Employers contracted directly with 
Carrum, which gave employees access to Carrum’s platform, data, and coordination services. 


Pacific Business Group on Health (PBGH) PBGH was a conglomeration of 60 self-funded 
employers that collaborated to standardize and improve health care by testing and scaling innovative 
models. PBGH used the collective scale of its members, which covered approximately 10 million lives 
and accounted for $40 B in health care spending,126 to change the way health care was paid for and 
delivered through programs like Centers of Excellence (CoEs), bundled payments, and Accountable 
Care Organizations (ACOs). 


Health Design Plus (HDP) In partnership with the PBGH, HDP created national centers of 
excellence program for self-funded employers called the Employers Center of Excellence Network 
(ECEN). ECEN established standard bundled payments and corresponding outcomes metrics related 
to the treatment of high cost, high volume conditions including joint replacements, spine procedures, 
bariatric surgery, and oncology. ECEN then identified top providers in the country for each condition 
based on outcomes, and created a network of CoEs. Employers contracted directly with CoEs to treat 
specific medical conditions using bundled payments.  


Emerging Business Models in U.S. Commercial Health Insurance in 2018 
Commercial health insurance companies were testing a variety of new strategies in response to the 


changing health care market. Vertical and horizontal industry consolidation between insurers and 
other players in the healthcare market intensified, while others embraced the role of data aggregators 
and information technology service providers. Many health care insurers had made public 
commitments to value based payment models with the goal to improve quality and reduce costs.  


Consolidation of Health Insurers In 2014, the five largest commercial health plans (Anthem, 
United, Aetna, Cigna, and the Blue Cross/Blue Shield network) controlled 83% of the total market, up 
from 74% in 2006 (Exhibit 3).127 Despite their ability to negotiate lower prices from providers, research 
had shown that fewer health plans in the marketplace had led to higher premiums for consumers.128 
This meant health plans did not pass on lower prices to consumers.129  


Data and Analytics In their role as major intermediaries in the market, commercial insurers 
had access to large amounts of claims data. Often the only entity that had visibility into the full cycle 
of care of patients, health insurers saw an emerging opportunity to provide data about patient activity 
and cost trends to both providers and employers. Some health insurers partnered with providers and 
employers and shared and analyzed data to improve the appropriateness and quality of care. For 
example, Cigna helped Intel establish a joint venture, called the Healthcare Marketplace Collaborative 
(HMC), with Virginia Mason Medical Center to redesign health care for its employees.130 As part of 
that initiative, Cigna provided Intel with claims data (no privacy rights were violated in the process131) Do 


Not
 C


op
y 


or
 P


os
t


This document is authorized for educator review use only by MIRIAM WEISMANN, Suffolk University until Nov 2020. Copying or posting is an infringement of copyright. 
Permissions@hbsp.harvard.edu or 617.783.7860







U.S. Commercial Health Insurance Industry 119-064 


15 


to establish priority health conditions and baselines for improvements. Intel reported savings of $2.6 
M through the HMC during the program’s pilot from 2009 to 2014.132  


Outcomes Standardization Standardizing outcomes was a critical step in enabling the shift 
away from FFS service reimbursement to value-based payment models. Standardization of outcomes 
would allow providers to evaluate and manage their own performance and estimate the financial 
viability of entering into a value-based payment model. A standardized and publically reported set of 
outcomes created the transparency for payers and patients to enable a functioning marketplace based 
on value. Commercial insurers had an opportunity to drive regional and national standardization 
efforts because of their interactions with both purchasers and providers. For example, Premera Blue 
Cross, a regional Blues plan in the state of Washington was part of the Bree Collaborative that brought 
together providers, employers, and purchasers to establish common treatment and outcome standards 
for specific conditions like total joint replacements, bariatric surgery, CABG, and spine surgery in WA 
state.133 Another organization, the International Consortium for Health Outcomes Measurement 
(ICHOM) was a nonprofit group formed by the Institute for Strategy and Competitiveness at Harvard 
Business School and The Boston Consulting Group that brought together health care experts to develop 
and publish global outcomes standard sets based on each medical condition. 


Value-Based Contracting Facing pressure from employers and patients to lower costs and 
improve quality, many health plans had communicated a commitment to value-based payment models 
like bundled payments and ACOs. The ACA further increased the pressure on health plans to innovate. 
In 2009, Blue Cross Blue Shield of Massachusetts launched the Alternative Quality Contract (AQC) 
program, which set a global annual budget to pay providers based on a per-member-per-month 
amount and included incentive payments (up to 10% of total budget) for quality improvements 
assessed based on outcomes (For AQC outcomes see Exhibit 4).134 After four years of evaluation, the 
AQC model generated lower spending growth and greater quality for enrollees compared to similar 
populations.135 As another example, Horizon BCBS of New Jersey had implemented over 20,000 
episodes of bundled payment in 15 different medical conditions from 2010 to 2017. 


Vertical Integration As the traditional role for health insurers had eroded with direct contracts 
between employers and providers, insurers had begun to invest in vertical integration with providers, 
care management networks, and pharmacies to maintain business. (See previous sections for more 
details on market consolidation among commercial health insurers). There was little evidence to 
suggest that health plan and provider integration led to lower cost or better quality for patients.  


Discussion 
Commercial health insurers had traditionally sat at the center of the health care marketplace as 


intermediaries between employers or individuals and providers. As the health care industry evolved 
away from FFS, some of their traditional roles, like negotiating contracts and establishing networks, 
eroded, while new opportunities emerged. As stakeholders in health care continued to experiment with 
new payment and service delivery models, health insurers needed to adapt if they were to stay 
relevant, and prove that their presence would be critical to provide greater value for patients and 
customers, and for transitioning the industry toward value-based health care.  
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Exhibit 1 2016 U.S. Health Care Expenditures 


 
Source: Casewriter analysis of CMS National Health Expenditure Data; https://www.cms.gov/research-statistics-data-and-


systems/statistics-trends-and-reports/nationalhealthexpenddata/nhe-fact-sheet.html 


Note: *Employer-Sponsored Insurance (ESI) includes employer and worker contributions. Other government includes: 
Indian Health Services, Other federal, state, and local programs, SAMHSA, and public health. Other includes worksite 
health, maternal and child health, vocational rehabilitation, and school health. 


 


Exhibit 2 Costs of Doing Business with a Health Plan 
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Exhibit 3 Market Share of the 5 Biggest Commercial Health Plans 


 
Source: Leemore S. Dafny. “Evaluating the Impact of Health Insurance Industry Consolidation: Learning from Experience.” 


The Commonwealth Fund – Issue Brief (November 2015); (accessed 05/28/2019) 
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Exhibit 4 BCBS of Massachusetts Alternative Quality Contract Outcome Measures 


Panel A 
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Panel B 


 
Source: Michael E. Chernow, Robert E. Mechanic, Bruce E. Landon, Dana Gelb Safran. “Private-Payer Innovation In 


Massachusetts: ‘The Alternative Quality Contract.’” Health Affairs 30, No. 1 (2011) pgs. 51-61. 


Note: These exhibits are based on data from Blue Cross Blue Shield of Massachusetts. Gates are performance targets with 5 
being the highest and 1 being the network median for each measure. HbA1c is glycated hemoglobin. LDL-C is low-
density lipoprotein cholesterol. C/G CAHPS/ACES is Clinician and Group Consumer Assessment of Healthcare 
Providers and Systems/Ambulatory Care Experiences Survey. aThis measure was reported in 2010 but was not 
included in the incentive payments. Thus, no performance targets (gates) were defined. ACE is angiotensin-converting 
enzyme. ARB is angiotensin-receptor blocker. LVSD is left ventricular systolic dysfunction. AMI is acute myocardial 
infarction. PE is pulmonary embolism. DVT is deep venous thrombosis. a Because the performance on this measure is 
so high, a single gate value is used. Providers meeting this threshold were rewarded as if they met gate 5 
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Appendix 1: Further Background on the Affordable Care Act 


Addressing Adverse Selection 


Prior to the ACA, individual insurance markets tended to comprise of less healthy people compared 
to employer-sponsored insurance markets, with the consequence that individually purchased policies 
were significantly more expensive. Higher premiums often represented a larger expense compared to 
the cost of care for healthier people, who would then prefer to self-insure. As a result, individual plans 
were only valuable to the unhealthiest and most-costly consumers, for whom the cost of care would be 
higher.  


The ACA circumvented this adverse selection problem by mandating that all individuals in the U.S. 
purchase health insurance. This provision, known as the “individual mandate” ensured that healthy 
people remained in the market, bringing the average cost of care for individuals in the risk pool down. 
Additionally, the ACA expanded coverage by prohibiting insurers from raising premiums for people 
with preexisting conditions, ensured they would not be restricted from buying coverage, and provided 
subsidies for eligible people to purchase coverage on the individual market.136 After the 
implementation of the Affordable Care Act, the percentage of individuals without health insurance, 
which had reached a peak level of 15% in 2010, declined to around 8% – representing 28.1 M uninsured 
individuals,137 of which 1.5 M were childreni.138,139 In 2016, a total of 22 M Americans received health 
insurance through the ACA’s individual marketplaces.140 


ACA’s Impact on Medical Loss Ratio 


To ensure payers did not raise premiums arbitrarily, the ACA mandated insurers to maintain a 
MLR of 80% in individual and small-group markets and 85% in large-group markets.141 


Initially, insurers worried about uncertainty in the new individual marketplace. Insurers had to 
choose premium prices for the year, which could not be changed until the next enrollment period. At 
the time of the implementation of the ACA, health plans had no data to predict the number and health 
profiles of people that would enroll through the individual market places.142 The ACA included three 
mechanisms to safeguard health plans from uncertainty: reinsurance programs to reimburse insurers 
for some of the cost associated with high-cost patients; risk-adjustment that transferred money from 
insures with a healthier than average population to insurers with sicker than average risk pools; and 
risk corridors, where insurers that had overestimated expenses would contribute to a fund used to 
subsidize insurers that had underestimated expenses.143 


Only 7% of total policies were purchased via individual markets, indicating that the majority of 
policies sold by health plans were unaffected by the passage of the ACA. Health plans that participated 
in the individual markets, however, did not perform well between 2014 and 2016. Average MLRs 
increased to 98% after the ACA from 84% the year before.144 In 2015, average MLRs rose to 103%, but 
fell to 96% and became more stable in 2016, as the accumulation of two years of data allowed 
organizations to better predict enrollment patterns, health care utilization and expenses, and adjust 
their premiums accordingly.145 


                                                           
i Children were covered by the Children’s’ Health Insurance Program (CHIP). CHIP was jointly funded by the federal 
governments and states. “states through a formula based on the Medicaid Federal Medical Assistance Percentage (FMAP). As 
an incentive for states to expand their coverage programs for children, Congress created an “enhanced” federal matching rate 
for CHIP that is generally about 15 percentage points higher than the Medicaid rate — averaging 71% nationally.” 
https://www.medicaid.gov/chip/financing/index.html  Do 
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Glossary: 


Premium The amount an individual paid for health insurance every month  


Deductible The amount of health care costs that the policy holder would pay out-of-pocket before 
insurance coverage applied.  


Coinsurance The percentage of costs of a covered health care service that the plan holder pays (20%, 
for example) after they've paid their deductible.146   


Copayment The proportion of a claim or medical expense that the policy holder would pay out of 
pocket for each encounter. Copayments might vary with the benefit “tier” (i.e., low for in-network 
providers or “efficient” providers, higher for out-of-network providers). 


Out-of-pocket Maximum The largest amount a policy holder paid for covered benefits during the 
contract period (e.g. one year). Once the policy holder reached the out-of-pocket maximum, the insurer 
(or employer in self-funded plans) covered any additional medical fees for the remainder of the year. 


Self-Funded Employers or group insurance pools that hold the financial risk of medical claims of 
members. 


Fully-funded Health insurance organizations that hold the financial risk of medical claims for its 
insured population. 


Diagnosis Related Group (DGR) A prospective reimbursement system that standardizes and 
classifies patients based on their diagnosis. 


Medical Loss Ratio (MLR) The ratio of dollars spent to pay medical claims over the total premiums 
taken in by insurance providers. 


Medicare Part A Hospital insurance that covers inpatient care at hospitals, skilled nursing facilities, 
hospice care and home health care. 


Medicare Part B Medical insurance that covers doctors’ fees, outpatient care, medical supplies, and 
preventative services 


Medicare Part D Prescription drug coverage offered by commercial health plans and pharmacy 
benefit managers (PBMs) 


Medicare Advantage A program that allowed Medicare patients to receive Parts A and B coverage 
from a private health plan. During enrollment patients were free to opt into traditional Medicare or 
Medicare Advantage. 


Capitated Payments Capitated payment models paid providers a fixed dollar amount per patient, 
that was meant to cover all the care patients received in a given time period, such as a month or year.147 
Payment amounts were adjusted depending on specific patient risk factors and on whether providers 
could meet outcome performance targets.148 
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Employment and Health Benefits: A Connection at Risk.

Regulation of Employment-Based Health Benefits: The Intersection of State and Federal Law

Edward F. Shay*

The regulation of employment-based health benefits by state governments and the federal government intersect and diverge in complex ways. This paper surveys some, but not all, aspects of each regulatory arena and their interrelations.

States regulate health and other insurers. State regulation varies widely in both scope and intensity but may cover insurer formation, taxation and operation, insurance contracts and rates, unfair insurance practices, and other types of insuring organizations such as health maintenance organizations (HMOs), preferred provider organizations (PPOs), and related managed care organizations (MCOs).

Federal laws, on the other hand, regulate employee health benefits. Most significant is the Employee Retirement Income Security Act of 1974 (ERISA). It is primarily concerned with reporting, disclosure, and fiduciary duties related to the establishment and administration of employee health benefit plans. The most noteworthy aspect of current federal law, in particular, ERISA, may be the federal preemption of most state regulatory power relating to employee benefits. Federal tax policies, antidiscrimination laws, coordination with Medicare, and concurrent federal regulation of some HMOs also affect employee health benefits.

State regulation of health benefits arises from the historic role of the states as regulators of insurance. Federal regulation of health benefits arises from the federal role in taxation and in regulating the relationships between employers and employees. Compared to current federal regulation of health benefits, state insurance regulation tends to be more extensive and explicit.

To some extent, state regulation of health insurance and federal regulation of health benefits overlap and at times conflict. ERISA's preemption provisions, which are discussed below, coordinate the relationship between these concurrent systems for regulating health benefits. The nature of that coordination has important practical consequences for those being regulated.

LEGAL FOUNDATIONS OF STATE INSURANCE REGULATION

The role of the states as regulators of insurance evolved from the nineteenth-century view expressed by the Supreme Court of the United States in Paul v. Virginia1 that "commerce" under the Commerce Clause of the U.S. Constitution did not include making an insurance contract. Because an insurance contract was not interstate commerce, the Supreme Court upheld state regulation of insurance within state borders. With the blessing of the Supreme Court, the states for the next 75 years incorporated domestic insurance companies of every type, regulated and taxed foreign insurance companies within state borders, licensed their products, and regulated the relationship between the insurer and the insured. During this same period, the federal government did not regulate insurance companies.

In 1944 the Supreme Court decided United States v. South-Eastern Underwriters Association2 and redefined dramatically the federal state balance in the regulation of insurance. In United States v. South-Eastern Underwriters Association, the Supreme Court reviewed a direct appeal from a federal district court that had dismissed an indictment against 200 insurance companies for fixing prices in interstate commerce in violation of the Sherman Anti-Trust Act. In order to maintain the paradigm of insurance regulation established by Paul v. Virginia and its sequelae, the South-Eastern Underwriters case would have required the Supreme Court to limit an act of Congress rather than regulatory efforts by a state. The Supreme Court reviewed 75 years of decisional law that held that insurance contracts were "local" commerce and not "commerce" under the Commerce Clause. Then the Court reviewed the size, complexity, and volume of insurance transactions and observed that only a "technical legal conception" rather than a ''practical one, drawn from the course of business" could continue to sustain the doctrine of Paul v. Virginia.3 The Court concluded that modern insurance transactions were "commerce" subject to the Sherman Act and the Commerce Clause.

The states and the insurance industry were stunned by the "precedent-shattering decision in the South-Eastern Underwriter case." Together, they gave their "overwhelming endorsement" to remedial legislation intended to restore by statute what the Supreme Court no longer conferred by constitutional right.4 On March 9, 1945, Congress restored to the states their primary role as the regulators of insurance by enacting the McCarran-Ferguson Act.5 Under the McCarran-Ferguson Act, the states could regulate and tax insurance companies without the limitations posed by the Commerce Clause.6 However, the McCarran-Ferguson Act reserved a federal regulatory role "to the extent that such business is not regulated by state law."7

Rather than encourage federal regulation in the absence of adequate state regulation, the state insurance commissioners formed the National Association of Insurance Commissioners (NAIC) shortly after the passage of the McCarran-Ferguson Act. The NAIC prepared model acts for adoption by the states to preclude a federal regulatory role.8 The NAIC continues today as a resource to which both regulators and the regulated may look for information on regulation of insurance and for model regulations and guidelines.

EARLY REGULATION OF HEALTH INSURANCE

Regulation of group health insurance began at the state level for other reasons of historical and legal importance. Initially, group health insurance was a tentative experiment at the local level. In the 1930s, hospitals and medical societies began one of the earliest forms of group health benefits, which evolved over two decades into Blue Cross and Blue Shield plans.9 By 1945, Blue Cross and Blue Shield covered 19 million subscribers through 80 plans nationwide.10

Initially, Blue Cross and Blue Shield plans were organized as nonprofit service plans. As service plans, the Blue Cross and Blue Shield plans applied rudimentary, but community-based, rates and relied on direct contracts with hospitals and physicians to provide for their insured's a service benefit (e.g., hospital room and board) rather than a cash (indemnity) payment. Many Blue Cross and Blue Shield plans were initially exempted from taxation by early enabling legislation that also conferred upon state insurance commissioners considerable regulatory authority to review and approve premiums and provider and subscriber agreements. 11

Prior to 1950, commercial insurers generally did not offer group health policies, relying instead on individual accident and health policies offered in conjunction with disability coverage for lost income.12 Commercial insurers did not contract with hospitals and physicians and paid instead a fixed cash indemnity to their insured's, which varied with the nature of the loss involved. State regulation of commercial insurers often involved less burdensome "file and use" rate setting, which allowed commercial insurers to use a filed rate unless it was specifically disapproved by state insurance regulators. 13

OVERVIEW OF CURRENT STATE REGULATION OF HEALTH INSURANCE

As envisioned by the drafters of the McCarran-Ferguson Act, the states have played the dominant role in regulating the health insurance products and their vendors that may be chosen by employers to provide insurance funded health benefits. Logically, regulation by 50 states permits considerable variation in the scope and intensity of regulation. This overview summarizes state regulation of insurance company formation and financial matters; insurance contracts and rates; unfair insurance practices; health insurer coverage and mandates; managed care; and so-called anti-managed-care laws.

Formation and Financial Matters

Through laws on incorporation and laws on the licensing of insurance companies, states regulate the organizational structure and financial affairs of insurance companies. Most states permit insurance companies to organize under general corporate statutes and to comply with industry-specific requirements by obtaining a license, sometimes called a certificate of authority.

The purpose of licensing is to protect the public against ineptly managed or financially unsound insurance companies. Prospectively, regulators may condition initial licensure on compliance with requirements for minimum capital and surplus, security deposits with the state, and participation in a state guaranty association that allows a state to assess companies to make up some or all of the losses of a failed insurer. Once a company is licensed, state regulators use periodic reporting and audits to assess the current financial condition of a company. This monitoring focuses on loss and claim reserves, unearned premium reserves, and other financial indicators.

State regulation of health insurers also includes taxation on insurance companies and on the premiums paid by purchasers of health and accident insurance.14 Some Blue Cross and Blue Shield plans are exempt from taxation. However, in most states, Blue Cross and Blue Shield pay taxes or some equivalent to taxes.

Insurance Contract and Rate Regulation

States regulate health insurance contracts and seek to balance the interests of consumers in obtaining fair and reasonable coverage against the interests of insurers in avoiding unreasonable or undisclosed risks. However, the intensity with which state regulators pursue this objective may vary greatly from state to state. A representative approach to contract regulation could involve statutes or regulations that by their terms fix the definitions of important terms in health insurance contracts, require a grace period prior to cancellation for nonpayment of premiums, and require written disclosure of any coverage limitations or exclusions for preexisting conditions.15

Juxtaposed to contract regulation that protects insured's is regulation enabling insurers to fully and fairly assess the risks that they underwrite. For example, regulators may permit or require a contract provision that allows an insurer to examine the person of an insured for whom a claim is made,16a contractual right that permits an insurer to enforce an exclusion for preexisting conditions and facilitates the investigation of questionable claims.

Rate regulation seeks to ensure that the price of insurance is not excessive, inadequate, or unfairly discriminatory. This standard for rate setting was first propounded in 1946 by the NAIC in model legislation drafted after enactment of the McCarran-Ferguson Act. 17 In reviewing rates, state regulators follow one of two basic procedures. Under the "file and use" approach, companies are deemed approved to use their rates if they receive no pertinent communication from state regulators after a prescribed period, perhaps 60 days after filing. Under a "review and approval" process, companies (especially Blue Cross and Blue Shield plans) may use rates only following approval.

Unfair Insurance Practices

Insurance regulators rely upon unfair insurance practice laws in many states to regulate discriminatory or deceptive behavior by insurers. Although plainly intended to protect consumers, these laws have been widely interpreted by the courts to prohibit injured consumers from suing deceptive insurers.18Instead, insurance regulators must initiate a lawsuit on behalf of the government. Typically, unfair insurance practice laws are generic and regulate broadly all types of insurance companies and their dealings. They prohibit specific unfair practices in considerable detail. Typical unfair practices include misrepresenting benefits, making false or misleading statements, engaging in false advertising, or engaging in unfair discrimination. Unfair discrimination includes making unfair or unreasonable distinctions between individuals of the same class and essentially the same level of risk.19

With mixed results, regulators have applied unfair insurance practice laws to accident and health insurance to expand or maintain the availability of insurance for classes of persons to whom insurance is not readily available. One court has held it unfairly discriminatory for insurers to apply individual medical underwriting to small groups while not applying the practice to large groups.20 Another court has found no unfair discrimination where insurers used HIV testing results to deny coverage because HIV-positive individuals were held not to be in the "same class" as persons who did not test positive for HIV.21

Coverage and Mandates

States seek also to regulate the type of health insurance coverage that is available to their residents. Many require health insurers to offer specified benefits or to make payments to particular types of practitioners. One recent survey of these laws reports that 992 requirements in various states are applicable to some or all types of health insurance.22 Known as "mandates," these laws typically follow two approaches. The first involves mandated coverage for specific conditions such as premature birth or substance abuse and dependency. The second type of mandate specifies those practitioners such as nurse midwives or optometrists who may receive payment under group health insurance policies.

In some states where concern for the availability of insurance for small employers and for uninsured individuals has commanded legislative attention, states have abandoned their emphasis on mandates in favor of so-called "bare bones" policies.23 These policies offer a limited array of basic benefits and are intended to provide an affordable alternative to group health policies whose cost has been increased by mandated benefits.

Managed Care

States also regulate insurance like, or risk-assuming, entities in what has come to be called managed care. In a broad sense, managed care involves organized systems of cost containment achieved through management of consumer and provider patterns of consumption of health care services. HMOs and PPOs are the most widely regulated types of managed care organizations. Cost containment methods in managed care vary widely, and state regulatory activities are equally varied in scope and intensity. For example, some states do not regulate PPOs that do not assume risk.

To protect the public against insolvency, undertreatment, and poor quality care, state regulators rely upon initial licensing and ongoing supervision that address these concerns. Typically, state laws prohibit any person from offering or establishing an HMO or risk-assuming PPO without obtaining a license.24 Some regulation of HMOs and PPOs has, historically, been intended to protect conventional health care providers and discourage prepaid group practices and network health plans. (See Chapter 2 of this report.)

Both HMOs and PPOs in many states are also subject to some degree of ongoing supervision, although the degree varies from state to state. This supervision may involve periodic reporting of financial information and utilization experience. In the case of HMOs, subsequent setting of premiums is subject to ongoing review and approval, as are the rates paid to providers.

Beyond HMOs and PPOs, managed care has spawned an array of other entities that have become involved in managing the cost of health benefits and health care services. State regulation of utilization review organizations, third-party administrators, and related vendors of information systems is increasing. Many of these entities are vendors who market their services specifically to the health benefit plans of large employers. Again, some state regulation has been hostile to these organizations and activities.

In response to the growth and diversification of managed care, state legislators have increased their oversight through legislation. Industry sources report that legislatures considered 306 bills in 1991 that dealt with managed care. Seventy bills aimed to regulate such utilization review activities, which are now regulated in 24 states.25 Again, the extent of this regulatory trend varies greatly from state to state.

Many managed care laws attempt to balance enrollee choice and access against certain cost containment strategies. They may regulate provider selection and participation in PPO networks or the selection of reviewers and hours of operation of utilization review organizations.26

The proliferation of state managed care laws has faced opposition. Especially when employment-based health benefits are involved, such laws have been challenged on the grounds that state regulators are encroaching upon the activities that under federal law must be left to federal regulation.27



Practical Consequences of Opting for a Fully Insured Health Benefits Plan

When an employer provides a fully insured employee benefit plan (i.e., transfers risk to a commercial insurer or Blue Cross and Blue Shield plan), the insured benefits are regulated by the applicable state insurance laws. Thus, they are subject to state benefit mandates, state premium taxes, and state managed care and utilization review laws, as well as laws intended to protect consumers. The number of applicable state laws may be multiplied by the number of states in which the employer does business or its employees reside. The practical consequences of opting for self-insured employee health benefits are discussed in the next section of this paper.

FEDERAL REGULATION OF HEALTH BENEFITS

Federal law affects private employment-based health benefits in ways that are fundamentally different from those arising from state regulation. Federal law addresses the contractual aspects of health benefits provided as part of a benefits package in the context of a private employer-employee relationship; state health benefits regulation focuses on benefits in the context of an insurance arrangement.

For example, the provision of health benefits in the employer-employee context is affected by the Labor Management Relations Act of 1947 (LMRA).28 LMRA bans broadly most payments by employers to labor organizations, but it permits labor and management to establish jointly administered health and welfare trusts, sometimes called Taft-Hartley trusts.29 Foreshadowing ERISA, LMRA has never included any substantive requirement on the amount of health benefits to be provided.

In addition to LMRA, several other federal laws regulate health benefits. These laws, which are briefly discussed at the end of this paper, include the following:

· Federal tax law, which generally makes the economic value of conferring health benefits a largely nontaxable event and provides separate rules for certain specific types of plans, including medical spending accounts and voluntary employee benefit associations (VEBAs).

· Antidiscrimination laws, which broadly prohibit discrimination based on race, gender, age, and disability in employee benefit plans.

· Federal regulation of HMOs, which includes rules applicable to employers and requires employers to offer health benefits through federally qualified HMOs.

· Medicare's secondary payer rules, which define when an employer's health benefit plan must pay before Medicare will pay for an otherwise eligible Medicare beneficiary covered by employment-based health benefits.

ERISA, however, is the centerpiece of federal regulation of health benefit plans. It defines many specific federal roles as well as how the federal and state regulatory systems relate to each other. In general, regulation of employee health benefits under ERISA focuses on process: how employers disclose and report information about their health benefit plans; how employers and others must behave as fiduciaries of these health benefit plans; how special rules on continuation of health benefits must be applied; and how the federal regulatory effort relates to state regulation. Although the statute and associated regulations are quite detailed in many respects, ERISA does not explicitly regulate the substantive content of employee health plans nor require that such a plan be offered.

Health Benefit Plans Under ERISA

Without understating the importance of other federal regulation of health benefits, ERISA30 defines the federal role in regulation of private employment-based health benefit plans. It was enacted in 1974 as an attempt at omnibus regulation of pension and welfare benefits and an effort to prevent recurrence of past abuses. The original legislation and its later amendments31 present a uniform and fairly cohesive federal policy.

ERISA has its roots in the common law of trusts. Its provisions governing the establishment of trusts and the requirements for fiduciaries have been derived from trust law. This body of law has also influenced the manner in which ERISA is enforced. Consequently, courts approach violations of ERISA from the perspective of trust law, not from the perspective of tort law.

ERISA is made up of four titles, of which Title I covers reporting, disclosure, and fiduciary conduct in the provision of health and other employee benefits.32 Tax aspects of pensions,33 obtaining IRS determinations,34 and termination of defined benefit pension plans35 are dealt with elsewhere in ERISA. Title I of ERISA demarcates the boundary between federal and state regulation of employee health benefits through ERISA's much litigated preemption provision.

For present purposes, Title I can be subdivided into several topics for discussion. Title I begins with legislative findings and purposes. 36 It then sets forth controlling definitions,37 reporting and disclosure requirements,38 requirements for fiduciaries and fiduciary responsibilities, 39 provisions on administration and enforcement,40 and, finally, requirements dealing with continuation coverage under the Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA).41 ERISA's important preemption provisions, which govern the relationship between federal and state regulation of employee benefit plans, are a part of Title I's section on administration and enforcement.

Legislative Focus and Definitions

The legislative history of ERISA emphasizes private pension plan reform. When considering ERISA, Congress expressed concern about whether pension contributions by working Americans would be available to sustain the workers in their retirement.42 Motivating this concern was discernible growth in the private pension system and a sense that regulation had not kept pace with the system's changes.43 To improve pension plan regulation, Congress set out to regulate vesting, assure adequate funding, and establish minimum standards for disclosure and fiduciary responsibility.44

Although mentioned in the House and Senate reports on the legislative history of ERISA,45 welfare plans—of which health benefit plans are a subset—received far less congressional attention in the legislative process. There was concern, however, about multiple and conflicting state regulation of these plans.

Under ERISA, "employee welfare benefit plans" include

Any plan, fund, or program which was heretofore or is hereafter established or maintained by an employer or by an employee organization, or both, to the extent that such plan, fund or program was established or is maintained for purposes of providing for its participants or their beneficiaries, through the purchase of insurance or otherwise, (A) medical, surgical or hospital care or benefits . . . .46

Except for government plans, church plans, certain educational organization plans, and excess benefit plans, all employee welfare benefit plans (including health benefit plans) are covered by ERISA.47,48 Other terms in ERISA's definitional provision include "employer," "employee," "participant," "beneficiary,'' "employee organization," and "multiple employer welfare arrangement" (MEWA).49

Nothing in the statutory definition of what is a "welfare plan" or in the required contents of a summary plan description dictates that even a barebones level of benefits must be provided under the health benefit plan. The Supreme Court's seminal statement on an employer's duty to provide health benefits, or to provide a particular mix of benefits, is direct and clear. The Court has simply stated that "ERISA does not mandate any particular benefits, and does not itself proscribe discrimination in the provision of employee benefits."50 In effect, the Supreme Court looks upon an employer's offer to provide health benefits to employees as a private contract. ERISA does not require such a contract, nor does ERISA regulate the offer, acceptance, and adequacy of consideration of the private contract between employer and employee.

ERISA also does not require that health benefits vest, or become nonforfeitable by a plan participant. The basic line of reasoning followed by most courts on the question of vesting of health benefits begins with ERISA's definitional section. Under ERISA, "nonforfeitable" is defined "with respect to a pension benefit or right" (emphasis added) and excludes by omission any reference to welfare plan benefits such as health benefits.51 Other provisions of ERISA state that "vesting" does not apply to "an employee welfare benefit plan."52

Reasoning that Congress would not inadvertently omit employee health benefits (i.e., welfare plans) from the vesting provisions of the statute, the courts have repeatedly ruled that a plan participant acquires no vested or future expectation of a fixed level of health benefits unless the plan specifically provides for it. For example, a federal court has held that nonunion retirees of a large industrial manufacturer could not rely on ERISA for substantive protection of the health and other welfare benefits that the company terminated in bankruptcy.53 Likewise, the parents of a hospitalized child could not acquire a vested expectation to full payment for the hospital admission if health plan trustees properly reduced coverage and payment levels during the course of the admission. 54 In sum, the federal courts look at the private contract between employer and employee to provide health benefits and conclude that nothing in ERISA regulates the terms of that contract with respect to its modification or termination.

Reporting and Disclosure Requirements

ERISA articulates detailed reporting and disclosure requirements for employee benefits. These requirements apply unevenly to welfare plans and pension plans because the latter are required to furnish to the Secretary of Labor considerable additional information.55 With respect to welfare plans, three basic requirements sum up ERISA's disclosure and reporting provisions, although the details may be quite complex and vary for different kinds of plans.

First, welfare plans must periodically furnish to participants and beneficiaries a summary plan description.56 The Secretary of Labor has added by regulation a requirement that the description explain what medical benefits are covered by the plan.57 Second, the administrator of a welfare plan must file with the Secretary of Labor the summary plan description and must also file material modifications to the plan.58 Third, plan participants must be furnished with a summary annual report.59 In addition, plans with more than 100 participants, and certain others, must file an annual return (form 5500), which may include detailed financial information, with the Internal Revenue Service.

The summary plan description is the primary disclosure document about the plan that is made available to participants and their beneficiaries. Reflecting congressional concern, ERISA states that the summary plan description "shall be written in a manner calculated to be understood by the average plan participant, and shall be sufficiently accurate and comprehensive to reasonably apprise such participants of their rights and obligations under the plan."60 Plans that are fully insured and have fewer than 100 participants are exempt by regulation from the annual reporting requirements. Depending on their financing arrangements, other plans face reporting requirements of varying complexity. The procedural character of the reporting and disclosure requirements in ERISA is apparent from the text of the statute and implementing regulations.

ERISA requires that the following information be included in the summary plan description:

· the plan name;

· the type of administration;

· the name and address of the agent designated for service of process;

· the name and address of the administrator;

· applicable collective bargaining terms;

· ineligibility requirements;

· grounds for disqualification, ineligibility, or loss of benefits;

· source of funding;

· identity of organization providing benefits;

· year-end date of plan;

· fiscal or recordkeeping year of plan;

· claims-making procedures; and

· remedies for denial of benefits.61

Fiduciaries

ERISA does impose standards upon welfare plan fiduciaries. ERISA defines who is a fiduciary, sets forth duties and standards of conduct for fiduciaries, prohibits fiduciaries from engaging in certain transactions, and creates liability for fiduciaries. ERISA's rather detailed approach to these questions reflects directly Congress's well-documented concern in the legislative history of ERISA with the lack of adequate fiduciary standards.62

ERISA requires that each plan must provide for one or more "named fiduciaries."63 Named fiduciaries have ultimate responsibility for the plan and provide visible and accountable management for the plan. Beyond "named fiduciaries," ERISA includes other individuals whose duties bring them within the definition of "fiduciary." The touchstone of the definition of ''fiduciary" is discretion and the exercise of discretion in plan management, plan administration, and investment of plan assets.64 ERISA's definition of who is a fiduciary turns primarily upon an analysis of the tasks performed by persons involved in plan administration, asset management, and distribution of benefits. Within the context of health benefit plans, sorting out the fiduciary status of trustees, insurers, third-party administrators, case managers, consultants, and others has been left to the courts. Looking to ERISA's definition of a "fiduciary," the courts have emphasized that a fiduciary must enjoy the ability to make discretionary decisions.65 For example, those who process claims as the agents of other decisionmakers lack discretion and hence are not fiduciaries. Some fiduciary activities have been recognized by regulation, and others vary by circumstance. Insurers that pay or deny claims have been seen to be fiduciaries. 66 Third-party administrators may or may not be fiduciaries, depending upon their behavior.67

Fiduciaries must comply with ERISA's stringent fiduciary standards of conduct. A fiduciary must discharge his or her duties "solely in the interests of participants and beneficiaries."68 Moreover, a fiduciary must act "for the exclusive purpose" of providing benefits to participants and beneficiaries and defraying the reasonable expenses of the plan. 69 In the discharge of his or her duties, the ERISA fiduciary must use the care, skill and prudence of a "prudent man'' in a "like capacity." 70 Furthermore, a fiduciary must not only observe the standards of conduct set forth by ERISA but must also enforce those standards on other plan fiduciaries or face personal liability for a breach of fiduciary standards by cofiduciaries.71

ERISA creates personal liability for a breach of any obligation or duty imposed on a fiduciary under Title I of ERISA.72 Such a fiduciary must restore any illicit profits generated by the fiduciary and make up any resulting plan losses. Courts may impose equitable or remedial relief, including removal of a fiduciary.73 The Supreme Court has limited recovery of losses arising from a violation of a fiduciary duty to the plan entity and denied recovery (beyond receipt of the benefits themselves) to beneficiaries and participants seeking individual relief for improper denial of claim benefits.74 In general, fiduciaries of a welfare plan may not be held liable for extra-contractual compensatory damages or punitive damages to a participant or beneficiary.

ERISA, itself, does not set forth the standard or level of scrutiny that a federal court must apply when a court reviews the decision of a fiduciary. However, because ERISA embodied many of the principles of the law of trusts, federal courts traditionally have approached the review of fiduciary functions under ERISA in the same manner in which they have traditionally approached the review of actions taken by a trustee. Generally speaking, when a fiduciary has exercised his or her discretion in granting or denying benefits reasonably, a reviewing court will overturn or disturb the decision only if the decision is considered to be an abuse of discretion or arbitrary and capricious.

Recently, the traditional judicial view of how to review fiduciary decisions under ERISA has been reexamined. In Firestone Tire & Rubber Company v. Bruch ("Firestone"),75 the Supreme Court concluded that the reflexive judicial application of the arbitrary and capricious standard of review was no longer appropriate. In Firestone, individual claimants for funds under a severance benefit plan were denied severance benefits when parent company Firestone Tire & Rubber sold a subsidiary to another company. Because the claimants were immediately rehired, Firestone determined that there was no "reduction in work force," the qualifying event under the plan. Applying the arbitrary and capricious test, the federal district court upheld Firestone's reading of its severance plan.

In its decision, the Supreme Court held that the written terms of the plan must confer explicit discretion on a fiduciary before the courts can defer to the fiduciary's discretion. Absent written, plan-conferred discretion, the Supreme Court stated that a different standard of review would be used (the de novo standard), under which the Court would consider competing interpretations of a plan and decide which interpretation the Court deemed most reasonable.

The Firestone decision has changed how ERISA fiduciaries administer health benefit plans to some extent. To minimize judicial scrutiny, some plans have been amended to clearly confer on fiduciaries the discretion to grant or deny certain health benefits. Plan-conferred discretion is a particularly important factor in granting or denying benefits for experimental treatment or extracontractual benefits under a plan. However, in dealing with benefits that are clearly conferred under the plan and expected by a participant, the role of discretion is limited and the role of the courts on review of denials has been clearly enlarged.

Administration, Enforcement, and Preemption

Part 5 of Title I of ERISA addresses administration and enforcement. This part establishes criminal and civil remedies,76 requires every employee benefit plan to establish a claims procedure,77 and confers rule-making authority on the Secretary of Labor.78 Consistent with the rest of Title I, the thrust of Title I's provisions on administration and enforcement is largely procedural. The Department of Labor has an active ERISA enforcement program.

One important provision in this part of Title 1 relates to federal preemption of state laws. Federal preemption derives from the supremacy clause of the U.S. Constitution, which provides that federal law will supersede conflicting state law. When federal law preempts state law, the federal law negates enforcement of the state law with respect to those matters on which Congress has made federal law supreme.

Section 514 of ERISA provides for federal preemption of state laws that relate to employee health benefit plans.79 Preemption under ERISA is important because it defines the spheres of federal jurisdiction to regulate health benefits plans and state jurisdiction to regulate health insurance. State and federal jurisdictions coexist because of how Congress both defined and limited preemption under ERISA.

Congress deliberately defined the scope of ERISA preemption broadly, rejecting a narrower proposal. Although the legislative history is silent in this respect, congressional staff members who worked on ERISA have stated that the preemption provision was a direct reaction to the actions of states, such as Missouri,* which attempted to subject employers' employee health plans to state insurance laws. Consistent with this historical perspective, Senator Harrison Williams stated at the time that

[i]t should be stressed that with the narrow exceptions specified in the bill, the substantive and enforcement provisions of [the bill] ... are intended to preempt the field for Federal regulations, thus eliminating the threat of conflicting or inconsistent State and local regulation of employee benefit plans.

In 1983, a limited exception to ERISA preemption was crafted for the Hawaii Prepaid Health Care Act, a law that predates ERISA. This exception was strictly limited to the provisions of the Hawaii Prepaid Health Care Act that were in existence on September 2, 1974, the date of ERISA's enactment. The amendment explicitly stated that preemption continued with respect to any Hawaiian tax law relating to employee benefit plans. The legislative history with regard to this limited exemption indicates Congress's desire to broadly preempt state laws related to health and welfare benefit plans. Both state and federal courts have given full credit to the breadth of ERISA's preemption provision.

Section 514 contains three interrelated concepts, which are referred to as (1) the "preemption" clause, (2) the "insurance savings" clause, and (3) the "deemer" clause. Taken together, these three clauses delineate those activities that through preemption require uniform federal treatment under ERISA or that remain within the regulatory purview of the states.

The breadth of preemption, and the scope of federal jurisdiction, is driven by the preemption clause of Section 514, which requires federal primacy over any state law that relates to any health benefit plan. Limiting the preemption clause is a savings clause, which restores to the states their traditional role in the regulation of insurance, banking, and securities. However, the deemer clause states that no employee benefit plan shall be deemed to be an insurance company or to be engaged in the business of insurance for the purpose of any state law purporting to regulate insurance companies.

The threshold question in any analysis of ERISA preemption begins with an inquiry into whether the challenged state law "relates to" any employee benefit plan.80 The Supreme Court has given the phrase "relates to" an "expansive sweep"81 to apply to state laws that relate to employee benefit plans "in the usual sense of the phrase, if it has a connection with or reference to such a plan."82 The Supreme Court has explained that a challenged state law has a "connection with'' a benefit plan if it makes an impact upon it and a "reference to" a benefit plan if it "makes mention of" a plan. Preempted state laws include not only state statutes and regulations but also lawsuits based upon state common law.

the transaction of "insurance business," in violation of Missouri law. State v. Monsanto Company, 517 S.W. 2d 129 (Mo. 1984).

The potential reach of ERISA's preemption clause is best explained by illustration. The federal courts have found that the following types of state laws "related to" employee benefit plans:

· a state law seeking to integrate workers' compensation benefits with employer-sponsored pension benefits.83

· a state law requiring employers to pay sick leave to employees unable to work owing to pregnancy.84

· common law tort and breach of contract for failure to pay benefits under an insurance policy.85

· a state antisubrogation statute forbidding employer health plans from seeking contributions from automobile carriers for claims for injuries.86

· a state wrongful discharge suit motivated by an employer's desire to avoid pension contributions.87

· a wrongful death action in which termination of benefits was alleged to cause heart attack.88

· a state statute of general applicability directing that all bonds, bills, notes, and contracts for the payment of money shall be assignable. 89

In contrast, the following state laws have been held too remote, peripheral, or tenuously related to employee benefit plans to fall to preemption under ERISA:

· a patient's medical malpractice action against a health maintenance organization.90

· a state garnishment statute.91

· a state escheat law.92

· a common law suit for wrongful termination that did not involve the employer's avoiding paying benefits.93

Despite the breadth of preemption of state law under ERISA, and with it federal jurisdiction over health benefit plans, Congress has carved out an exception that preserves state regulation of insurance, and with it an indirect state role in the regulation of health benefits funded by insurance. Practically speaking, judicial interpretation of the insurance savings clause defines the jurisdictional limits within which states may regulate health insurance used to fund health benefit plans.

Whether a challenged state regulatory policy must be "saved" from preemption by ERISA depends upon analysis and application of the savings clause (Subsection 514(b)(2)(A)). The savings clause generally restores to the states their regulatory role by declining to extend ERISA's preemption "to exempt or relieve any person from any law of any state which regulates insurance, banking or securities."94

In Metropolitan Life Insurance Company v. Massachusetts,95 the Supreme Court construed the savings clause of ERISA and gave it a "common sense" reading. Thus interpreted, the savings clause applies to laws that comport with a state's traditional role regulating insurance. The Supreme Court has also stated that the savings clause protects state laws that fall within the ambit of the McCarran-Ferguson Act as the "business of insurance."96 In Metropolitan Life Insurance Company v. Massachusetts, the Supreme Court upheld a Massachusetts-mandated mental health benefit requirement insofar as it applied to insurers selling insurance contracts to employee health benefit plans. Thus, ERISA's savings clause can save from federal preemption certain state laws that indirectly regulate employee benefit plans.

Beyond the "common sense" test, the Supreme Court also applies the McCarran-Ferguson Act concepts of what constitutes the business of insurance to ascertain if a challenged state law addresses an activity that is considered the "business of insurance." Whether an activity is the "business of insurance'' depends upon

· whether the practice has the effect of transferring or spreading a policyholder's risk,

· whether the practice is an integral part of a policy relationship between an insurer and the insured, and

· whether the practice is limited to entities within the insurance industry.97

In a steady stream of cases, the federal courts have labored to apply the Supreme Court's guidance on the savings clause and to sort out where federal jurisdiction over employee benefit plans ends and state regulation over insurance begins. Three examples illustrate circumstances in which the savings clause has excepted a state law from preemption:

· a premium tax on stop-loss insurance was not preempted even where calculated with reference to amount of uninsured benefits paid.98

· a state statute requiring employers and insurers to notify employees of their right to individual coverage upon conversion from group coverage regulates insurance and cannot be preempted.99

· a state statute that required an insurer to issue an individual conversion policy to a member of a group after the insurer terminated group coverage was not preempted.100

In contrast, in other cases, courts have limited the savings clause and applied preemption as follows:

· a state statute authorizing the insured to sue the insurer for wrongful cancellation does not spread risk and will not escape preemption. 101

· a state law regulating prepaid dental plans will be preempted because prepaid service plans are not regulated as business of insurance. 102

· the judicial rule of construing the terms of an insurance contract against the insurer does not regulate the insurance industry and will be preempted.103

As these examples illustrate, the federal courts have not applied the savings clause in a manner that would expand the sway of state jurisdiction over the broader context of employer-sponsored health benefits.

ERISA's deemer clause further refines the jurisdictional balance between federal and state regulation of health benefits. The deemer clause is an exception to the exception created by the savings clause. In essence, the deemer clause provides that in the guise of regulating insurance companies and insurance contracts, states may not regulate employee benefit plans by deeming them to be engaged in the business of insurance.104

The import of the deemer clause rests upon how the Supreme Court explained it and applied it in Metropolitan Life Insurance Company v. Massachusetts.105 The Supreme Court explained that permissible regulation under the savings clause was restricted to insurance companies and insurance contracts. To give meaning to the deemer clause, the Supreme Court observed that uninsured or self-funded employee benefit plans could not be regulated by the states.

Consistent with the decision in Metropolitan Life Insurance Company v. Massachusetts, federal courts have preempted state laws that individuals have attempted to apply to self-funded health benefit plans. The following examples illustrate how the deemer clause makes preemption particularly applicable to self-funded employee benefit plans:

· a state unfair trade practices act that imposed duties on insurers could not be deemed applicable to a self-funded disability plan.106

· a state antisubrogation law barring a self-funded plan from seeking a contribution for claims from an automobile carrier was an insurance regulation but was preempted when it was deemed applicable to a self-funded plan.107

· a state law prohibiting coverage exclusion for injuries resulting from motor vehicle accidents was preempted when it was deemed applicable to exclusions in a self-funded plan.108

· state laws imposing terms in a contract between third-party administrators and self-funded plans and requiring the administrator to carry a fidelity bond were not regulation of insurance and were preempted by ERISA.109

With respect to self-funded plans, the federal courts have carried forward in these and other cases the process begun by the Supreme Court's discussion of the deemer clause in Metropolitan Life Insurance Company v. Massachusetts. Repeatedly, the federal courts have stated that especially when employers self-fund their benefit plans, those plans fall almost exclusively under the jurisdictional umbrella of ERISA to the exclusion of state regulation.

Preemption under ERISA also extends to common law state causes of action as they "relate to" a health benefit plan. In Pilot Life Insurance Company v. Dedeaux,"110 the Supreme Court rejected the argument that the tort of bad faith denial of benefits regulated insurance. Thus, while the tort of bad faith denial of insurance claims clearly related to a health benefit plan, the savings clause of ERISA did not bar its preemption. The significance of Pilot Life is about damages. Those claimants who must proceed under ERISA rather than state law can obtain no more than the amount of the benefits wrongfully denied them. In short, Pilot Life appears to have removed the threat of exemplary damages from processing ERISA claims, although the U.S. Solicitor General has taken the position that Section 502(a)(3) authorizes the award of monetary damages for foreseeable losses directly resulting from breach of plan terms or substantive provisions of ERISA (personal communication to Marilyn Field from Gerald Lindrew, Department of Labor, November 23, 1992).

Practical Consequences of Opting for a Self-Insured Health Plan

By choosing to self-fund an employee health benefits plan, an employer remains subject to federal regulation but is no longer subject indirectly to state insurance regulation. Partly for this reason, self-funded health benefits have become a widespread funding method in employment-based health benefits.111 The practical consequences of an employer's choice of funding method are instructive from even the briefest point-by-point comparison of state insurance regulation versus regulation under ERISA. Consider the following comparisons:

· states license insurers and require managers experienced in risk assessment and asset management; ERISA has virtually no similar substantive qualifications for fiduciaries.

· states require insurers to maintain minimum capitalization, which promotes solvency; ERISA has no minimum capital requirements for health benefit plans and does not address solvency.

· states require insurers to maintain reserves and to invest them conservatively; ERISA has no similar requirement for health benefit plans, although plan fiduciaries are subject to certain statutorily specified fiduciary obligations.

· states require health insurance policies to meet minimum requirements on coverage; ERISA requires disclosure of benefits in summary plan descriptions, but there are, in general, no minimums.

· states mandate some benefits that protect against catastrophic losses (e.g., coverage of premature newborns); ERISA has no benefit mandates for health benefit plans.

· states prohibit unfair underwriting practices such as permanent exclusion of preexisting conditions; ERISA has no such restrictions.

· states prohibit unilateral reduction or termination of benefits by a carrier during the effective period of a policy; apart from coverage required under 1985 amendments to ERISA (for which the enrollee must pay), ERISA permits unilateral reduction or termination of benefits during the plan year unless the terms of the plan itself or some contractual arrangement provides otherwise.

· states can review premium rates and reject them if they are inadequate; ERISA requires no review of the adequacy of an employer's funding commitment to pay for benefits.

ERISA's burden of regulation on a self-funded health benefit plan appears to be much lighter in terms of organization, substance, and administration than the burden of state regulation on insurance companies. Some observers may see ERISA's lack of substantive regulatory safeguards for beneficiaries of health benefit plans as troublesome. However, as the following comparisons show, de facto deregulation of employee health benefit plans under ERISA yields many advantages for employers. For example,

· ERISA limits beneficiary claims to the value of lost benefits; state judicial proceedings routinely target insurers as deep-pocket defendants who must pay punitive damages for bad faith denial of claims.

· ERISA permits cost containment incentives in terms of precertification and copayments; states frequently prohibit such practices with anti-managed-care laws.

· ERISA permits rapid design of innovative health plans such as employer-sponsored point-of-service HMOs; states have been less flexible in allowing state-regulated HMOs to diversify into similar lines of business.

· ERISA allows employers to determine the subrogation and coordination of benefit priorities for their health benefit plans; states frequently favor other types of accident and health insurance through antisubrogation laws.

· ERISA does not tax the employer's contribution to a self-funded health benefit plan; states tax health insurance premiums.

For many of the foregoing reasons, ERISA offers apparent incentives to large employers to self-fund their health benefit plans. Self-funded plans are not subject to state mandates,112 and ERISA requires no minimum benefits.113 Plan managers are free to design cost containment features such as copayments114 and to reduce payments to providers who frustrate cost containment techniques.115 In the case of legal disputes, ERISA makes the award of lawyer's fees discretionary, which is advantageous to plan sponsors. As explained above, under recent Supreme Court decisions, plan sponsors can also avoid the ruinous costs of exemplary damages in litigation about denied claims for benefits.

From 1985 to the present, the courts have hammered out the foregoing legal environment under ERISA for self-funded health benefit plans. During this same period, premiums for conventional health insurance have escalated. Many employers have opted out of insured funding of health benefits and state regulation of insurers and into self-funding and the system of federal regulation of health benefits described above.

COBRA Continuation Coverage

In 1985, Congress amended ERISA and the Internal Revenue Code to allow qualified health plan participants and beneficiaries who would otherwise lose their benefits due to certain defined events to elect continued coverage.116 These provisions are widely referred to as COBRA continuation coverage, or simply COBRA coverage, an abbreviation of the Consolidated Omnibus Reconciliation Act of 1985. The coverage continuation requirements apply to employers with 20 or more employees. 117

COBRA requires that the continuation coverage must be "identical118 to what is provided to similarly situated plan participants. Modifications of the plan must also be uniform and identical as to active employees and persons covered by COBRA.119 COBRA coverage also prohibits eligibility based upon evidence of insurability.120 COBRA caps the premium that can be charged for continuation coverage at 102 percent of the applicable premium under the plan.121

Eligibility under COBRA's continuation coverage provisions arises when certain qualifying events take place that would otherwise result in a loss of coverage for a qualified beneficiary or participant. Qualifying events include:122

· Death of a covered employee.

· A termination or reduction in hours for a covered employee.

· A divorce or separation of a covered employee from his or her spouse.

· A dependent child ceasing to be dependent under the terms of the plan.

· A reorganization and bankruptcy by the employer of a retired employee.

To inform eligible participants and beneficiaries of their options, COBRA relies upon detailed notice and election requirements. To begin, COBRA requires that a general notice of COBRA continuation coverage must be provided when benefit coverage first begins.123 Typically, a summary plan description includes a recitation of COBRA coverage qualifying events, employer obligations, and employee obligations.

Notice of a qualifying event must be provided to the plan administrator by an employer when a qualifying event involves an employee's death, termination or reduction in hours, or entitlement to Medicare or the employer's bankruptcy.124 A covered employee must notify the plan administrator in the event of a divorce, legal separation, or the end of a child's dependency status.125 Once a plan administrator has been notified of a qualifying event, the plan administrator must give notice to any qualified beneficiary affected by the qualifying event.126 Upon receipt of notice, COBRA requires that a qualified beneficiary be given at least a 60-day period to elect coverage. If coverage is elected, COBRA then prohibits the plan from requiring payment of any premium for another 45 days.127

Properly elected coverage must extend from the date of the qualifying event until the end of the prescribed period, which generally ranges from 18 to 36 months. In the case of a termination or reduction in hours, the required period is 18 months. COBRA requires a maximum of 36 months of dependent coverage for the death of a covered employee, a divorce or legal separation, entitlement to Medicare by the covered employee, and loss of dependent child status.128

COBRA coverage is not unconditional, and it may be lost by the occurrence of a so-called terminating event. Terminating events include failure by the qualifying beneficiary to pay premiums, commencement of actual coverage under another plan, and entitlement to Medicare.129 Continuation coverage also ends if the employer terminates the health benefit plan.

Since its enactment in 1986, COBRA coverage has undergone minor amendments. Essentially, these amendments have attempted to clarify objectives that have been part of the statutory scheme since 1986. Some amendments have been added to broaden and add qualifying events under which continuation coverage will apply.130

THE MEWA PROBLEM

One current jurisdictional problem in the regulation of health benefits that perplexes regulators involves multiple employer welfare arrangements (MEWAs).131 As defined in ERISA, a MEWA is an employee welfare benefit plan or other arrangement that is established to offer benefits to the employees of two or more employers. Conversely, a MEWA cannot be established pursuant to one or more collective bargaining agreements, a characteristic that usually distinguishes MEWAs from Taft-Hartley trusts. Also, a MEWA cannot be an aggregation of a group of trades or businesses under common control.132 In practice, these rules have generally made MEWAs a health benefit vehicle for small employers.

For those entities that are MEWAs, ERISA's preemption provisions do not prescribe preemption of state laws as ERISA does for other employee welfare benefit plans. Specifically, the preemption provisions applicable to MEWAs declare that fully insured MEWAs must comply with state insurance laws that set standards for reserves. Self-funded MEWAs must also comply with state insurance laws to the extent not inconsistent with Title I—unless exempted by the Secretary of Labor in accordance with regulations.133 To date, the Secretary of Labor has not promulgated regulation to exempt self-funded MEWAs from state law.

MEWAs have presented at least two problems for regulators that have prompted considerable attention from both state and federal regulators. First, fraudulent MEWAs have tried to avoid regulation by manipulating their circumstances to escape classification as a MEWA or by erroneously arguing that they are not subject to state regulation because of ERISA. Second, because MEWAs tend to serve pools of small employers, their sponsors frequently lack the time or sophistication to investigate the solvency of the MEWA. To redress the shortcomings of current regulation, some propose that MEWAs be subject entirely to federal jurisdiction and be required to obtain federal certification, but other proposals are also pending.

FEDERAL LAWS SUPPLEMENTING ERISA

This discussion emphasizes ERISA and the nexus between federal and state regulation of health benefits. The scope of federal regulation also includes other important laws that affect employment-based health benefits but do not profoundly limit state regulation of health insurance.

Much simplified, these laws can be summarized as follows:

Taxation

		Topic:

		Taxation on the value of employee health benefits.



		Source:

		Internal Revenue Code, Sec. 162, 106, and 105.



		Features:

		Sec. 162 allows an employer to deduct the cost of health benefits; Sec. 106 excludes employer contributions to a plan from an employee's income; Sec. 105 excludes payments from a plan from a employee's income.



		Effect:

		Encourages higher contributions for health benefits and insulates employees from the cost of health coverage.



		Comment:

		Policy concerns focus on the growth of tax expenditures and on equity on health benefits.134













Medicare Secondary Payor

		Topic:

		Coordination of large employer health benefits with Medicare.



		Source:

		Sec. 1862, Social Security Act; 42 U.S.C.A. 1395y.



		Features:

		Requires employers with 20 or more employees to provide primary coverage for certain otherwise eligible Medicare beneficiaries (e.g., workers aged 65 to 69 and those with end-stage renal disease). Individuals and government may enforce this by lawsuit and obtain double damages.



		Effect:

		Subordinates Medicare payment to employers' plans and reduces outlays by Medicare.



		Comment:

		Subject of current nationwide recoupment effort; topic of past investigations. 135





The Civil Rights Act

		Topic:

		Discrimination in employment practices.



		Source:

		Civil Rights Act of 1964, Title VII; 42 U.S.C.A. 2000e-2.



		Features:

		Employment practices include health benefits. Protected classes for race, color, sex, religion, and national origin.



		Effect:

		Bans discrimination in health benefits based on a suspect classification.



		Comment:

		Few cases have been reported based on race discrimination; more cases arise under the Pregnancy Discrimination Act of 1978, an amendment. 136







The Age Discrimination in Employment Act

		Topic:

		Discrimination in employment practices.



		Source:

		29 U.S.C.A. 621 et seq.



		Features:

		Employment practices include health benefits. Protects workers who are at least 40 years of age. Age-based distinctions are allowed pursuant to a "bona fide" benefits plan, provided that the distinctions are not a "subterfuge."



		Effect:

		Provides equal access to health benefits for older workers.



		Comment:

		Older Workers Benefit Protection Act137 codified the "equal benefits/equal cost" rule from EEOC regulations,138 which allows employers to either provide the same amount of benefits or to spend an equal amount to provide reduced coverage to older workers





The Americans with Disabilities Act

		Topic:

		Discrimination in employment practices.



		Source:

		42 U.S.C.A. 12101.



		Features:

		Employment practices include health benefits. Protects physically or mentally impaired persons working for employers with 25 or more employees after July 26, 1992.



		Effect:

		Protects general access to health benefits in the employment of impaired individuals. Does not affect most insurance underwriting practices.



		Comment:

		Sec. 501(c) of ADA was not intended to change underwriting practices as permitted by state insurance regulation or the regulatory structure of self-insured plans.139 Plans must base distinctions on "sound actuarial principles" and plan provisions cannot be used as "subterfuges" for prohibited discrimination.140





As the courts begin to interpret this last piece of legislation, which became effective in 1992, their judgments about which health plan practices constitute sound distinctions and which constitute subterfuges for discrimination may limit plan discretion in ways that ERISA does not. For example, although federal courts held, in McGann v. H&H Mitsic,141 that ERISA did not preclude an employer from reducing coverage for AIDS-related medical expenses after an employee had begun to submit claims, the result might have been different if the disability act had been in effect when the case first arose.

CONCLUSION

Under current state regulation of health insurance and federal regulation of health benefits, the states continue to exercise regulatory control over those core activities that are recognized as the business of insurance. Through ERISA and other federal laws, the federal government retains jurisdiction over employee health benefit plans. The intersection of these competing regulatory schemes is defined by the ERISA preemption clause, a circumstance that, in the eyes of some, leaves important aspects of employee health benefits insufficiently defined in law.
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DEFINITIONS OF HEALTH INSURANCE TERMS


In February 2002, the Federal Government’s Interdepartmental Committee on
Employment-based Health Insurance Surveys approved the following set of definitions
for use in Federal surveys collecting employer-based health insurance data.  The BLS
National Compensation Survey currently uses these definitions in its data collection
procedures and publications.  These definitions will be periodically reviewed and updated
by the Committee.


ASO (Administrative Services Only) – An arrangement in which an employer hires a
third party to deliver administrative services to the employer such as claims processing
and billing; the employer bears the risk for claims.


♦ This is common in self-insured health care plans.


Coinsurance - A form of medical cost sharing in a health insurance plan that requires an
insured person to pay a stated percentage of medical expenses after the deductible
amount, if any, was paid.


♦ Once any deductible amount and coinsurance are paid, the insurer is responsible
for the rest of the reimbursement for covered benefits up to allowed charges: the
individual could also be responsible for any charges in excess of what the insurer
determines to be “usual, customary and reasonable”.


♦ Coinsurance rates may differ if services are received from an approved provider
(i.e., a provider with whom the insurer has a contract or an agreement specifying
payment levels and other contract requirements) or if received by providers not
on the approved list.


♦ In addition to overall coinsurance rates, rates may also differ for different types
of services.


Copayment - A form of medical cost sharing in a health insurance plan that requires an
insured person to pay a fixed dollar amount when a medical service is received. The
insurer is responsible for the rest of the reimbursement.


♦ There may be separate copayments for different services.
♦ Some plans require that a deductible first be met for some specific services


before a copayment applies.


Deductible - A fixed dollar amount during the benefit period - usually a year - that an
insured person pays before the insurer starts to make payments for covered medical
services.  Plans may have both per individual and family deductibles.


♦ Some plans may have separate deductibles for specific services.  For example, a
plan may have a hospitalization deductible per admission.


♦ Deductibles may differ if services are received from an approved provider or if
received from providers not on the approved list.
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Flexible spending accounts or arrangements (FSA) - Accounts offered and
administered by employers that provide a way for employees to set aside, out of their
paycheck, pretax dollars to pay for the employee’s share of insurance premiums or
medical expenses not covered by the employer’s health plan.  The employer may also
make contributions to a FSA.  Typically, benefits or cash must be used within the given
benefit year or the employee loses the money.  Flexible spending accounts can also be
provided to cover childcare expenses, but those accounts must be established separately
from medical FSAs.


Flexible benefits plan (Cafeteria plan) (IRS 125 Plan) – A benefit program under
Section 125 of the Internal Revenue Code that offers employees a choice between
permissible taxable benefits, including cash, and nontaxable benefits such as life and
health insurance, vacations, retirement plans and child care.  Although a common core of
benefits may be required, the employee can determine how his or her remaining benefit
dollars are to be allocated for each type of benefit from the total amount promised by the
employer.  Sometimes employee contributions may be made for additional coverage.


Fully insured plan - A plan where the employer contracts with another organization to
assume financial responsibility for the enrollees’ medical claims and for all incurred
administrative costs.


Gatekeeper - Under some health insurance arrangements, a gatekeeper is responsible for
the administration of the patient’s treatment; the gatekeeper coordinates and authorizes all
medical services, laboratory studies, specialty referrals and hospitalizations.


Group purchasing arrangement – Any of a wide array of arrangements in which two or
more small employers purchase health insurance collectively, often through a common
intermediary who acts on their collective behalf.  Such arrangements may go by many
different names, including cooperatives, alliances, or business groups on health.  They
differ from one another along a number of dimensions, including governance, functions
and status under federal and State laws.  Some are set up or chartered by States while
others are entirely private enterprises.  Some centralize more of the purchasing functions
than others, including functions such as risk pooling, price negotiation, choice of health
plans offered to employees, and various administrative tasks.  Depending on their
functions, they may be subject to different State and/or federal rules.  For example, they
may be regulated as Multiple Employer Welfare Arrangements (MEWAs).
♦ Association Health Plans – This term is sometimes used loosely to refer to any


health plan sponsored by an association.  It also has a precise definition under the
Health Insurance Portability and Accountability Act of 1996 that exempts from
certain requirements insurers that sell insurance to small employers only through
association health plans that meet the definition.
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Health Care Plans and Systems
♦ Indemnity plan - A type of medical plan that reimburses the patient and/or provider


as expenses are incurred.
♦ Conventional indemnity plan - An indemnity that allows the participant the choice


of any provider without effect on reimbursement.  These plans reimburse the patient
and/or provider as expenses are incurred.


♦ Preferred provider organization (PPO) plan - An indemnity plan where coverage
is provided to participants through a network of selected health care providers (such
as hospitals and physicians). The enrollees may go outside the network, but would
incur larger costs in the form of higher deductibles, higher coinsurance rates, or non-
discounted charges from the providers.


♦ Exclusive provider organization (EPO) plan - A more restrictive type of preferred
provider organization plan under which employees must use providers from the
specified network of physicians and hospitals to receive coverage; there is no
coverage for care received from a non-network provider except in an emergency
situation.


♦ Health maintenance organization (HMO) - A health care system that assumes both
the financial risks associated with providing comprehensive medical services
(insurance and service risk) and the responsibility for health care delivery in a
particular geographic area to HMO members, usually in return for a fixed, prepaid
fee.  Financial risk may be shared with the providers participating in the HMO.
♦ Group Model HMO - An HMO that contracts with a single multi-specialty


medical group to provide care to the HMO’s membership.  The group practice
may work exclusively with the HMO, or it may provide services to non-HMO
patients as well.  The HMO pays the medical group a negotiated, per capita rate,
which the group distributes among its physicians, usually on a salaried basis.


♦ Staff Model HMO - A type of closed-panel HMO (where patients can receive
services only through a limited number of providers) in which physicians are
employees of the HMO.  The physicians see patients in the HMO’s own facilities.


♦ Network Model HMO - An HMO model that contracts with multiple physician
groups to provide services to HMO members; may involve large single and multi-
specialty groups. The physician groups may provide services to both HMO and
non-HMO plan participants.


♦ Individual Practice Association (IPA) HMO- A type of health care provider
organization composed of a group of independent practicing physicians who
maintain their own offices and band together for the purpose of contracting their
services to HMOs.  An IPA may contract with and provide services to both HMO
and non-HMO plan participants.


♦ Point-of-service (POS) plan - A POS plan is an "HMO/PPO" hybrid; sometimes
referred to as an "open-ended" HMO when offered by an HMO.   POS plans resemble
HMOs for in-network services.  Services received outside of the network are usually
reimbursed in a manner similar to conventional indemnity plans (e.g., provider
reimbursement based on a fee schedule or usual, customary and reasonable charges).
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♦ Physician-hospital organization (PHO) - Alliances between physicians and
hospitals to help providers attain market share, improve bargaining power and reduce
administrative costs.  These entities sell their services to managed care organizations
or directly to employers.


Managed care plans - Managed care plans generally provide comprehensive health
services to their members, and offer financial incentives for patients to use the providers
who belong to the plan.  Examples of managed care plans include:


♦ Health maintenance organizations (HMOs),
♦ Preferred provider organizations (PPOs),
♦ Exclusive provider organizations (EPOs), and
♦ Point of service plans (POSs).


Managed care provisions - Features within health plans that provide insurers with a way
to manage the cost, use and quality of health care services received by group members.
Examples of managed care provisions include:


♦ Preadmission certification - An authorization for hospital admission given by a
health care provider to a group member prior to their hospitalization.  Failure to
obtain a preadmission certification in non-emergency situations reduces or
eliminates the health care provider’s obligation to pay for services rendered.


♦ Utilization review - The process of reviewing the appropriateness and quality of
care provided to patients.  Utilization review may take place before, during, or
after the services are rendered.


♦ Preadmission testing - A requirement designed to encourage patients to obtain
necessary diagnostic services on an outpatient basis prior to non-emergency
hospital admission.  The testing is designed to reduce the length of a hospital
stay.


♦ Non-emergency weekend admission restriction - A requirement that imposes
limits on reimbursement to patients for non-emergency weekend hospital
admissions.


♦ Second surgical opinion - A cost-management strategy that encourages or
requires patients to obtain the opinion of another doctor after a physician has
recommended that a non-emergency or elective surgery be performed.  Programs
may be voluntary or mandatory in that reimbursement is reduced or denied if the
participant does not obtain the second opinion. Plans usually require that such
opinions be obtained from board-certified specialists with no personal or
financial interest in the outcome.


Maximum plan dollar limit - The maximum amount payable by the insurer for covered
expenses for the insured and each covered dependent while covered under the health
plan.


♦ Plans can have a yearly and/or a lifetime maximum dollar limit.
♦ The most typical of maximums is a lifetime amount of $1 million per individual.
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Maximum out-of-pocket expense - The maximum dollar amount a group member is
required to pay out of pocket during a year.  Until this maximum is met, the plan and
group member shares in the cost of covered expenses.  After the maximum is reached, the
insurance carrier pays all covered expenses, often up to a lifetime maximum. (See
previous definition.)


Medical savings accounts (MSA) – Savings accounts designated for out-of-pocket
medical expenses.  In an MSA, employers and individuals are allowed to contribute to a
savings account on a pre-tax basis and carry over the unused funds at the end of the year.
One major difference between a Flexible Spending Account (FSA) and a Medical
Savings Account (MSA) is the ability under an MSA to carry over the unused funds for
use in a future year, instead of losing unused funds at the end of the year.  Most MSAs
allow unused balances and earnings to accumulate.  Unlike FSAs, most MSAs are
combined with a high deductible or catastrophic health insurance plan.


Minimum premium plan (MPP)  – A plan where the employer and the insurer agree that
the employer will be responsible for paying all claims up to an agreed-upon aggregate
level, with the insurer responsible for the excess.  The insurer usually is also responsible
for processing claims and administrative services.


Multiple Employer Welfare Arrangement (MEWA) – MEWA is a technical term
under federal law that encompasses essentially any arrangement not maintained pursuant
to a collective bargaining agreement (other than a State-licensed insurance company or
HMO) that provides health insurance benefits to the employees of two or more private
employers.


Some MEWAs are sponsored by associations that are local, specific to a trade or
industry, and exist for business purposes other than providing health insurance.  Such
MEWAs most often are regulated as employee health benefit plans under the Employee
Retirement Income Security Act of 1974 (ERISA), although States generally also retain
the right to regulate them, much the way States regulate insurance companies.   They can
be funded through tax-exempt trusts known as Voluntary Employees Beneficiary
Associations (VEBAs) and they can and often do use these trusts to self-insure rather
than to purchase insurance policies.


Other MEWAs are sponsored by Chambers of Commerce or similar organizations of
relatively unrelated employers.  These MEWAs are not considered to be health plans
under ERISA.  Instead, each participating employer’s plan is regulated separately under
ERISA.  States are free to regulate the MEWAs themselves.  These MEWAs tend to
serve as vehicles for participating employers to buy insurance policies from State-
licensed insurance companies or HMOs.  They do not tend to self-insure.
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Multi-employer health plan – Generally, an employee health benefit plan maintained
pursuant to a collective bargaining agreement that includes employees of two or more
employers.  These plans are also known as Taft-Hartley plans or jointly-administered
plans.  They are subject to federal but not State law (although States may regulate any
insurance policies that they buy).  They often self-insure.


Premium - Agreed upon fees paid for coverage of medical benefits for a defined benefit
period.  Premiums can be paid by employers, unions, employees, or shared by both the
insured individual and the plan sponsor.


Premium equivalent - For self-insured plans, the cost per covered employee, or the
amount the firm would expect to reflect the cost of claims paid, administrative costs, and
stop-loss premiums.


Primary care physician (PCP) - A physician who serves as a group member's primary
contact within the health plan.  In a managed care plan, the primary care physician
provides basic medical services, coordinates and, if required by the plan, authorizes
referrals to specialists and hospitals.


Reinsurance – The acceptance by one or more insurers, called reinsurers or assuming
companies, of a portion of the risk underwritten by another insurer that has contracted
with an employer for the entire coverage.


Self-insured plan – A plan offered by employers who directly assume the major cost of
health insurance for their employees.  Some self-insured plans bear the entire risk.  Other
self-insured employers insure against large claims by purchasing stop-loss coverage.
Some self-insured employers contract with insurance carriers or third party administrators
for claims processing and other administrative services; other self-insured plans are self-
administered.  Minimum Premium Plans (MPP) are included in the self-insured health
plan category.  All types of plans (Conventional Indemnity, PPO, EPO, HMO, POS, and
PHOs) can be financed on a self-insured basis.  Employers may offer both self-insured
and fully insured plans to their employees.


Stop-loss coverage – A form of reinsurance for self-insured employers that limits the
amount the employers will have to pay for each person’s health care (individual limit) or
for the total expenses of the employer (group limit).


Third party administrator (TPA) – An individual or firm hired by an employer to
handle claims processing, pay providers, and manage other functions related to the
operation of health insurance.  The TPA is not the policyholder or the insurer.







7


Types of health care provider arrangements
♦ Exclusive providers - Enrollees must go to providers associated with the plan for all


non-emergency care in order for the costs to be covered.
♦ Any providers - Enrollees may go to providers of their choice with no cost incentives


to use a particular subset of providers.
♦ Mixture of providers - Enrollees may go to any provider but there is a cost incentive


to use a particular subset of providers.


Usual, customary, and reasonable (UCR) charges - Conventional indemnity plans
operate based on usual, customary, and reasonable (UCR) charges.  UCR charges mean
that the charge is the provider’s usual fee for a service that does not exceed the customary
fee in that geographic area, and is reasonable based on the circumstances.  Instead of
UCR charges, PPO plans often operate based on a negotiated (fixed) schedule of fees that
recognize charges for covered services up to a negotiated fixed dollar amount.
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