
OVERVIEW — The Patient Protection and Affordable Care Act 
(PPACA) as amended by the Health Care Education Reconciliation 
Act of 2010 makes landmark changes to health insurance markets. 
Individual and small-group insurance plans and markets will see 
the biggest changes, but PPACA also affects large employer and 
self-insured plans by imposing rules for benefit design and health 
plan practices. Over half of workers—most often those in very large 
firms—are covered by self-insured health plans in which employ-
ers (or employee groups) bear all or some of the risk of providing 
insurance coverage to a defined population of workers and their 
dependents. As PPACA provisions become effective, some have 
argued that smaller firms that offer insurance may opt to self-insure 
their health benefits because of new small-group market rules. Such 
a shift could affect risk pooling in the small-group market. This 
paper examines the definition and prevalence of self-insured health 
plans, the application of PPACA provisions to these plans, and 
the possible effects on the broader health insurance market, should 
many more employers decide to self-insure.
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More non-elderly Americans obtain health insurance 
coverage from an employer-sponsored insurance 

plan than from any other source.1 Employer-sponsored insur-
ance can be fully insured or self-insured (Table 1).2 Employ-
ers that choose to fully insure pay premiums to commercial 
insurers or health maintenance organizations (HMOs) that, 
in turn, pay providers and assume financial responsibility 
for the costs of all claims. Employers who self-insure bear 
all or some of the risk for paying incurred claims. They typi-
cally contract with third-party administrators (TPAs) that 
administer the plan according to a formal document, which 
sets forth the employer’s specifications for benefits and ad-
ministrative procedures and is required by federal law.3 Self-
insured employers may purchase stop-loss coverage to pro-
tect against large payouts (discussed in detail later). In both 
self-insured and fully insured plans, employers and most 
workers contribute toward the cost of coverage. 

Fully Insured plan Self-Insured plan

Bear risk of claims
Commercial insurer  
or HMO

Employer (or employee 
group) and stop loss 
insurer

Perform administrative 
functions

Commercial insurer  
or HMO

Third-party adminis-
trator (often an insur-
ance company)

Pay for coverage

Employer and/or 
employee pay premi-
ums to a commercial 
insurer or HMO

Employees may pay 
“premium” and em-
ployer pays balance of 
incurred claims 

Regulate 
Primarily state  
(Department of 
Insurance)

Federal (Department 
of Labor)

Table 1
Characteristics of Fully Insured and Self-Insured Plans
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Advantages and Feasibilit y of  
Self- Insuring for Employers

Self-insuring confers several advantages on employers. Employers 
self-insure so their benefit plans are not subject to state health in-
surance regulations and benefit mandates. Because benefit mandates 
can vary across states and even conflict, self-insurance allows multi-
state employers to offer uniform benefits to workers in different loca-
tions. Self-insuring firms may also realize greater control over de-
signing plan benefits, provider networks, and employee cost sharing. 
Further, their costs are based on their own claims experience and are 
not pooled with others, as they might be for smaller groups purchas-
ing fully insured plans. Therefore, even some smaller firms with a 
young, healthy workforce may find self-insuring particularly advan-
tageous. Other benefits of self-insuring include maintaining control 
over reserves; not having to pre-pay for coverage, thus providing for 
improved cash flow; and not being subject to state health insurance 
premium taxes. Employers may also save on plan administration.4 

To realize the advantages of self-insuring, employers need to have 
the ability to assume risk without threatening their solvency. To self-
insure, employers must be able to manage variability in costs from 
year to year. Generally, that requires that they have a sufficiently 
large workforce over which to spread the risk of insuring their em-
ployees and their dependents. As a result, large firms are more likely 
to have the ability to manage the financial risks of self-insuring and 
gain from its advantages. But large firms are not the only ones able to 
self-insure because firms—even small ones—can purchase the abili-
ty to manage risk, as discussed in the section “Stop-Loss Insurance.”

Prevalence of Self- Insurance 

Self-insured plans are the most common source of health insurance 
for American workers. In 2009, 57 percent of covered workers were 
enrolled in a partially or fully self-insured health plan.5 The share of 
workers in self-insured plans has increased markedly since the pas-
sage of the Employer Retirement Income Security Act (ERISA) of 1974 
(discussed in the next section).6 As shown in Figure 1 (next page), self-
insured plans are much more common among the largest firms (500 
or more employees) than among firms with fewer employees.7 The 
Employer Health Benefits 2010 Annual Survey by the Kaiser Fam-
ily Foundation and Health Research & Educational Trust similarly 

Large firms are more likely to 
have the ability to manage the 
financial risks of self-insuring 
and gain from its advantages.
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showed that the share of covered workers in 
self-funded plans increases with the number 
of workers in the firm.8 

Statutory and Regulatory Framework 

for Self- Insured Plans

Legal authority over employer-sponsored 
plans depends on whether a plan is fully 
insured or self-insured. According to the 
McCarran-Ferguson Act of 1945, the “busi-
ness of insurance” is to be regulated by the 
states. However, ERISA, which applies to pri-
vate,9 employer-sponsored plans, pre-empts 
state regulation of employee benefits, includ-
ing employer-sponsored health plans.10 As a 

result, states are permitted to regulate insurers, including insured 
ERISA plans, but they may not regulate self-insured plans. ERISA 
pre-emption of state regulation of self-insured employer plans11 in 
effect means that such plans are not subject to laws or regulations 
that states impose, such as benefit mandates, assessments on health 
insurers, and other requirements for insurers such as reserve re-
quirements. As the Government Accountability Office (GAO, then 
called the General Accounting Office) pointed out in 1995, ERISA 
pre-emption of state regulation of self-insured plans results in dif-
ferent applicable regulatory frameworks “depending on whether the 
employer purchases its health care coverage from an insurer, which 
the state regulates, or self-funds its health plan, avoiding many state 
regulations.”12 

Precisely when state law is pre-empted has proven to be less than clear 
for state regulators who must determine which insurance entities and 
products are under their regulatory authority. In a paper from 2008, 
Phyllis Borzi (currently assistant secretary of labor of the Employee 
Benefits Security Administration) pointed out that, in enacting ERISA, 
“Congress did not establish the type of comprehensive and detailed 
regulatory scheme for health benefit plans (the largest group of ‘em-
ployee welfare benefit programs’ covered by ERISA) that exists for em-
ployee pension benefits.”13 In the absence of any comprehensive regu-
latory scheme for health benefit plans, it has largely fallen to the courts 
to determine the scope of ERISA pre-emption, and thus the boundary 
between state and federal jurisdiction. Despite the number and variety 

Figure 1
Percentage of Private-Sector Firms Offering  

Health Insurance That Offer Self-Insured Plans

Employees  
in Firm

Self-Insured  
Plan Offered

<100 13.5%

100–499 25.7%

500+ 82.1% All Employers

Self-Insured 
Plan Offered
35.1%

Source: Agency for Healthcare Research and Quality, Center for Financing, Access 
and Cost Trends, 2009 Medical Expenditures Panel Survey-Insurance Com-
ponent, table I.A.2.a, “Percent of private-sector establishments that offer health 
insurance that self-insure at least one plan by firm size and selected characteristics: 
United States, 2009,” 2009.
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of court cases, the regulation of self-insured health plans, including 
defining them, continues to vex policymakers and regulators. 

Stop-Loss Insurance

Many self-insured employers purchase stop-loss insurance that 
transfers some share of a firm’s risk of insuring their worker and 
dependent population to an insurer. Stop-loss coverage protects the 
self-insuring entity (and those covered by the self-insured plan) from 
unexpectedly high expenses that could otherwise threaten the firm’s 
ability to pay claims and its financial stability. Stop-loss coverage 
can be structured in two main ways. It can kick in when an insured 
individual incurs claims above a specified dollar threshold; this is 
known as specific or individual stop-loss. It can also be designed to 
kick in when aggregate claims for the covered population exceed a 
specified dollar threshold in a given period of time; this is called ag-
gregate stop-loss. The dollar amount above which the self-insured 
employer is covered by the stop-loss, and therefore not at risk, is 
called the attachment point. Stop-loss coverage typically pays 100 
percent of the cost of the claim above the attachment point. The cost 
of a stop-loss policy is a function of the attachment points, the extent 
of a firm’s health benefits, the characteristics of a firm’s workers and 
dependents in the plan, and the claims experience of the firm. 

Information on the amount of risk that self-insured plans bear or 
the terms of their stop-loss policies is not widely available. Accord-
ing to the Society of Actuaries, the “typical aggregate stop-loss cov-
erage provides reimbursement to the employer when actual claims 
(excluding those reimbursed by specific stop-loss coverage) exceed 
125 percent of the group’s expected claims.”14 Such a policy provides 
for coverage for an unexpected event. However, one researcher ob-
served, small groups can achieve the advantages of self-insuring, 
but with less financial uncertainty, by buying individual stop-loss 
coverage with a low attachment point; this arrangement is like insur-
ance with a catastrophic deductible for the employer.15 The expecta-
tion in such an arrangement is that the stop-loss policy will likely 
pay for some claims because of the low attachment point. 

Whether a self-insured plan with a low attachment point stop-loss 
policy qualifies as a self-insured ERISA plan, and thus cannot be 
regulated by the state, is not explicitly resolved in ERISA or federal 
regulation. Such arrangements have become matters for litigation in 
the past. On the one hand, “[m]ost courts hold that the existence of 
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stop-loss insurance does not turn the underlying employee plan into 
an insured plan.”16 On the other hand, “the Department of Labor and 
the courts…have recognized that stop-loss coverage with very low 
attachment points can make self-insured status a sham, although the 
limits are far from clear.”17 In an attempt to clarify regulatory author-
ity, low attachment point stop-loss plans have prompted some states 
to define minimum attachment points for stop-loss policies, with 
varying results in the courts.

State At tempts to Regulate Stop -Loss Insurance

Several states and the National Association of Insurance Commis-
sioners (NAIC) have attempted to define whether a stop-loss policy 
with a low attachment point is, in fact, stop-loss coverage or health 
insurance coverage. The NAIC developed a model stop-loss law in 
1995 that “defined an attachment point below which a health plan’s 
alleged use of stop-loss coverage would be considered health insur-
ance subject to state regulation, and above which would be consid-
ered reinsurance of a self-insured plan.”18 State laws in Maryland 
and Missouri, which were similar to the NAIC model law, were 
challenged in court and found to be in violation of ERISA, meaning 
that the state could not enforce their laws. For example, in American 
Medical Security, Incorporated v. Bartlett (4th Cir. 1997) the Fourth 
Circuit Court held that ERISA pre-empted a Maryland law that regu-
lated the terms of the stop-loss policy that self-funded employee ben-
efit plans purchased. In the opinion of the Fourth Circuit Court, the 
state law amounted to regulation of self-funded plans even though 
it applied to state-licensed stop-loss carriers because the effect of the 
law was to mandate that self-funded plans provide specific benefits 
unless they forego stop-loss coverage.19 A state court in Missouri also 
invalidated that state’s stop-loss rule on similar grounds.20 Yet anoth-
er case demonstrates variability in courts’ rulings: a court in Kansas 
disagreed with the federal Court of Appeals in the Maryland case, 
finding instead that ERISA did not pre-empt the Kansas stop-loss 
rule because regulating stop-loss policies does not “relate to” ERISA 
health plan benefit design or structure.21 

Maryland subsequently revised its law in 1999 “to make it more clear 
that the statute regulates stop-loss carriers and the policies they is-
sue” as opposed to applying to the underlying employer plan.22 The 
revised Maryland law “deletes references to employee health plans, 
defines stop-loss insurance as insuring individual people (not the 

In an attempt to clarify 
regulatory authority, low 
attachment point stop-loss 
plans have prompted some 
states to define minimum 
attachment points for stop-loss 
policies, with varying results 
in the courts.
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plan), does not indicate an intention to consider stop-loss policies as 
health insurance or to deem employee plans to be insurance, and pro-
hibits insurers from selling stop-loss policies with attachment points 
lower than those set out in the statute.”23 NAIC similarly amended 
its model state law in December 1999 “to clarify that the law only 
applied to insurers and imposed requirements only on stop-loss car-
riers; it did not impose obligations on the plan.”24 

The current version of the NAIC model stop-loss law says that an 
insurer shall not issue a stop-loss insurance policy that has an at-
tachment point that is less than $20,000 per person per year or that 
provides direct coverage of an individual’s health expenses. Aggre-
gate stop-loss for groups of more than 50 may not be lower than 110 
percent of expected claims.25 For groups of 50 or fewer people, ag-
gregate stop-loss may not be less than the greater of (i) $4,000 times 
the number of group members, (ii) 120 percent of expected claims, or 
(iii) $20,000.26 According to the NAIC, three states—Minnesota, New 
Hampshire, and Vermont—have adopted the model law. Sixteen oth-
er states have undertaken related activity but not in a “uniform and 
substantially similar manner” to the NAIC model stop-loss law.27 

PPACA and Self- Insured Pl ans

The Patient Protection and Affordable Care Act (P.L. 111–148) as 
amended by the Health Care and Education Reconciliation Act of 
2010 (P.L. 111–152) (hereafter referred to as PPACA) was signed by 
President Obama on March 23, 2010. Over the next few years, PPACA 
provisions will make changes that affect health insurance policies 
and insurance markets for individuals and small groups. The law 
creates State Health Benefits Exchanges, which will serve as state-
level marketplaces for insurance starting in 2014. Several provisions 
are designed to mitigate the risk of adverse selection in the new ex-
changes for individual and small-group plans. These include:

• Individuals will be required to have health insurance or face a finan-
cial penalty, provided this provision withstands recent legal changes. 

• Health insurance products sold on the exchanges will be stan-
dardized and required to meet one of four actuarial values28 to make 
policies comparable.29 

• Federal premium subsidies will be available to people with in-
comes up to 400 percent of the federal poverty level for individual 
plans purchased through the exchanges. 

http://www.nhpf.org
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• Risk adjustment methods, which will be developed by the Sec-
retary in consultation with the states, will be applied to premiums. 
Health plans or health insurance issuers that provide coverage in the 
individual or small-group market within the state and experience less 
favorable selection (relative to the average) will receive payments, and 
those that experience more favorable selection will be assessed a fee.30 

Having a pool of enrollees who do and do not expect to use health care 
services helps to keep premiums lower than they would be if only 
predictably heavy users of health care services purchased insurance. 
However, because premiums can only vary by limited amounts on 
the basis of age, smoking, status, geography, and individual or fam-
ily coverage, those who are low users of services, typically younger 
and healthier individuals, will pay more than they would have paid 
if their premiums were based on their own utilization.

Title I of PPACA adds new requirements that apply to all insurance 
plans, including self-insured plans and group or individual health 
plans offered by insurance companies.31 The applicability of many 
PPACA provisions to health insurance plans depends on several fac-
tors. For plans sold by health insurers, key factors to determining 
applicability of PPACA provisions are whether the insurance plan 
is sold to individuals or to small or large groups, and whether the 
plan is grandfathered by the law.32 Self-insured employer plans are 
explicitly exempted from some requirements, though “self-insured” 
is a term not defined in PPACA (or elsewhere). 33 The exemptions are 
described below.

• Self-insured plans are not required to provide coverage with min-
imum essential benefits.34

• Individual and small-group plans are required to participate in a 
risk-adjustment system, but self-insured plans are exempt.35 

• Self-insured plans are not subject to provisions (specifically, medi-
cal loss ratio requirements36 and review of premium increases37) that 
are intended to limit insurer earnings.

• Starting in 2014, health insurers are required to pay an annual fee 
to be calculated by the Secretary,38 but self-insured plans do not have 
to pay this fee.39 

PPACA’s new insurance market rules and requirements for insur-
ers are significant changes for insurers, employers, and consumers. 
Self-insured exemptions provide opportunity to preserve the source 
of coverage for millions of workers. Some observers have noted that 
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as PPACA is implemented, self-insuring may become a better value 
than the fully insured plans for small firms with an adequate size 
and risk profile.

Effect on Small-Group Market

In 2014 and beyond, smaller employers with relatively healthy work-
ers that have low medical costs may find it financially advantageous to 
pay for their own firm’s risk (with a third-party administrator vendor 
and stop-loss coverage) than to purchase a plan through the exchange 
(or outside of the exchange), where, because of small-group market 
reforms, their workers’ premiums will be a function of the broader 
risk pool and subject to risk adjustment. If enough small firms with 
healthier enrollees opt out of a state’s small-group market in 2014, 
that state exchange could experience adverse selection. Adverse selec-
tion in the exchange could raise the premiums for those purchasing 
through the exchanges. In a September 2010 paper, Timothy Stoltzfus 
Jost described the “threat” of self-insuring to exchanges:

If small businesses with healthy employees can remain “self-insured” un-
til the health of their pool deteriorates and then join the exchange, premi-
ums within the exchange will increase and the exchange will become less 
viable. If a state opens its exchange to groups above 100, the threat is even 
greater, as legitimate self-insured plans will seek to insure their employees 
through the exchange when their experience deteriorates. Moreover, the 
self-insured plans that have proven most adept at providing high-quality 
benefits to their employees at low cost (which exist at many large firms) 
are likely to remain independent of the exchange, while less successful 
self-insured plans turn to the exchange for coverage.40

Some have observed that the cost of self-insuring and purchasing 
stop-loss coverage could be becoming competitive with fully in-
sured plans for some small firms, even before 2014. One provider of 
stop-loss coverage interviewed for this issue brief observed that, in 
response to the environment of continuing rate increases for fully 
insured products, the stop-loss insurance market is developing dif-
ferent types of products to meet the needs of smaller firms that are 
considering switching to self-insurance. These products are report-
edly priced to compete with fully insured products, and vendors are 
actively marketing such products to small employers. Data are not 
available to assess the availability of stop-loss for smaller firms or 
the premiums or terms for the products being sold.

http://www.nhpf.org
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As discussed above, many states do not have requirements for mini-
mum attachment points, and state attempts to define requirements for 
stop-loss have met with ERISA challenges, though some states have 
imposed requirements on stop-loss plans. In light of possible market 
responses that could affect small-group and individual market risk 
pools, states and the federal government may need to renew their at-
tention to the effect of self-insured plans, given the potential for ad-
verse selection, on the exchange described above. In fact, this possibil-
ity was anticipated in PPACA, which mandates that the Secretary of 
Health and Human Services, in consultation with the Department of 
Labor, study fully insured and self-insured group health plan mar-
kets. The study is to compare characteristics of employers, benefits, 
and financial solvency, and to determine whether reforms are likely to 
cause adverse selection in the large group market or encourage small 
and midsize employers to self-insure.41 Findings could vary in each 
state depending on the relative size of the insured versus self-insured 
small employer population, the behavior of employers in the state, 
and the market for new insurance products on the exchange. State 
regulation of stop-loss coverage could also have an effect. The ease 
with which an employer can opt to self-insure depends in part on its 
ability to bear risk and its ability to mitigate that risk with stop-loss 
coverage. The study is due no later than one year from the enactment 
of the law: March 23, 2011. Ongoing or subsequent studies may be re-
quired given the dynamism of insurance markets and that insurance 
market reforms will not be fully implemented until 2014.

Because of the potential for adverse selection in the small-group 
market if small employers with healthier populations opt to self-in-
sure, Jost and others have advocated that the Departments of Labor 
and Treasury define “self-insured status to clarify that only employ-
ers who are capable of bearing, and do in fact, bear, the substantial 
risk of the cost of health care for their group may qualify as self- 
insured.”42 Given the courts’ mixed findings on state attempts to de-
fine stop-loss as a way of ensuring that self-insured plans bear risk, 
such action at the federal level could be the only way to achieve a 
consistent national policy. However, employers, workers, and insur-
ers that offer third-party administrator services and stop-loss cover-
age would likely resist such efforts to define “self-insured,” which 
provides employers with considerable freedom to control their 
health benefits as they have for decades. Employers have also argued 
that self-insuring has helped them to better control costs. 
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Conclusion

As mandated in PPACA, monitoring state insurance markets for po-
tential and actual adverse selection on the exchanges and collecting 
information about self-insured plans’ stop-loss arrangements could 
help policymakers to understand the effects of employers’ decisions 
to self-insure and the number of people and firms that could be af-
fected by clarifying definitions of self-insured. Monitoring could 
also provide critical evidence, such as the costs and consumer pro-
tections for those in self-insured versus fully insured small-group 
policies, to understand the potential effects of regulatory changes 
to the definition of “self-insured” or other policies that could affect 
coverage for small employers and their employees.
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