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Regulator Alert - States should consider full ramifications of laws related to employer status of Professional Employer Organizations in order to minimize the risk of state law or ERISA preemption challenges to authority to regulate or prohibit self-funded MEWAs

The U.S. Department of Labor has recently reaffirmed its position that “whether an arrangement is a MEWA within the meaning of section 3(40) of ERISA is a question of federal law” and that “a state statute addressing an employee leasing company’s relationship to leased employees would not govern the determination of whether any particular benefit arrangement sponsored by the employee leasing company is a MEWA for purposes of ERISA.”
  A federal court in Nevada has issued a ruling consistent with that position.  Nonetheless, the events leading to these rulings underscore how important it is that state insurance departments keep their legislators fully informed regarding the potential ramifications of any legislation affecting the legal status of Professional Employer Organizations (PEOs) as W2 employers or co-employers.
Payroll Solutions Inc. (“Payroll”), a Nevada PEO,
 brought a federal ERISA preemption challenge to Nevada’s prohibition on PEOs “self-funding” health benefits and any state regulation/oversight by insurance department based on a state workers compensation statute that declared the PEO the employer of its clients’ workforce (“Nevada statute”).  Payroll asserted that the Nevada statute made Payroll the sole employer of its clients’ workforce for purposes of federal law, ERISA.  Payroll filed a motion in U.S. District Court (Nevada) seeking a preliminary injunction blocking the Nevada insurance department’s order to cease offering a “self-funded” health plan, contending that ERISA preempts state insurance regulation of its “single employer” self-funded health plan.  
The U.S. District Court rejected Payroll’s motion for a preliminary injunction.  Payroll now contends that it is authorized to offer a “single employer” self-funded health plan under a recent amendment to the Nevada statute.  Payroll asserts that the amended Nevada statute establishes that it is operating a single employer self-funded plan, not engaged in the unauthorized business of insurance as a multiple employer welfare arrangement (“MEWA”).

In response to this most recent Payroll contention, at the request of the Nevada Attorney General, the U.S. Department of Labor (“DOL”) issued Advisory Opinion 2007-05A (“Advisory Opinion”), explaining that ERISA preempts any state law that purports to determine who is an employer for purposes of ERISA.  The Advisory Opinion, and the U.S. District Court ruling on the preliminary injunction, are useful resources for state insurance departments faced with similar contentions that state legislation deeming an ERISA benefit plan that is a MEWA under federal law, to be a single employer benefit plan for purposes of ERISA thus not subject to state laws regulating MEWAs.  Importantly, however, the underlying history also serves to caution state insurance departments to take care to keep their legislature fully informed regarding potential consequences of legislation on this topic.  The DOL opinion made clear that while ERISA allows states to regulate MEWAs, it does not require states to actually do so.  Therefore, state legislatures must be careful in how they preserve and implement the authority reserved to them by ERISA.
The Nevada statute provides that a PEO “shall be deemed to be the employer of its leased employees for the purposes of sponsoring and maintaining any benefit plans.”
  Although this is not the law absent legislative action,
 there are other states that have adopted similar laws.  Before its amendment, the same section of Nevada law expressly provided that “An employee leasing company shall not offer its employees any self-funded insurance program.”
  Nevertheless, Payroll began offering a “self-funded” health benefit plan.  Because Nevada state law provides that MEWAs are insurers, the Nevada insurance department issued a cease and desist order, ordering Payroll to stop issuing unauthorized insurance through a MEWA to its client employers.
Payroll filed an action in U.S. District Court, seeking a preliminary injunction to bar the Nevada insurance department from pursuing the cease and desist order.  Payroll argued that the Nevada statute established that it is the “single employer” of all the employees at its clients’ workforces under federal law, ERISA.  Payroll reasoned that state law established that its plan is a “single employer” plan, not a MEWA, and that ERISA therefore preempted state insurance regulation of its plan and the prohibition on PEO self-funding of health coverage then contained in the Nevada statute.  The U.S. District Court on October 4, 2006 denied Payroll’s motion for preliminary injunction.
Subsequently, effective October 1, 2007, the Nevada Legislature amended the Nevada statute.
  Although the summary prepared by the drafters of the amendment recites that it “clarifies” the prohibition against self-funding, the amended statute, as set forth in N.R.S. § 616B.691(3) now applies only to “industrial” insurance programs, i.e., workers’ compensation coverage.  The amendment also adds the phrase “including, without limitation, for the purposes of the Employee Retirement Income Security Act of 1974” to the provision deeming PEOs to be employers for employee benefit purposes.

Payroll now argues that change in the Nevada statute means that under Nevada state law PEO operated self-funded health plans are no longer unauthorized insurers/MEWAs and that they are exempt from Nevada state insurance regulatory jurisdiction.  The Nevada Attorney General is opposing this argument, citing the Advisory Opinion and its advice that the Nevada Legislature does not have the power to grant or deny employer status for purposes of federal law.
The Advisory Opinion is encouraging to the extent that it reaffirms previous DOL advisory opinions that benefit plans offered by professional employer organizations (PEOs) and employee leasing companies are MEWAs and not single employer plans.  The finding that the question of whether a plan meets the definition of MEWA in ERISA is a matter of federal law is consistent with the NAIC’s understanding of judicial precedent on the issue. 

The Advisory Opinion also reminds, however, that “Although section 514(b)(6) allows state insurance regulation of employee benefit plans, subject to certain limits, it does not require states to do so.”  Thus, each state legislature remains free to decide which types of health coverage will be considered insurance for purposes of state law, except where preempted by ERISA’s deemer clause.
State insurance departments are therefore encouraged to be alert to legislative proposals that might open the door to challenges to an insurance department’s regulatory authority over PEO health plans.  Any such state legislative proposal deserves careful examination, regardless of whether the proposal directly amends the insurance code.  In addition to the “self-funding” concern described in this Alert, legislation that is not carefully crafted may have unanticipated effects on small employer health insurance rate regulation, an employer’s rights to control its health coverage, or the state’s workers’ compensation system.  Furthermore, the favorable U.S. Department of Labor Advisory Opinion can still be disputed in court, so Payroll’s ERISA preemption argument may be asserted in other courts.  Even when those arguments have ultimately found to have no merit, litigation can be difficult, time-consuming, and uncertain, so states should be careful not to provide additional fuel for such arguments.
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� For a more detailed discussion of ERISA, see Health and Welfare Plans Under the Employee Retirement Income Security Act: Guidelines for State and Federal Regulation, a handbook for regulators published by the NAIC.


� Nevada law uses the term “employee leasing company.”  The term “professional employer organization” (PEO) is used in this Alert to encompass all entities using a business model under which they assume W-2 employer or co-employer status for their clients’ workforces.


� Nevada Rev. Stat. § 616B.691(2).  Although this provision is found in a subchapter of Nevada’s Workers’ Compensation law, that subchapter establishes general provisions relating to PEOs and its scope is not, by its terms, limited to workers’ compensation.


� The common law standard for employer status is set forth in cases such as Nationwide Mutual Insurance Company v. Darden, 503 U.S. 318 (1992).


� Nevada Rev. Stat. § 616B.691(3).


� Nevada Statutes, 74th Session, ch. 536 (A.B. 161), § 30.8, enacted June 15, 2007, effective October 1, 2007.  
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