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Introduction

Several state and local governments have
recently imposed assessments on employers
to help fund health care access initiatives.
Including employers in financing health
care takes advantage of the historic role

of employer-based health coverage while
providing alternative health care options

for uninsured workers via broadly shared
financing. The federal Employee Retirement
Income Security Act of 1974 (ERISA) can
become an issue when state or local laws
appear to affect whether and how employ-
ers offer worker health coverage. ERISA
preempts laws that “relate to” private sector
employer-sponsored benefit plans because
the laws either refer to such plans or have
an impermissible connection with them. In
the last three years, federal courts of appeal
have reached different conclusions about
whether ERISA preempts employer “pay or
play” laws in Maryland and California.

This Issue Brief discusses implications of
these court cases for state health reform.
After outlining the reasons states may want

to include employers as a source of health

care financing, the paper discusses ERISA’s
preemption principles, describes state and
local laws that have imposed employer fees,
and notes the key findings and conclusions
from the court of appeals opinions. Based
on principles drawn from these court deci-
sions, the Brief then offers suggestions for
how states can include employer assess-
ments in financing health care programs
while minimizing grounds for ERISA chal-
lenges, recommending that states: 1) not
require employers to offer worker health
coverage; 2) establish broad-based univer-
sal coverage programs funded partly with
employer assessments for which paying
employers’ workers are eligible; 3) remain
neutral regarding whether employers offer
health coverage or pay the assessments; 4)
impose no conditions on employer coverage
to qualify for a credit against the assessment;
5) consider allowing an array of spending
options beyond traditional health insur-
ance plans to qualify for a credit against
the assessment; 6) minimize administrative
impacts on ERISA plans in the state pro-
gram; and 7) avoid references to ERISA
plans when drafting legislation.
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Policy Framework

State health policymakers have several
reasons to include employers as sources

of financing health care access initiatives.
Foremost is the fact that employers cur-
rently pay a large share of the nation’s
health care bill: the vast majority of
Americans under age 65 (62 percent in
2007) receive health benefits through their
own employers or that of a family mem-
ber.! Substituting public revenues for these
private sources would be difficult politically
and fiscally — even when state economies
are strong. And sharing financing across
an array of payers such as individuals,
employers and even health care providers?
becomes more attractive when state rev-
enues decline during economic downturns.
Surveys indicate that the general public
and employers support a continued role
for employers to offer health coverage and

share in its cost.?

Developing a public health care program
funded in part by employer contributions
can provide uninsured workers access to
affordable coverage options. People work-
ing in large firms are much more likely
than those in small firms to have health
coverage.* But even in larger firms some
workers lack access to coverage because
it is not offered to part-time or temporary
employees or to workers during waiting
periods; and, of course, some workers
offered coverage cannot afford their share
of the premium.’ Public programs often
include children of employees who either
have no workplace insurance or cannot
afford to cover their dependents.

In recent years, the proportions of both
employers offering health coverage and
workers covered by employer-sponsored
plans have declined, primarily among small
firms.% States have attempted to encourage
more employers to offer and contribute to
employee health benefits through voluntary
initiatives such as tax credits and purchas-
ing pools, as well as subsidies for lower
income workers. Because these policies
have not reversed the trend of declining
health coverage, some states have enacted
or considered mandatory approaches, such

as assessments on non-insuring employers

or broad-based “pay or play” strategies. In
a “pay or play” model, the state imposes an
assessment on employers,” which is waived
if the employer pays for employee health
coverage or is reduced by the amount of

an employer’s health care expenditure.

State and Local Access Initiatives
that Include Employer Financing
About 20 years ago, two states enacted
employer pay or play programs that were
never implemented.® More recently, a 2003
California pay or play law was signed into
law but repealed by a public initiative the
following year.” Interest in this financ-

ing model resurfaced in recent years, with
three states and three local governments
adopting various types of pay or play laws
in 2005 and 2006. In 2007, the California
Assembly passed a pay or play law that
had the approval of the governor, but the
bill died in the state Senate. These laws are

outlined below:

State Initiatives

Maryland: In January 2006, Maryland enact-
ed the “Fair Share Act.” The law required
for-profit employers of 10,000 or more work-
ers that did not spend at least 8 percent of
payroll on “health insurance costs” to pay the
difference into a fund supporting the state’s
Medicaid program. The health care spending
threshold for non-profit organizations was 6
percent of payroll. The law defined “health
insurance costs” broadly to include any health
care spending (including employer-funded
medical savings accounts) deductible by

an employer under federal income tax law.
Employers subject to the law were required
annually to report to the state the number of
workers and percentage of payroll spent on
employee health care.

Wal-Mart, the only employer subject to the
payment obligation by virtue of its size and
health care spending level, was a member of
an organization that challenged the law on
preemption grounds. In July 2006, a federal
district court held that ERISA preempted the
law'® and this decision was upheld by the 4*
Circuit Court of Appeals in eatly 2007." This
appellate decision is discussed below.

Massachusetts. In April 20006,
Massachusetts adopted a comprehensive
health care access law, requiring all state
residents who can afford to buy health
insurance to obtain coverage or face tax
penalties.'? The law merged the individual
and small group health insurance markets
and created the “Connector,” which links
individuals and firms with 50 or fewer
employees to approved health insurance
products (but products for individuals and
small groups can be bought in the merged
insurance matket, independent of the
Connector). The Connector administers
the Commonwealth Care Health Insurance
Program, which subsidizes coverage

for residents with lower and moderate
incomes. The law also requires employers
with 11 or more employees to establish tax
code Section 125 plans that allow workers
to purchase health insurance with pre-tax
income and to pay the state an annual
assessment of up to $295 for each full-time
equivalent employee if the employer does
not offer and contribute a “fair and rea-
sonable” amount toward employee health
insurance premiums. This condition was
originally defined by the state Division of
Health Care Finance and Policy as being
met if at least 25 percent of the employees
were enrolled in an employer-sponsored
plan or the employer paid at least 33 per-
cent of the worker premium. The Division
has recently amended the regulations to
allow the assessment on employers with
over 50 employees to be waived only

if both the minimum enrollment and
employer premium contributions are met
or if at least 75 percent of their workers
are enrolled in the company’s health plan.
Although portions of the Massachusetts
law could raise ERISA issues, it has not yet
been challenged in court.”

From the law’s July 2006 implementa-
tion through March 2008, approximately
440,000 previously uninsured state resi-
dents have obtained insurance coverage:
57 percent through subsidized public
programs, 36 percent from employer-
sponsored insurance and 7 percent as
individuals.! In its first year of operation
(October 2006 through September 2007),
approximately 24,000 employers had 11
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or more workers. Fewer than 1,000 of
them (3.6 percent) were required to pay
the assessment (totaling $7.7 million)
because they did not meet one or both
waiver conditions."” The proportion of the
state’s employers that offer insurance has
grown slightly since 2001, in contrast with
the national decline of employers offering
coverage during that period.'® Employers

report satisfaction with the program.!’?

Vermont. In 2006, Vermont enacted the
Catamount Health Plan and Catamount
Health Assistance Program to offer sub-
sidized health products to uninsured
Vermont residents (including subsidies for
employer-sponsored coverage), empha-
sizing care for chronic conditions. The
program is financed by tobacco taxes,
income-based premiums paid by enrollees,
and assessments paid by employers with
more than six employees (declining to four
employees as of July 2009) of $365 per
year per uncovered full-time equivalent
worker (with exceptions for small employ-
ers). Uncovered employees are defined

as those who are either: 1) not offered
coverage for which the employer makes a
contribution; 2) not eligible for employer-
offered coverage; or 3) offered and eligible
for but not enrolled in the employer’s plan
or covered under other public or private
sector plans. Employers must report to
the state the number of hours worked by
uncovered employees and keep records
related to the law’s requirements. As with
the Massachusetts law, the Vermont statute
might raise some preemption issues but
has not been challenged in court.'®

In the first 12 months of the new pro-
gram’s operation (November 2007 through
October 2008), Vermont subsidized premi-
ums for 7,700 people, 15 percent of whom
receive insurance through the workplace.
In the first year employers were subject

to the fee (May 2007 through April 2008),
approximately 1,000 employers paid assess-
ments totaling $5.5 million.

California. In a special legislative session in
late 2007, the California Assembly passed
ABX1 X, which would have created a com-
prehensive health care access program: 1)
requiring state residents (with certain hard-
ship exemptions) to have insurance cover-
age; 2) providing public subsidies for health
coverage for low and lower middle income
residents (including Medicaid expansions);
and 3) offering the opportunity for individu-
als and workers without employer cover-
age to buy insurance from a public pool.
Financing for the entire program (including
coverage under the purchasing pool) would
have come from a combination of enrollee
premiums, employer fees (ranging from 1
percent to 6.5 percent of payroll depending
on employer revenues), hospital assess-
ments, and county government contribu-
tions. Because the state’s constitution limits
the legislature’s authority to impose new
taxes, the revenue provisions were placed
into a separate initiative to be submitted to
the electorate in 2008." The program had
the support of Governor Schwarzenegger
but failed in the state Senate in eatly 2008.

Local Initiatives

New York City. In August 2005, New
York City passed an ordinance requiring
grocers employing 35 or more employees
or with at least 10,000 square feet of retail
space to pay “prevailing health care expen-
ditures” (estimated to be $2.50 to $3.00 per
hour) for their workers or face fines and
license revocations. The law defined health
care expenditures as employer spending
on health insurance, direct services, reim-
bursing employees for the cost of services,
contributions to Health Savings Accounts
(HSAs), and similar expenditures. The law
was never implemented and was with-
drawn after federal courts in Maryland and
Suffolk County held that ERISA preempt-

ed similar laws.

Suffolk County. In October 2005, New
York’s Suffolk County passed an ordinance
similar to the one in New York City requit-
ing grocery retailers with at least 25,000
square feet of retail space, 3 percent of
floor area used for selling groceries, or

over $1 billion in revenue (if grocery sales

accounted for at least 20 percent of that
total) to spend at least $3.00 per hour on
employee health care expenditures (defined
similarly to spending under the New York
City law). The law apparently would have
applied primarily to large retailers, like Wal-
Mart, that did not meet the expenditure
threshold.?® The local law was challenged
on ERISA grounds and, in 2007, a federal
district court held it preempted, basing its
reasoning on that of the 4™ Circuit and the
similarities between the ordinance and the

Matyland law.?!

San Francisco. In August 2006, San
Francisco created the Health Access Plan
to provide health care to city residents
through its public health department clin-
ics and hospitals. The program is financed
by individual contributions and employer
assessments. For-profit employers with
between 20 and 99 employees and non-
profit employers with at least 50 employees
must spend at least $1.17 per hour on
employee health care; for-profit employers
with 100 or more workers must spend at
least $1.76 per hour. Spending can include
an array of options such as payments to
third parties like insurers, reimbursement
for employee health spending, fund-

ing HSAs, or payments to the city. If an
employer pays the city, its uninsured work-
ers residing in the city are entitled to enroll
in the Health Access Plan and nonresidents
receive medical reimbursement accounts to

purchase health care elsewhere.

The law was challenged in court on pre-
emption grounds by the Golden Gate
Restaurant Association. In late 2007, a
federal district court held that ERISA
preempts the city’s ordinance. But the 9"
Circuit Court of Appeals stayed that deci-
sion, pending the city’s appeal, allowing
the program to be implemented in early
2008. As discussed below and in Appendix
A, the appellate court reversed the district
court’s decision in September 2008. % The
Health Access Program has enrolled more
than 27,000 uninsured workers in its first
eight months of operation in 2008, repre-
senting one-third of the estimated number

of uninsured San Franciscans.?
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ERISA’s Preemption Provisions
ERISA was enacted to remedy fraud and
mismanagement in private-sector employer
pension plans.® It also applies to other
employee benefit plans, such as health cov-
erage, sponsored by private-sector unions
or employers (other than churches). It
does not apply to plans operated by public
employers such as state or local govern-
ments. Private sector employee benefit
plans, which include health coverage, are
“ERISA plans,” regardless of whether
they are offered through insurance or self-
insured by the sponsor.? While regulat-
ing pension plans in considerable detail,
ERISA imposes fewer regulations on
employer-sponsored health plans.

Despite its limited standards for health
plans, ERISA contains a broad preemption
provision (the “preemption clause”) stat-
ing that federal law supersedes any state
law that “relates to” ERISA plans, except
those that regulate insurance, banking, and
securities.”’ States cannot deem employet-
sponsored plans themselves to be insurers.
Consequently, states are prohibited from
regulating employee health plans directly.
They can, however, regulate the insurers
with which an employer plan contracts,
creating the distinction between insured
plans (which states can regulate by regulat-
ing insurers) and self-insured plans (which

they cannot).

Because ERISA’s preemption provisions
are not particularly clear on their face,
courts have been interpreting them in the
34 years since ERISA was enacted. From
1974 thorough 1995, the U.S. Supreme
Court took an expansive view of ERISA
state law preemption. The Court noted, for
example, that the preemption clause was
“conspicuous in its breadth.”?® The Court
overturned state laws with any impact on
or reference to an ERISA plan’s benefits,
structure, or administration.?’ The Court
did suggest that state laws with a “tenuous,
remote, or peripheral” impact on ERISA
plans would not relate to them,* though it
has never applied that exception explicitly.

Following early Supreme Court precedent,
lower federal courts invalidated Hawaii’s
1974 mandate that employers provide
worker health coverage® and California’s
1973 law setting benefit standards for
employer-sponsored managed care plans,
including self-insured plans.*> A 1983
amendment to ERISA authorized the

Hawaii employer mandate.

In a ground-breaking development—the
1995 Travelers Insurance decision—the Supreme
Court narrowed the reach of ERISA’s pre-
emption clause by limiting the types of state
law impacts on ERISA plans that cause
preemption. ** It held that ERISA did not
preempt New York’s hospital rate-setting
law, even though the legislation imposed
some costs on ERISA health plans because

it made buying coverage from commercial
insurers more expensive than coverage from
Blue Cross plans. The Court reasoned that
the law would not compel plan administra-
tors to structure benefits in a particular way
or limit their ability to design uniform inter-
state benefit plans — a primary objective of
the preemption clause. The Court noted that
“cost uniformity was almost certainly not

an object of preemption.”** It also observed
that a state law might impose cost burdens

so exorbitant that they removed any actual
choice and therefore could be preempted.
The Coutt also stated that “acute, albeit indi-
rect economic effects” could suffice to force
an ERISA plan to “adopt a certain scheme of
substantive coverage” and therefore might be
preempted.®® But in the Court’s view, the 24
percent hospital cost surcharge paid by com-
mercial insurers was not high enough to cause
ERISA to preempt the New York law.*

The Court also has interpreted ERISA’s
so-called insurance “savings clause,” which
exempts state insurance regulation from
preemption.’’ In addition to applying the
preemption clause, the Supreme Court has
held, under general constitutional prin-
ciples of federalism, that state laws govern-
ing coverage disputes between health plans
and enrollees directly conflict with ERISA
and are preempted on that ground alone.*®

The Court has held in Travelers and sub-
sequent cases that it would not presume
(without clear evidence to the contrary)
that Congress intended ERISA to preempt
laws in areas of traditional state authority.
Despite greater flexibility granted to state
laws, however, the Supreme Court’s two
basic tests for preemption remain. A state
law will be preempted if it:

® Refers to an ERISA plan, either explic-
itly* or by requiring reference to an
ERISA plan in order to comply with the

state law, *“Cor

® Has a connection with an ERISA plan
by substantially affecting its benefits,*!

administration,* or structure.®’

Court of Appeals “Pay or Play”
Law Decisions

4* Circuit Decision. In January 2007,
the 4" Circuit Coutt of Appeals held that
ERISA preempted the Maryland Fair Share
Act.* This decision and its implications
for state health policy were discussed in an
earlier Issue Brief.* The Court of Appeals
did not address the “reference to” test

but looked only at whether the state law
bore an impermissible “connection with”
employer-sponsored health coverage. First,
it held that the law was not a tax but a
health benefits mandate because its pur-
pose was to compel Wal-Mart to increase
health care spending, citing the legislative
sponsors’ statements about their objectives.
The law was preempted because, unlike
laws at issue in Travelers and related cases, it
regulated health plan structure by obligat-
ing designated employers to provide “a cer-
tain level of benefits.” The Court held that
the law created an “irresistible incentive”
for the employer to expand its existing
ERISA plan in order to spend the required
funds on behalf of its own employees. The
Court dismissed as impractical alternative
spending options offered by the Maryland
law (such as funding HSAs or operating
employee clinics) and also applied an ear-
lier Supreme Court case, Egelhoff v. Egelhoff,
holding that ERISA preempted a state law
allowing employers to opt out of a
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state requirement.*® Finally, the Court of
Appeals held the law would conflict with
laws enacted or under consideration at that
time in several other states and localities.
One of the three appellate judges dissented
on the grounds that the state law was
merely a spending requirement, not a ben-
efits mandate, and did not interfere with
uniform national employee benefits admin-
istration because its only direct require-
ment, record-keeping, was too insubstantial
to constitute such interference. Legal ana-
lysts have disagreed over the soundness of
the 4* Circuit’s opinion and its application

to other state laws.*’

9 Circuit Decision. In contrast, in
September 2008, the 9™ Circuit Court of
Appeals upheld the San Francisco ordi-
nance against a preemption challenge. The
Court noted that funding health care for
lower and moderate income people is a tra-
ditional area of state responsibility that, as
noted by the Supreme Court in the Travelers
case, should not be preempted without

clear congressional intent to do so.

Then the Court of Appeals held that the
ordinance does not relate to ERISA plans
under either Supreme Court preemption test.
The law is not connected with ERISA plans
because its only employer obligation is to
make a payment (not to maintain an ERISA
plan or provide particular benefits), so, like
the hospital surcharges at issue in the Travelers
case, the law does not “bind plan administra-
tors to a particular choice.” The Court also
held that ERISA does not preempt a law with
which employers can comply through means
other than via an ERISA plan — using an
ERISA plan to meet the law’s requirements
is the employer’s choice but not required by
the law. The Court further noted that record-
keeping requirements were not connected
with ERISA plans because they exist for all
employers regardless of whether they offer
ERISA plans. The Court held that the city’s
ordinance does not refer to ERISA plans
because it does not act on ERISA plans —
involving only employer spending and not
benefits or plan administration. Furthermore,

enforcement of the ordinance does not

depend on the existence of an ERISA plan,
unlike the laws at issue in other Supreme
Court cases, because it is effective even if no
employers have ERISA plans.

Of particular interest to state health policy
makers, the 9" Circuit distinguished the
Maryland Fair Shate law and reasoning

of the 4* Circuit. Because Wal-Mart was
the only employer actually subject to the
Maryland law and its employees would
not benefit from any payment the retailer
would make to fund the state’s Medicaid
program, the 9* Circuit observed it was
reasonable for the 4" Circuit to conclude
that Wal-Mart faced an “irresistible incen-
tive” to expand its existing ERISA plan
and paying the state was not realistic. In
San Francisco, however, the 9* Circuit
noted, employees of “pay” employ-

ers could become eligible for the health
access program or a health reimbursement
account, a “tangible benefit” for employees
and “meaningful alternative” for employ-
ers. The plaintiff restaurant association has
requested a hearing before a full panel of
the Court of Appeals, and other commen-

tators have criticized the decision.*®

Reconciling the Decisions. The two
Court of Appeals decisions involve differ-
ent laws with different practical impacts,
but they also represent different views of
preemption analysis and so are not entirely
compatible with one another. By targeting
Wal-Mart in drafting their law, Maryland
legislators made it easy for the 4™ Circuit
to characterize the law as a benefits man-
date rather than a tax or other spending
requirement. Had the case been before

the 9" Circuit, that coutt might have con-
cluded that ERISA preempted such a law
directed only at one employer and whose
payment would not have direct benefits to
its employees. And because San Francisco’s
ordinance applied to a large number of
employers whose assessments partly fund-
ed the Health Access Program, the city’s
ordinance might have overcome preemp-

tion under the 4™ Circuit’s reasoning.“9

But while the differences in legislative objec-
tives, drafting, and practical impact make
the decisions somewhat easy to reconcile,
the Courts of Appeal appear to view ERISA
preemption of pay or play laws differently.
For example, although the 4* Circuit’s deci-
sion focuses on the law’s impact on Wal-
Mart, it did observe that most employers
would generally prefer to spend their own
money on their own employees rather than
pay a state assessment (while, of course, not
discussing the impact of a public program
for which employees of “pay” employers
would be eligible, which was not at issue

in Maryland). The 4™ Circuit also views

the potential for different employer assess-
ment laws and record-keeping requirements
across the country as undermining ERISA’s
objective of minimizing the burdens on
multi-state employers of complying with
varying state laws. In contrast, the 9" Circuit
found no such burden on plans because it
characterized the obligation as a spending
requirement (akin to taxes that vary across
states and localities) and noted that record-
keeping responsibilities would exist regard-
less of whether an employer had an ERISA
plan. The 4™ Circuit did not consider wheth-
er the Maryland law met or failed the “refer-
ence to” preemption test, but the 9" Circuit
took a fairly narrow view of how that test
has been applied in the three Supreme

Court cases where it has been used.

Finally, the two Courts of Appeal also
read differently the relevance of the
Supreme Court’s recent preemption case
law: 1) whether Travelers prohibits an
employer assessment that can be waived or
reduced for money the employer spends
on employee health care; 2) whether the
Supreme Court’s decision in the Egelboff
case® compels preemption of a state law
allowing plan administrators to opt out of
a state requirement; and 3) whether the
Supreme Court’s decision in the Dillingham
Construction > case prohibits preemption of
a law whose requirements can be satisfied
by means other than an ERISA plan (even
if an employer could also comply via an
ERISA plan).
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Implications for State Pay or Play
Laws. Technically, the two Coutts of
Appeals decisions are precedent only with-
in their jurisdictions,™ but courts in other
states will be guided by the reasoning in
these cases. As discussed in an earlier Issue
Brief,® the Massachusetts and Vermont
employer fee laws raise some preemption
issues, the former by conditioning the fee
waiver on an employer paying a minimum
share of the health insurance premium and
the latter because, to determine if the fee
must be paid, an employer arguably has to
refer to the eligibility terms of its ERISA
plan. The 4™ Circuit’s decision might not
itself provide direct support for a preemp-
tion challenge to either law, however.
First, those laws are much more compre-
hensive and affect a large proportion of
employers. Furthermore, their assessments
arguably are not so large as to create the
“irresistible incentive” for employers to
create or expand ERISA plans to avoid
paying the fee.

Massachusetts: The 9* Circuit opinion could
be cited by both supporters and opponents
of the Massachusetts laws. Supporters
might argue that the Massachusetts
employer fee helps support a compre-
hensive program (in this case, funding
CommonwealthCare and hospital uncom-
pensated care). But opponents could assert
that it affects an employer plan’s structure
by waiving the fee only if an employer
pays at least one-third of the employee
premium, which opponents might argue

is inconsistent with the 9" Circuit’s cau-
tion that it might find preemption if a law
attempted to dictate ERISA plan benefits.
Although the Massachusetts law does

not dictate plan benefits per se, it arguably
affects plan structure in violation of the
Supreme Court’s guidance that a state law
has a connection with an ERISA plan if

it affects the plan’s benefits, structure, or
administration. Even if the 9* Circuit’s
decision does not resolve preemption ques-
tions, however, Massachusetts could still
defend its law on the ground that the small
employer fee has such a “tenuous, remote,
or peripheral” impact on ERISA plans that

it does not relate to them.

Vermont. Vermont might be able to use the
9% Circuit’s narrow reading of the “refer-
ence to” test to defend its law against a
preemption challenge. Even though an
employer’s payment obligation depends

on which of its employees, if any, do not
enroll in an employer-sponsored plan, the
law does not dictate how a plan must be
structured nor is its enforcement depen-
dent on the existence of an ERISA plan—
if no plan exists, the employer pays the fee.
The employer need not look at the terms
of an ERISA plan to determine whether

it is required to pay the fee; it need only
determine which of its employees are unin-
sured under its own plan, another private

plan, or public coverage.

California: Had the 2007 California pay

or play proposal become law, it could
have been defended against a preemption
challenge under the reasoning of the 9
Circuit’s decision. The bill that passed the
state Assembly with the blessing of the
governor in the special legislative session
late in 2007 would have created a public
purchasing pool through which uninsured
Californians could purchase health cover-
age, funded by a combination of individual
contributions, employer assessments,
tobacco taxes, and hospital assessments.
Employers would have been required to
pay between 1 and 6.5 percent of payroll,
according to their revenues and would
receive a credit against the assessment for
actual spending on employee health care
(defined broadly and beyond spending
under traditional ERISA plans). Because
the program was even more comprehen-
sive than that in San Francisco and the
law offered employers alternative ways to
meet the spending requirement, under the
9 Circuit’s reasoning, it would likely have
overcome an ERISA challenge.™

Designing State Employer
Assessments to Avoid ERISA
Preemption

Although ERISA preemption remains a
complication for state health care access
initiatives financed with employer contribu-
tions, it is possible for state health policy
makers to craft pay or play programs to

avoid similarities with the Maryland law
that caused it to be preempted and take
advantage of elements of the San Francisco
ordinance that helped it overcome its pre-
emption challenge.

¢ Do not require employers to offer
health coverage to their workers. A
direct employer mandate would be pre-
empted under the line of precedent that
persists after Travelers, which invalidated
Hawaii’s law (which the 9" Circuit dis-
tinguished from the San Francisco ordi-
nance). Even if a law is drafted as a tax
or other assessment, targeting only one
or a few employers raises the potential
argument (relied on by the 4™ Circuit
and likely to be supported by employ-
ers’ statements in court documents) that
the state’s real object is to force those
employers to create or expand ERISA
plans.

® Establish a broad-based universal
coverage program funded in part
with employer assessments for which
paying employers’ workers are eli-
gible. While the 4" Circuit might not
agree, under the 9" Citcuit’s reasoning,
a health reform law should overcome
an ERISA challenge if the state’s objec-
tive is to establish a broadly-financed
public health coverage program but
allow employers the choice to spend
funds directly on their employees. Under
the 9" Circuit’s analysis, allowing the
employees of “pay” employers to be
cligible for the public program (perhaps
upon individual payment of income-
based premiums) constitutes a “tangible
benefit” that provides a realistic choice
between paying and playing.

® Remain neutral regarding whether

employers offer health coverage or pay
the assessment. If the state’s objective is
to assure universal or near-universal cov-
erage, it should be explicitly neutral with
respect to whether an employer pays the
assessment or spends directly on employee
health care. While courts typically examine
statutory language and not evidence of leg-
islative intent, the Maryland case illustrates
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the importance of state health policy mak-
ers avoiding any characterization that their
goal is to require employers to offer work-
place health coverage. The justification for
a credit against the assessment is to permit
employers to spend on worker health care
(to come within the broad language in
Travelers to avoid “binding plan adminis-
trators to a particular choice”). The law’s
sponsors should not express a preference

for either paying or playing.

¢ Impose no conditions on employer
coverage to qualify for the credit
against the assessment. Despite a
state’s concerns about whether a “play”
employer’s health benefit, cost sharing,
and premium contributions are adequate,
it is dangerous to condition a credit on
meeting qualifications that will directly
affect an ERISA plan’s benefits or struc-
ture. Even the 9* Circuit, which character-
ized the city’s employer assessment as a
spending requirement (contrasted with
the 4* Circuit’s depiction of the Maryland
law as a benefits mandate), noted that the
city ordinance does not specify the ben-
efits employers must offer. State health
policy makers and employee advocates
may worty that an unconditional spending
requirement may result in meager ben-
efits, especially in a costly workforce (for
example, one with many older workers).
Unfortunately, this policy concern remains
a limitation to designing a pay or play law
under ERISA constraints.

¢ Consider allowing an array of spend-
ing options beyond traditional health
insurance plans to qualify for the cred-
it. Both the Maryland and San Francisco
laws permitted employers a broad array
of spending options to qualify for the
credit against the assessment beyond tra-
ditional third party health insurance (or a
self-funded employer health plan). These
choices included funding HSAs (HSAs are
not ERISA plans®), reimbursing employ-
ees for services they purchased individu-
ally (which might occur outside a formal
ERISA plan), and direct provision of
health care through worksite clinics (which
can occur outside ERISA plans in certain
circumstances).*® The 4 Circuit did not
find these options likely to make up the

difference between what Wal-Mart already
spent on employee health care and the 8
percent of payroll requirement, and the

9™ Circuit focused ptimarily on the option
to pay the city without discussing other
types of spending that might occur outside
an ERISA plan. Allowing a broad set of
options for employer spending, some of
which could be offered outside an ERISA
plan, might avoid preemption under rea-
soning in the Dillinghan Construction case
but also raises the potential that spending
might satisfy all or most of the payment
obligation while offering inadequate ben-
efits and therefore presents a conundrum
for policy makers.

Minimize administrative impacts on
ERISA plans. States cannot tax ERISA
plans directly; the pay or play assessment
must be imposed on employers. While a
state pay or play law provides an incen-
tive for the employer (in its capacity of
ERISA plan sponsor) to evaluate whether
it is preferable (from cost, management,
and employee relations perspectives)

to pay the tax or cover workers, such a
burden should not compel preemption
under the reasoning of Travelers and the 9
Circuit decision. Designing a pay or play
program to be administered with other
state tax laws (e.g., for remitting unem-
ployment compensation taxes or with-
holding employee income taxes) can help
overcome arguments that the state law
imposes impermissible administrative bur-
dens. The 9* Circuit also noted that the
city’s record-keeping requirement did not
specifically burden ERISA plans because it
existed regardless of whether the employer
spent funds through an ERISA plan or
otherwise, but the 4™ Circuit opined that
that required record keeping on workplace
health spending would burden interstate
ERISA plan administration.

Minimize statutory references to
ERISA plans. Application of the
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Supreme Court’s “reference to” test has
always been unclear. The Court reiter-
ates this test in all its preemption cases
but has applied it in only three. The 2
Circuit Court of Appeal has held that a
state law must operate directly on, or be

premised on the existence of, an ERISA

plan rather than merely include the
words “ERISA,” “employer-sponsored
health plan” ot similar terms.*” The 9%
Circuit took a similatly narrow view of
this preemption test regarding the San
Francisco ordinance. The 4" Circuit did
not apply this test to the Maryland law.
When possible, a state could minimize
the risk of a preemption challenge by
drafting a pay or play law without explic-
it reference to ERISA plans but rather
refer to employer spending obligations
and the credit allowed against them.

Another consideration in designing a pay or
play law could be whether to include public
employees along with private sector employ-
ees in a public purchasing arrangement. While
recent state pay or play laws have not been
drafted to include state or local government
employees, in previous years some state
reform proposals have considered allowing
lower income people to participate in public
employee purchasing arrangements. Partly
financing such coverage with employer assess-
ments might raise additional ERISA issues.
Public employee benefit plans are excluded
from the definition of ERISA plans, but
allowing private employers to participate in
them directly subjects the public plans to
ERISA. In holding that the San Francisco
Health Access Program was not an employer-
sponsored plan (noting that city employees
were not eligible for that program), the 9*
Circuit dismissed this potential complica-
tion. But states should be aware that allowing
private employers to contribute (on behalf of
their employees) to a health coverage pool
that includes public employees risks subjecting
the public plan to ERISA requirements.

Congressional Proposals to
Authorize States Relief from
ERISA Preemption

States considering broadly-financed universal
health coverage programs in past years have
sought congressional relief. Hawaii’s employer
health insurance mandate, invalidated by the
courts, was granted a statutory exemption
from ERISA preemption in 1983.% Bills were
introduced in Congtess in the early 1990s to:
1) authorize specific state initiatives (such as
Washington State’s employer mandate and
Oregon’s pay ot play law); 2) allow general
categories of state access initiatives (such as
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financing universal access programs or high
risk pools and maintaining hospital rate setting
systems®); and 3) provide a process by which
federal agencies could waive ERISA provi-
sions and award grants for a limited number
of state demonstration health care access and
cost control programs.®’ None of these pro-
posals was enacted.

The revival of state interest in health cover-
age expansions involving employer financ-
ing along with adverse court decisions have
renewed interest by some members of
Congtess in offering states relief from ERISA
constraints. A bill introduced (but not enact-
ed) in 2005 would have allowed the Sectetary
of the Department of Health and Human
Services (DHHS) to grant waivers of ERISA’s
preemption clause among other federal laws
as part of a grant program for up to five states
for health coverage reforms.®

Three proposals were introduced in the most
recent session of Congtess in 2007 to facili-
tate state health care access and cost control
initiatives. Two of these bills did not authorize
ERISA relief, but one would have allowed
states applying for health reform demon-
stration grants that would be approved by
Congtess after recommendation by a federal
task force to seek “exceptions” to federal
statutes, presumably including ERISA’s pre-
emption provisions.”® Because the business
community generally opposes such open-
ended waiver authority,* it might be a more
acceptable compromise between state and
private sector interests for Congress to enact
specific “safe harbors” from preemption. For
example, states could be allowed to require all
payers (including self-insured employer plans)
to participate in data collection and quality
improvement programs and to enact pay or
play initiatives meeting specified standards to
finance universal access programs.5

Whether the upcoming Congress will consid-

er such proposals will depend on how quickly
it and the new administration are able to con-

sider potential national health reform policy as
well as the direction of such national policy.

Conclusion

The two recent federal Court of Appeals cases
offer some guidance about how states can
impose financial requirements on employers
to help fund health care initiatives. But until
the U.S. Supreme Court considers a state “pay
or play” law or Congress amends ERISA to
allow more state flexibility, the application of
ERISA’s preemption clause to such a health
reform model remains uncertain. State policy
makers should not be discouraged from
designing health care access programs that
include employer financing but should seck

to minimize the application of the 4™ Circuit
decision and take advantage of more helpful
analysis by the 9" Citcuit as outlined in this
Issue Brief.
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Appendix A

The 9* Circuit Court of Appeals Decision
in Golden Gate Restaurant Association v.
City and County of San Francisco

In September 2008, the federal 9™ Circuit
Court of Appeals reversed a lower court
decision.®® The Court held that ERISA
does not preempt San Francisco’s “pay or
play” law that requires large and medium-
sized employers to spend a specified
amount on employee health care or help
to finance the city’s “Health Access Plan”
(HAP) that provides care to uninsured city
residents. Uninsured city residents are eli-
gible to enroll in HAP with premium and
cost sharing contributions on an income-
related basis; workers who are insured or
who live outside the city whose employers
have paid the assessment are entitled to
establish medical reimbursement accounts

with the city to pay for health care services.

The Ordinance. Employers are subject to
the assessment on behalf of workers in the
city who work at least ten hours per week
and have worked for the employer for at
least 90 days. For-profit employers with
between 20 and 99 employees and non-
profit employers with at least 50 employees
must spend at least $1.17 per hour on
employee health care; for-profit employers
with 100 or more workers must spend at
least $1.76 per hout.”” The required “health
care expenditures” include: contributions
to a health savings account (HSA), reim-
bursement to covered employees for their
purchase of health services, payments to a
third party to provide health care services,
direct employer health care delivery costs,
and/ot payment to the city to be used on
behalf of covered employees” membership
in the HAP or establishment of medical
reimbursement accounts. The ordinance
requires employers to maintain records

of health care expenditures but does not
specify the form in which such records
should be kept.

Legal Analysis. The Court categorized
employers into several groups according to
whether they had ERISA plans, included

all or only some employees in their plans,

and spent more or less than the required
amount on health care. In all cases, how-
ever, the Court determined that the ordi-
nance does not require employers to estab-
lish their own ERISA plans or alter exist-
ing plans because they can comply with the
ordinance by paying the city or creating or
amending ERISA plans. The Court also
noted that the ordinance is not concerned
with the nature or amount of health ben-
efits an employer provides employees but
only with the dollar amount of employer
spending. The Court began its legal analysis
by observing that Congress’s purposes in
enacting ERISA were to safeguard employ-
ees from the abuse and mismanagement of
employer-funded employee benefits as well
as to provide “a uniform regulatory regime
over employee benefit plans.” It then reit-
erated the Supreme Court’s tenet that state
and local laws are not to be preempted
without clear evidence of congressional
intent when they operate in a traditional
field of state jurisdiction and found that
the provision of health services to lower
and moderate income people is such a con-
ventional state activity. It then examined
the preemption assertions of the plaintiff
Golden Gate Restaurant Association and
the U.S. Department of Labor, which par-
ticipated on its side: 1) that the city HAP
itself was an ERISA plan; and 2) that the
ordinance “related to” employer-sponsored

plans in violation of the preemption clause.

The HAP is not an ERISA Plan. The
Court held that allowing employers to pay
the city does not create employer-spon-
sored ERISA plans because an employer’s
only responsibility is to remit payment. The
objective of ERISA is to avoid mismanage-
ment of employee benefits funds, but San
Francisco employers have no opportunity
to manage funds they pay the city. And the
minimal record-keeping requirements do
not constitute discretionary activities. The
HAP itself is not an ERISA plan because
it is funded by multiple sources, including
tax revenues, under half of HAP enrollees
are workers whose employers have paid
the assessment, the HAP was not “estab-
lished or maintained” by an employer but

by a government agency, and employers

have no control over who is eligible for the
HAP or what benefits it provides.®®

The Ordinance Does Not Relate to
ERISA Plans. In determining whether the
city ordinance relates to employer-spon-
sored health plans, the Court first consid-
ered whether it had an impermissible “con-
nection with” ERISA plans. Under the rea-
soning in Travelers Insurance (and in contrast
to other preemption cases®), the Court
held that the ordinance does not “bind
plan administrators to a particular choice.”
Its only obligation is payment — it does

not require employers to adopt an ERISA
plan or provide specific benefits under an
existing ERISA plan. Although employ-
ers might be influenced by the ordinance
to create or expand an ERISA plan rather
than pay the city, that decision (similar to
the surcharge at issue in Travelers that might
influence an employer to purchase Blue
Cross coverage) is the employer’s choice,
and that type of influence is less direct than
the surcharges in Travelers and “entirely
permissible.” The Court also relied on a
line of cases holding that “where a legal
requirement may be easily satisfied through
means unconnected to ERISA plans, and
only relates to ERISA plans at the election
of an employer, it affects employee benefit
plans in too tenuous, remote, or peripheral
a manner to warrant a finding that the

law ‘relates to” the plan.””® Furthermore,
the health expenditure record-keeping
requirements exist regardless of whether
an employer has an ERISA plan and are
imposed on the employet, not the plan.”*

The Court also held that the ordinance
does not have an impermissible “reference
to” ERISA plans, taking a fairly narrow
view of the Supreme Court’s second pre-
emption test, because it does not act on
ERISA plans at all. First, it involves only
employer spending and does not attempt
to dictate employer-sponsored benefits or
plan administration. Furthermore, enforce-
ment of the ordinance does not depend
on the existence of ERISA plans (unlike
the laws at issue in other Supreme Court
cases”) because it “can have its full force
and effect even if no employer in the City
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has an ERISA plan.” Rather the Court
found the ordinance conceptually similar

to prevailing wage laws that require an

employer to pay a minimum total wage

(minimum salary plus benefits) but allow

employers to set the fringe benefits levels.
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Distinguishing the 4* Circuit Case.

Finally, the Court of Appeals distinguished
the decision of the 4" Circuit Maryland
“Fair Share Act” case. Noting that Wal-
Mart was the only employer affected by

the Maryland law and that the payment to

the state’s Medicaid program would not

have benefited Wal-Mart employees, the

Court observed that it was reasonable for
the 4" Circuit to conclude that Wal-Mart

faced an “irresistible incentive” to expand
its existing ERISA health plan and had no
true choice about whether to pay the state
or alter its plan. The Court held that the

city’s ordinance, however, “offers employ-

ers a meaningful alternative that allows

them to preserve the existing structure or
their ERISA plans.” Because the workers
of employers paying the city are eligible for

free or discounted enrollment in the HAP

or medical reimbursement accounts, the

“ordinance provides tangible benefits to

employees when their employers choose to

pay the city rather than to establish or alter
ERISA plans.” In the Court’s view, this
“meaningful alternative” belies the argu-

ment that the ordinance effectively man-

dates employers to create or amend ERISA

plans in violation of the preemption clause.

Rehearing Sought. The Restaurant
Association has petitioned the 9™ Circuit

for an “en banc” hearing before a larger

panel of the Court of Appeals.
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the employer “contribution” requirement from
preemption and also avoided arguments that the
state purchasing pool itself was an ERISA plan or
employer contributions to it effectively mandated
employers to create ERISA plans. In addition, the
Court’s reasoning might have avoided the need
for the employer assessment (along with other
financing sources) to be submitted to a popular
vote, necessitated in order to impose “taxes” as
opposed to “fees.” The California Constitution
requires a two-thirds vote of each house of

the legislature to impose taxes (not possible to
achieve in the case of this health reform pro-
posal); but case law allows the state or localities
to impose “fees” for programs that benefit the
fee payer (see Curtis and Neuschler, “Affording
Shared Responsibility”). Because the 9™ Circuit
held that the San Francisco Health Access
Program (funded partly by employer contribu-
tions) directly benefited the workers of employers
paying the assessments, the 9" Circuit’s reasoning
should have allowed the legislature to impose
employer fees without running the risk of ERISA
preemption.

The U.S. Department of Labor, which admin-
isters ERISA, does not consider HSAs to be
ERISA plans, U.S. Department of Labor,
Employee Benefits Security Administration, Field
Assistance Bulletin No. 2006-02, October 27, 2006.
Federal regulations provide that worksite clinics
are not ERISA plans if maintained to treat only
minor injuries or illness, 29 C.F.R. 2510.3-1(c) (2).
In NYS HM.O. Conference v Curiale, 64 F. 3d 794
(2d Cir. 1995), for example, the 2*¢ Circuit Court
of Appeals noted that state laws must operate
directly on ERISA plans to fail this test, suggest-
ing this test is merely an alternative way to deter-
mine whether a state law has a “connection with”
ERISA plans.

29 U.S.C. 1144(b)(5); this exemption does not
allow any amendments to the 1974 Hawaii law
and provides explicitly that it is not intended

to exempt state tax laws involving employee
benefit plans.
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H.R. 2870, 103d Congtess, 1* Session (1993) by
Representative Kreidler regarding Washington
and H.R. 3618, 103d Congtess, 1% Session (1993)
by Representative Wyden regarding Oregon.

S. 2589, 102d Congtess, 2d Session (1992) by
Senator Durenberger.

S. 3180, 102d Congtess, 2d Session (1992) by
Senators Leahy and Pryor.

H.R. 3891, 109" Congress, 1% Session.

S. 1169, 110™ Congtess, 1* Session would autho-
rize only grants to states. S. 325, 110" Congress,
1% Session explicitly prohibited ERISA waivers.
H.R. 506, 110" Congtess, 1* Session, while oth-
erwise similar to S. 325, allowed states to request
exceptions to otherwise applicable federal law,
which one of its sponsors indicated could include
preemption waivers, Testimony of Rep. Tammy
Baldwin before the House Education and Labor
HELP Subcommittee, May 22 2007, http://edla-
bor.house.gov/hearings/help052207.shtml.
Testimony of Kevin Covert, American Benefits
Council, before the House Education and TLabor
HELP Subcommittee, May 22 2007, http://edla-
bor.house.gov/hearings/help052207.shtml.
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Weil, A. 2008 “How Far Can States Take Health
Reform?” Health Affairs 27(1): 736-747.

Golden Gate Rest. Ass’n v. City & County of San
Francisco, 535 F. Supp. 2d 968 (N.D. Cal. 2007).
Employers that fully or partially self-fund their
health plans need not keep track of expenditures
for each employee but are deemed to comply
with the spending requirement if their preceding
year’s average spending rate per employee meets
or exceeds the applicable spending requirement.
The Court also dismissed the DOL’s argument
that the Health Access Program was a “govern-
ment-run program for private employers, which
removed the exemption for public employee
programs from ERISA (when private employers
can join a public employee benefit plan, the plan
is subject to ERISA). The Court noted that the
Health Access Program was not available to city
employees and the city was not claiming exemp-
tion from ERISA on this ground.

The Court distinguished Standard Oil v. Agsalud
invalidating Hawaii’s employer health plan man-
date because it specified benefits the employer
must offer; distinguished Egelhoff v. Egelboff,
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because the state law at issue in that case substi-
tuted the state’s designation of a life insurance
beneficiary for that in the plan documents; and
distinguished Shaw v. Delta Air Lines because the
state law there limited the structure of employer
plans (by prohibiting them from treating preg-
nancy differently from other physical conditions).
Keystone Chapter, Associated Builders & Contractors,
Ine. v. Foley, 37 F. 3d 945, 960 (3d Cir. 1994).

See, WSB Electric, Inc. v. Curry, 88 F. 3d 788, 795
(9* Cit. 1996).

In Ingersoll-Rand v. McClendon, 498 U.S. 133,

140 (1990), the Court held a state remedies law
preempted because it was “premised on the
existence of a [ERISA] pension plan;” in District
of Columbia v. Greater Washington Bd. of Trade, 506
U.S. 125 (1992), where the law required workers’
compensation programs to conform to employer-
covered health benefits (if any), compliance with
the law was measured by reference to the level of
benefits in an ERISA plan.

The Court cited WSB Electric, Inc. v Curry.





