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Self-Insurance and the Affordable Care Act

By Mark L. Stulmaker

Over the past decade,
there has been steady
growth in the percentage
of employees covered by
health plans that are self-
insured by their employers.t
Rising health care costs,
state-mandated coverage
requirements, and premium
taxes have encouraged
many large employers to
evaluate their plans and
to opt out of the insurance
market in favor of the self-funding of their benefit pro-
grams. The Patient Protection and Affordable Care Act
(ACA)? contains additional incentives for employers,
both large and small, municipal and private, to self-
insure their health benefit programs and will likely ac-
celerate this trend.3

However, self-insurance creates financial risks for
any employer and raises issues under New York law
that are unique to municipal employers. For example,
New York’s General Municipal Law prohibits the es-
tablishment of a reserve fund to accumulate money for
the payment of uninsured health care expenses. It also
regulates the contractual relationship that a municipal-
ity may have with an administrator of a self-insured
program.* Furthermore, New York law specifically
recognizes only two funding arrangements for a self-
insured plan sponsored by a government employer: a
municipal cooperative health benefit plan authorized
by article 5-G of the General Municipal Law and regu-
lated under Article 47 of the Insurance Law, and a col-
lectively bargained welfare fund recognized by case
law and Article 44 of the Insurance Law. Both of these
funding arrangements require complicated legal and
bargaining relationships that may not coincide with a
municipality’s own goals and finances.

This article begins with a description of self-
funded health plans. It then briefly outlines the federal
mandates and requirements that apply to those plans
before discussing in detail those changes to be ushered
in by the ACA. The article then turns to the special
considerations of New York municipalities in connec-
tion with offering a self-insured health plan, including
the funding options available to municipalities for
such plans.

Self-Funded Health Plans

A self-funded health plan is an insurance arrange-
ment in which an employer directly assumes the risk
of paying the health expenses incurred by participants
in the plan.® This contrasts with an insured arrange-

ment, by which the employer contracts with a health
insurance company or Health Maintenance Organiza-
tion (“HMQO”) to assume these risks.?

Self-funded plans are most prevalent among large
employers that can spread the risk of large claims over
a greater number of participants. Of those employed
by employers with 200 or more employees in 2012, 81%
received their health benefits from plans in which the
employer directly assumed some or all the risk, versus
only 15% of those employed by employers with less
than 200 employees.” Overall, 72% of all employees
employed by a state or local government were covered
by a plan in which their employer self-insured some of
the risk.®

“[S]elf-insurance creates financial risks
for any employer and raises issues
under New York law that are unique to
municipal employers.”

In the past, consultants and actuaries have recom-
mended that employers consider a self-funded ar-
rangement when they have 1,000 or more employees.®
Claims become more predictable at that level, and
any one large claim is not a material financial risk.
The New York State Comptroller recommends that
municipal employers should consider a self-insured
health plan only if they have 500 or more employees.°
However, as noted above, the majority of employers
with 200 or more employees now self-insure at least a
portion of their health benefit programs.1t

Smaller employers can purchase stop-loss insur-
ance to protect themselves against the risk of large
claims. Stop-loss coverage reimburses the insured em-
ployer for claims exceeding a set attachment point for
individual large claims and is also available to insure
against a large number of claims over a single plan
year.'? In 2012, 58% of workers covered by self-insured
plans were in plans covered by stop-loss insurance.!®

While stop-loss insurance reduces the financial risk
associated with self-insuring health benefits, it does
not eliminate those risks.'* Consultants and human
resource professionals report that “lasering”—the prac-
tice of excluding high-risk individuals from coverage
under the stop-loss policy—is often a problem, espe-
cially in a tight insurance market.®

Further, stop-loss insurance may create cash flow
problems for an employer. Beginning in 2014, the ACA
prohibits health plans from imposing an annual cap on
essential health benefits for any individual .16 Claims
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from any single illness will only grow larger and the
stop-loss contract may require the employer to lay out
these claim dollars, even to the extent they exceed the
policy’s attachment point, prior to being reimbursed
by the insurance company after a determination pro-
cess. Some policies provide for these reimbursements
to be advanced by the insurer as claims are paid and
reconciled at year-end.*” Clearly, such a provision
would be beneficial to an employer concerned that
available cash may fall short of what is needed to
timely pay health care providers.

Finally, employers relying on the protection af-
forded by stop-loss insurance must be aware of the
financial condition of the company issuing the policy.
Stop-loss insurance is not covered by any of New
York’s guaranty funds, which protect those insured by
life, health, property and casualty insurance compa-
nies from a company’s insolvency or default.®

Federal Mandates and the Affordable Care Act

The Employee Retirement Income Security Act of
1974 (“ERISA”)!? regulates non-governmental, self-
insured health plans. Any state regulation of these
health plans is preempted by ERISA.Z States may
regulate the content of any insurance policy issued
to provide the benefits of a health plan,2! but a state
cannot “deem” an employer plan or trust to be an in-
surance company in order to mandate the benefits the
employer provides.?? For these reasons, employers can
self-insure their health plans to customize and limit
their health plan offerings and those employers oper-
ating in more than one state can avoid the expense of
complying with multiple states’ regulations.

Plans that are established or maintained by the
government of the United States, by the government
of any state or political subdivision, or by any agency
or instrumentality of any of the foregoing, are exclud-
ed from coverage by ERISA.2 While this exception for
governmental plans would seem to allow more regu-
lation by state legislatures, to date, New York has only
mandated benefits offered through group insurance
contracts,?* and this seems to be the case with other
states as well.?

New York, like many states, mandates insurance
coverage for a number of benefits, including substance
abuse, chiropractic, and autism-related services.?® It
imposes a number of fees and taxes for health services,
some of which can be avoided by self-insured plans.?’

Self-insured plans also avoid administrative
charges and risk charges associated with insurance
products. While most self-insured plans have admin-
istrative costs of their own, large employers frequently
determine that they can administer the plan either on
their own or hire a third-party administrator to do it
on a cheaper basis.?®

Although no one of these factors appear to drive
employers to leave the insurance market for a self-
insured plan, the combination seems to have moved
employers over time.?®

More recently, federal mandates have begun to
even the regulatory environment surrounding self-in-
sured and fully insured health plans. The Consolidated
Omnibus Budget Reconciliation Act of 1985 (COBRA)%°
improved access to coverage by allowing an employee
or dependent who has lost his or her coverage to elect
to continue the same benefits by paying a monthly pre-
mium. The Health Insurance Portability and Account-
ability Act (HIPAA)3! limited the extent to which a
health plan could exclude preexisting conditions from
coverage, and limited premium variations based on
health conditions.

Among the additional federal requirements im-
posed on health plans are those included in the New-
borns’ and Mothers’ Health Protection Act of 1996,%
mandating minimum covered hospital stays after child
birth; the Women’s Health and Cancer Rights Act3?
requiring the coverage of reconstructive surgery after a
mastectomy; and the Mental Health Parity and Ad-
diction Equity Act of 2008, requiring mental health ben-
efits on a par with benefits for physical health.3

The ACA continues this trend, requiring that chil-
dren be covered up to the age of 26%° and that certain
preventative services be provided without a deductible
or co-pay.3®

ACA Changes to the Small Insured Plan Market

But the ACA also brings changes to the small
insured plan market and adds new fees, and it is these
changes that may have unexpected results.

Small insured plans will be required to include a
set of essential health benefits covering ten categories
of claims, to be defined by Health and Human Services.
These must include prescription drug coverage and
mental health and substance abuse disorder services.?
In order to improve access to coverage, the ACA im-
poses new rating requirements on plans in the small
group market. The ACA defines a small employer as
one that employs an average of at least one but not
more than 100 employees on business days during the
preceding calendar year.3® The ACA requires that all
fully insured, small group plans (other than plans that
have been grandfathered) not vary the premiums they
charge except for variations caused by the value of the
benefits offered by the plan, the family size covered,
the geographic location of those covered, and tobacco
use status.® Any rating variation based on health sta-
tus or claim history is prohibited.

Beginning January 1, 2014, a health insurance
issuer that offers health insurance coverage in the
individual or group markets (regardless of whether the
coverage is offered in the large or small group market)
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is required to accept every employer and individual in
the state that applies for that coverage.*° This is called
guaranteed issue, and it removes a big concern for em-
ployers considering a move to a self-insured plan. Af-
ter January 1, 2014, if a small employer’s health claim
experience is worse than that of the community’s, it
can always return to a community-rated policy.

For plan years beginning before January 1, 2016,
each state may elect to define a small employer as an
employer with less than 50 employees on business
days during the preceding calendar year.*! New York
continues to define a small employer as one in this
manner and the Governor’s proposed legislation di-
rects the New York Health Benefit Exchange to deter-
mine whether to increase the size of small employers
to not more than 100 employees prior to January 1,
2016.42

The ACA has created a series of new fees to help
fund various aspects of the law.*® The most significant
is an annual fee on insurers and certain multiple-em-
ployer welfare arrangements.** The amount payable
by each insurance company for a calendar year is the
company'’s proportionate share of the aggregate fee
based on net premiums written. The aggregate fee is
set by statute and will be $8 Billion in 2014. The first
fee payment is due by September 30, 2014, and it has
been estimated to add 2.5-3% to premiums in years
2014 to 2018.%

In 2016, the ACA’s guaranty-issue requirements
will apply to employers with less than 100 employees.
As a result, there is concern that the move to self-in-
surance may accelerate.“® The concern is that younger,
healthier groups will leave the insurance market,
thereby increasing average claims and premiums for
those left behind.*” Stop-loss insurance with low at-
tachment points can blur the line between insurance
and self-insurance, and carriers have begun to market
these products.*®

In New York, stop-loss insurance cannot be sold to
a small employer group.*® This should forestall move-
ments by groups under 50 to self-insured products. It
has been recommended that the law be amended in
2016 to provide that stop-loss insurance not be pro-
vided to employers with less than 100 employees.>°
Smaller towns and villages should be careful to moni-
tor legislation if they are self-funded or are considering
such a move.

The end result of these mandates and fees is to
encourage consultants and their clients, regardless of
size, to seriously consider self-insurance.

Special Funding Considerations of New York
Municipalities

The annual budget process for municipalities in
New York is governed by statute.>! Budgets are pre-
pared under the cash method of accounting, meaning

that transactions are recognized only when they occur,
either when an expense is paid or when revenue is re-
ceived.®? An expense incurred late in a prior fiscal year,
such as a medical bill, is budgeted for payment in the
subsequent fiscal year, when the bill is paid. This is in
contrast with an accrual method of accounting, gen-
erally used for a municipality’s financial statements,
where the medical bill incurred in the prior fiscal year
would be recorded as a liability in that prior year.5?

The budget process for health care expenses under
an insured arrangement is quite simple. Premium
rates are provided by the insurance company before
the fiscal year, and the budget process is completed by
estimating the number of employees who will qualify
for insurance.®*

When budgeting for a self-funded program, the
employer must estimate claims that have been in-
curred during the prior fiscal year that will need to be
paid in the subsequent fiscal year. These incurred but
not reported (IBNR) claims usually amount to 20-25%
percent of total annual claims, meaning that during the
first three months of the fiscal year payments will need
to be made for claims incurred in the prior fiscal year.>®

In the first year of a self-insured plan, the employ-
er does not have an obligation for insurance premiums
so it can take the opportunity in the first few months to
begin to set aside funds that will be needed in subse-
quent years. Unfortunately, New York law does not
allow the municipality to set aside a reserve for these
claims. Under the various budget provisions, revenues
received in one fiscal year may be reserved and carried
over into a subsequent fiscal year only for “stated pur-
poses pursuant to law.”%6 Fund balances may be car-
ried over to subsequent fiscal years only if established
as a legal reserve fund.%’

Article 2 of the General Municipal Law does al-
low for local governments to establish reserve funds
for certain purposes, but none would apply here. In
particular, General Municipal Law Section 6-n autho-
rizes municipal corporations to establish an insurance
reserve fund, but this type of fund explicitly carves out
payments for claims for which a municipal corporation
can obtain insurance. Further, General Municipal Law
Section 6-p authorizes the establishment of an “em-
ployee benefit accrued liability reserve fund.” In this
case, employee benefits are defined to mean payments
for the monetary value of accrued but unused and un-
paid sick leave, personal leave, holiday leave, vacation
time, and time allowances granted in lieu of overtime
compensation. These are payments in the nature of
wages and not reimbursements for health claims.

There is no provision under New York law allow-
ing for a reserve by a municipal corporation for the
payment of health care costs.>® While this may not
be an issue on an on-going basis, it can severely limit
a municipality’s options in the future. Should a mu-
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nicipality wish to switch back to an insured arrange-
ment, it would have a liability for claims incurred in
the prior year that would need to be paid in the first
part of its next plan year, together with its liability
for insurance premiums. If not funded in advance,
the municipality would start with a 20-25% percent
increase in health care costs.

The only possible funding for claim run-outs are
those amounts that may be set aside as part of the un-
appropriated, unreserved fund balance. A “reasonable
amount” of unappropriated, unreserved fund balance
may be carried each year if consistent with prudent
budgeting practices and if necessary to ensure the
orderly operation of government.>®

While towns, villages and counties are permitted
to retain a “reasonable amount” of any remaining es-
timated, unappropriated, unreserved fund balance for
each of their legal funds, school districts are limited
to retaining 4% of the current school budget in unre-
served, unappropriated fund balance.®

In making a determination of a “reasonable”
amount, the following factors may be considered by a
town, village or county:

= the size of the fund (a set percentage may not be
appropriate);

= cash flow requirements (the timing of receipts
and disbursements in an ensuing fiscal year);

= the certainty with which revenues and expendi-
tures may be estimated (the greater the uncer-
tainty, the greater the need may be for unappro-
priated funds); and

= the government’s experience in prior fiscal
years.b1

There is no guidance from the State Comptroller
as to what portion, if any, of a municipality’s health
claim liability might be funded through unappropri-
ated fund balance.

Prudent financial planning would suggest that
the IBNR liability be monitored and set aside to insure
that a big increase in appropriations is not needed if
the municipality wishes to change funding arrange-
ments in the future. Municipal employers should be
ready to document claim payments and trends to
support any reserve balances they may wish to retain.
They may need to retain a consultant to provide an
independent report in support of added reserves,
especially in the early years of a self-funded arrange-
ment. The State Comptroller has provided links to
state procurement contracts for actuarial consulting
services in its guidance for the financial reporting of
post-employment health costs.5?

Special Contractual Considerations of New
York Municipalities

In addition to funding restrictions placed on mu-
nicipalities by New York law, New York law also regu-
lates the contractual relationship between the employer
sponsor of a self-funded health plan and its contract
administrator. Paragraph 6 of Section 92-a of the Gener-
al Municipal Law requires that any such agreements be
entered into pursuant to competitive bidding, or writ-
ten requests for proposals, in accordance with Section
104-b of the General Municipal Law.

In addition, GML Section 92-a prescribes provi-
sions that must be included in any agreement with a
health plan’s contract administrator. They include:

= a statement that payment of services will be
made only after the services are rendered;

= a provision that the contract administrator will
be liable to the public corporation for any loss or
damage that may result from any failure of the
contract administrator to discharge their duties,
or from any improper or incorrect discharge of
those duties, and reserves to the public corpora-
tion all legal rights are set off;

= a requirement for the contract administrator to
hold the public corporation harmless from any
loss occasioned by or incurred in the perfor-
mance of its services for the public corporation;

= a requirement that the administrator post a
surety bond, letter of credit or other security to
secure its performance under the agreement;

= a requirement that the contract administrator
undergo an annual audit by an independent cer-
tified public accountant of its accounting proce-
dures and controls; and

< a limit on the term of the agreement of five years
but allowing the municipal corporation to termi-
nate the agreement upon 30 days’ notice.3

These provisions will likely be at odds with the
standard service agreement to be proposed by a third-
party administrator. These administrators invariably
ask for a “gross negligence” standard with respect to
imposing liability for their mistakes. Further, the need
for an independent audit will eliminate smaller com-
panies that do not currently undergo that process. In
order to be sure that their service agreement conforms
to General Municipal Law requirements, the employer
should enclose a proposed service agreement, with the
required provisions, in its requests for proposals from
third-party administrators.

Funding Options

New York does recognize two arrangements that
will allow for the appropriate funding for a self-in-
sured health plan.
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Atrticle 47 of the New York State Insurance Law
allows for the establishment of a municipal coopera-
tive health benefit plan (MCHBP), a shared funding
arrangement among municipalities to provide health
benefits for their employees. The standards for estab-
lishing a MCHBP are set forth in detail in Article 47.

Article 47 requires that at least three municipal
corporations participate in the plan and that there be
at least 2,000 covered employees (including retirees,
but not including dependents).®* The plan must have a
written commitment for stop-loss insurance and must
have premium rates established by an actuary, evi-
dencing that its premiums will be sufficient to meet its
contractual obligations and satisfy reserve and surplus
requirements.5®

A MCHBP must have a reserve fund for the pay-
ment of claims and related expenses reported but not
yet paid, and claims and related expenses incurred but
not yet reported, no less than 25% of the expected in-
curred claims and expenses for the current plan year.%

Section 4706 of the Insurance Law allows a MCHBP
to reduce the 25% minimum reserve based upon a dem-
onstration by a qualified actuary that a lesser amount
would be adequate. The Superintendent of the Insur-
ance Department must approve the application for a
lower reserve.%

Because of the need to pre-fund these reserves
prior to the establishment of a MCHBP, there are cur-
rently only eleven of these certified plans in New
York State. Only one, the Greater Tompkins County
Municipal Health Insurance Consortium, has been
certified since 2003. As a result, the Department of
Financial Services issued a report on the impact of the
claim reserve requirements under Section 4706 of the
Insurance Law, recommending additional flexibility
in the initial reserves required.®® That report recom-
mends separate reserve determinations by actuaries
for medical claims and prescription drug claims and a
reserve of no less than 17% of incurred claims for med-
ical claims and no less than 5% for prescription drug
claims. To date, the Insurance Department (now the
Department of Financial Services) has agreed to reduce
the 25% reserve minimum to a level no less than 17%
of expected incurred claims and expenses for all but
two MCHBPs now operating in the state.%?

The second method by which a municipality may
set aside funds to self-insure benefits is through pay-
ments, pursuant to a collective bargaining agreement,
to a union welfare fund that would provide those ben-
efits to its members.”® The State Comptroller has recog-
nized that municipalities may contract to make fixed
contributions under a collective bargaining agreement
to a union fund for the purchase of health insurance
benefits.”

Union welfare funds are governed by Article 44
of the New York Insurance Law and are defined to in-
clude any trust fund established or maintained jointly
by one or more employers together with one or more
labor organizations.”? Unlike in the private sector,
where such funds must be governed by a joint board
with an equal number of representatives from employ-
ers and unions, many of these welfare funds estab-
lished by municipal unions are administered solely by
union-designated trustees.”

“While many public employers may be
enticed to consider self-funding their
health benefit plans to control costs

in the new regulatory environment
brought about by the Affordable Care
Act, the fiscal controls placed on these
employers by New York law make
budgeting and planning for these
changes difficult and compound the
risks that apply to any employer that
self-insures.”

Because welfare funds administered only by
union trustees are exempt from registration with the
State, there is little information on the number of these
welfare funds and the assets they hold.” Jointly ad-
ministered welfare funds must file annual financial
statements with the New York State Department of
Financial Services.”® As of 2012, there were twenty-two
such welfare funds registered with the State.”®

Article 44 of the Insurance Law does not contain
any reserve requirements or any other requirements
as to premiums or funding similar to those imposed
on municipal cooperative health benefit plans. The
bargaining parties must agree upon contribution levels
that will cover current costs and maintain adequate
reserves. For that reason, any employer that contrib-
utes to such a fund should obtain assurances that the
fund has adequate reserves to pay any claim run-outs
so that employees are adequately protected.

In order for a welfare fund to be considered as
maintained pursuant to collective bargaining agree-
ment, the Department of Financial Services looks to
federal regulations.”” These regulations only allow 10%
of the employees covered by the fund to be non-union
employees.”® Therefore, this arrangement may not be
an option for the employer’s entire workforce.

Conclusion

While many public employers may be enticed to
consider self-funding their health benefit plans to con-
trol costs in the new regulatory environment brought
about by the Affordable Care Act, the fiscal controls
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