By Paul J. Ondrasik, Jr. and
Eric G. Serron

Editor’s Note: Part 2 of this article will
appear in the Summer 2008 issue of
Infrastructure.

s the 2008 presidential
election approaches,
health care reform again

has become a topic of national
debate.! Statistics show that the
cost of health insurance and
health services continues to
outpace the growth in work-
ers’ earnings and the rate of
inflation.? National health care
spending reached 16 percent of
gross domestic product (GDP)

in 2006 and is expected to reach 19.5 percent of GDP by 2017.?

The rising cost of health coverage has strained our
employer-provided health care system. Since 2000, the
percentage of private employers offering health coverage
to their employees has fallen from 69 to 60 percent.* The
population under age 65 without any form of health cover-
age increased from 15.6 percent in 2000 to 17.9 percent in
2006.°> This increase in the non-covered population may be
attributed to a 6 percent decline in the number of under-65
individuals with employment-based coverage—from 68.4
to 62.2 percent.® Indeed, this increase might have been
even greater during this period had it not been for increas-
es in the percentage of non-elderly individuals with some
form of public or individually-purchased coverage.”

In an effort to expand health coverage for their citi-
zens, many states have attempted to experiment with
health care reform. Recognizing that these efforts may be
susceptible to challenge as preempted by the Employee
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Retirement Income Security Act of 1974 (ERISA), many
health care reform advocates have urged a narrowing of
the scope of ERISA preemption, either by court interpre-
tation or by congressional amendment. This article sum-
marizes the history and purpose of ERISA preemption,
explains the preservation of state authority to regulate
insurance, discusses the application of ERISA preemp-
tion in the welfare plan arena, and explores the current
controversy over whether ERISA preempts state “pay or
play” laws.

History and Purpose of
ERISA Preemption

ERISA’s primary goal is to protect
the interests of participants and ben-
eficiaries and to make sure that plans
deliver on their benefit commitments.
It establishes minimum standards of
participation, vesting, and funding
for pension plans. For both pension
and welfare plans, it also establishes
reporting and disclosure rules, fidu-
ciary standards, and a civil enforce-
ment scheme that provides ready
access to the federal courts.

But Congress also had an addi-
tional goal when it enacted ERISA,
one that is often at odds with the
goal of protecting employees’
interests. That goal was to preserve,
protect, and expand the private,
employer-sponsored system for pro-
viding pension and welfare benefits.?
A key feature of the employer-sponsored system is that
it is purely woluntary.” Employers are not required to
establish employee benefit plans.'® When employers do
establish plans, decisions regarding the benefits to be
provided, including the type and amount of benefits,
are left largely to the employers’ discretion.!' Congress
recognized that over-regulation of employee benefit
plans could encourage “employers to respond . . . by
decreasing benefits under existing plans or slowing
the rate of formation of new plans.”"* Tt thus sought to
minimize the costs and burdens of maintaining employ-
ee benefit plans in order to promote their growth.'

ERISA’s broad preemption provision is a major
component of the statutory scheme. Indeed, without
this preemption provision, ERISA might never have
been passed.'* With narrow exceptions, ERISA § 514(a)
expressly preempts “any and all State laws insofar as
they may now or hereafter relate to any employee
benefit plan described in § 4(a) and not exempt under
§ 4(b).” The plans described in section 4(a) include
both pension and welfare plans established or main-
tained by an employer, employee organization, or both.
Exempted plans include governmental plans, church

ERISA preempts
‘“any and all”’
state laws.

plans, and plans “maintained solely for the purpose
of complying with applicable workmen’s compensa-
tion laws or unemployment compensation or disabil-
ity insurance laws.”" Significantly, plans that must be
maintained to comply with state health insurance laws
are not exempted under section 4(b).1°

ERISA’s preemption clause is referred to in the legis-
lative history as the statute’s “crowning achievement.”"”
It was “intended to preempt the field for Federal
regulations, thus eliminating the threat of conflicting
or inconsistent State and local regulation of employee
benefit plans.”™® As the Supreme Court has explained,
section 514(a) “indicates Congress’s intent to establish
the regulation of employee ben-
efit plans ‘as exclusively a federal
concern.””” “A patchwork scheme
of regulation would introduce con-
siderable inefficiencies in benefit
program operation, which might
lead those employers with existing
plans to reduce benefits, and those
without such plans to refrain from
adopting them.”? ERISA’s pre-
emption provision is intended to
ensure that “plans and plan spon-
sors [will] be subject to a uniform
body of benefits law; the goal [is]
to minimize the administrative
and financial burden of comply-
ing with conflicting directives” and
to avoid “requiring the tailoring
of plans and employer conduct to
the peculiarities of the law of each
jurisdiction.”?!

There is nothing accidental about the application
of this preemption provision to health plans and other
types of welfare benefit plans. Earlier versions of the
bill would have preempted only “state laws relating to
specific subject matters covered by ERISA.”#* Congress
rejected such a narrow preemption provision, opting
instead to broadly preempt all state laws that “relate to
any employee benefit plan.”* Senator Jacob Javits, one
of the bill’s principal sponsors, explained the rationale
in terms that specifically referenced the need to pro-
vide broader preemption for both welfare and pension
plans: “[The earlier] formulation raised the possibility
of endless litigation over the validity of State action
that might impinge on Federal legislation, as well as
opening the door to multiple and potentially conflicting
State laws hastily contrived to deal with some particular
aspect of private welfare or pension benefit plans not clearly
connected to the Federal regulatory scheme.”*

ERISA, as enacted, imposed virtually no substan-
tive requirements on welfare plans.” As a result, the
scope of preemption in the welfare plan arena would
have been significantly narrowed if the earlier versions
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of the preemption provision had been enacted. One

of the concerns in the welfare plan context that led

to the enactment of the more expansive preemption
provision was “a fear that ‘state professional associa-
tions’” would otherwise hinder the development of such
employee-benefit programs as ‘pre-paid legal service
programs.”? Some labor unions had established collec-
tively bargained pre-paid legal services plans, which led
to a dispute between the American Bar Association and
the AFL-CIO over “whether the panel of lawyers avail-
able to provide services under these plans should be
open or closed.”” The AFL-CIO favored closed panels
and wanted to ensure that ERISA’s preemption clause
was broad enough to encompass state laws that might
prohibit closed-panel legal services plans.?

Another concern in the welfare plan area was that
Hawaii had just enacted the Hawaii Prepaid Health
Care Act,” which required employers to provide Hawaii
employees with a comprehensive health care plan.
Although ERISA’s legislative history does not refer to the
Hawaii law, Michael Gordon, then minority counsel to
Senator Javits, wrote in March 1993 that the Hawaii law
had been brought to the conferees’ attention through
“intense lobbying.”® According to Gordon, “[w]hile
Hawaii’s labor unions had supported the Hawaii health
law, the AFL-CIO feared (as did big business) that a
series of state laws with varying health plan require-
ments would impose impossible compliance burdens on
large multistate plans.”

The Ninth Circuit later held that the Hawaii law was
preempted by ERISA § 514(a).** The Court rejected
arguments that Congress intended to exempt plans
mandated by state law from ERISA’s coverage, that the
Hawaii law was exempt as a “disability insurance law”
under ERISA § 4(b)(3), and that ERISA § 514(a) was
“not intended to prevent the operation of laws like
the Hawaii Act pertaining principally to benefits rather
than administration.”*

At the time of the Ninth Circuit’s decision, a bill was
pending in Congress that would have amended ERISA
to exempt the Hawaii law and “any other State law which
is determined by the Secretary of Labor to (i) be sub-
stantially identical to such Hawaii law on such date, and
(iD) require benefits which are substantially identical in
type and amount to those required or permitted under
such Hawaii law on such date” from preemption.** This
proposal failed.

Congress finally amended ERISA in 1983 to provide
a limited exception to preemption for the Hawaii law.
The amendment saves from preemption the substantive
provisions of the Hawaii law that were in effect on the
date of ERISA’s enactment, except to the extent that
they address matters governed by the reporting, disclo-
sure, and fiduciary responsibility provisions of ERISA.*
Unlike the 1979 proposal, the 1983 amendment did not
authorize the secretary of labor to approve any other

state’s health care law. Instead, in language that was not
made part of ERISA itself, the amendment made clear
that “[tthe amendment made by this section shall not be
considered a precedent with respect to extending such
amendment to any other State law.”*

ERISA’s Preservation of State Authority
to Regulate Insurance

In enacting ERISA, Congress carved out an excep-
tion to preemption for “any law of any State which
regulates insurance.”” This exception to preemption is
commonly referred to as the insurance “saving clause.”
As interpreted by the U.S. Supreme Court, the insur-
ance saving clause allows states to regulate not only
insurance companies, HMOs, and other insurance
organizations, but also the substantive terms of any
contracts issued by such organizations.*® The Supreme
Court recently clarified the scope of the exception,
holding that it saves a state law if it (1) is “specifically
directed toward the insurance industry,” and (2) “sub-
stantially affects the risk pooling arrangement between
the insurer and the insured.””

The states’ authority to regulate insurance under the
saving clause is subject to two significant exceptions.
First, states cannot use the insurance saving clause to
create alternative state causes of action that have the
effect of duplicating, supplementing, or supplanting
ERISA’s civil enforcement provision. The Supreme Court
has made clear that any such alternative state cause
of action interferes with Congress’s intent that ERISA’s
civil enforcement provision be “exclusive” and is thus
preempted by the Supremacy Clause of the U.S. Consti-
tution.” For example, although a state law that regulates
the substantive terms of insurance contracts may be
saved from preemption, the Supremacy Clause would
nonetheless preempt any state cause of action under
the law allowing ERISA plan participants to enforce the
substantive contract terms.

Second, the insurance saving clause is itself subject
to a statutory exception that has been construed to
exempt self-funded plans from state laws regulating
insurance. By the time ERISA was enacted, the num-
ber of self-funded plans had grown dramatically,* and
states were beginning to regulate them under their
insurance laws. For example, a Missouri trial court
ruled that Monsanto’s self-funded health and disability
plan could not pay benefits until it subjected itself to
regulation under Missouri’s insurance code and met
applicable licensing requirements.*

Both business and organized labor were afraid that
self-funded plans would become impractical if states were
permitted to regulate them as insurance companies.*
The result was an exception to the saving clause,
which provides that no employee benefit plan “shall be
deemed to be an insurance company or other insurer

.. or to be engaged in the business of insurance . . .
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for purposes of any [State] law purporting to regulate
insurance companies [or] insurance contracts.” This
provision, known as the “deemer clause,” exempts “self-
funded ERISA plans from state laws that ‘regulatle] insur-
ance’ within the meaning of the saving clause.” Thus,
“if a plan is insured, a State may regulate it indirectly
through regulation of its insurer and the insurer’s insur-
ance contracts; if the plan is uninsured, the State may
not regulate it.”

According to recent statistics, approximately 132.8
million individuals received health coverage from ERISA
plans (both insured and self-funded) in 2006.7 Roughly
59.8 million of these individuals were covered by
insured plans, leaving about 73 million covered by self-
funded plans.® Large employers are much more likely
to provide coverage through self-funded plans. In 2006,
approximately 89 percent of workers employed by firms
with 5,000 or more employees were covered by self-
funded plans.® In contrast, only 13 percent of workers
employed by firms with less than 200 employees were
covered by self-funded plans.®

[Part 2 of this article, which looks at the application of the
ERISA preemption in the welfare plan arena and the impact of

the ERISA preemption on state “play or pay” laws, will appear in

the summer 2008 issue of Infrastructure. Issues of the newsletter
are posted online for Section members at http://www.abanet.org/
pubutil/home.html and available to nonmembers on LexisNexis.)
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