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|. Purpose

The purpose of this Bulletin isto convey the position of the Hedlth Care Financing Administration on
three issues related to employer group size under Title XXVII of the Public Hedth Service (PHS) Act,
asadded by Title| of the Hedlth Insurance Portability and Accountability Act of 1996 (HIPAA).
Specificdly, this Bulletin will address the following issues:

(1) Which types of employees must be counted to determine who isasmall or large employer
in the group market in order to apply the guaranteed availability requirements of Title XX VII,
and the requirements added to Title XXVII by the Mental Hedlth Parity Act of 1996 (MHPA).

(2) How the Title XX VII guaranteed renewability requirements gpply to employers whose sze
shifts between the small and large group markets after purchasing coverage in one or the other
of these markets, and how this issue affects the mental hedlth parity requirements; and

(3) How the guaranteed renewability requirement gpplies to smal employers that shrink to
fewer than two employees after purchasing group coverage.

I1. Background

Title XXVII of the PHS Act contains certain group market provisions that gpply only to smal
employers, and others that gpply only to large employers.



A. Ddiinitions
Smdl Employer

Section 2791(€e)(4) of the PHS Act, and the regulations at 45 CFR *144.103, define asmall employer
asA. . . an employer who employed an average of at least 2 but not more than 50 employees on
business days during the preceding caendar year and who employs at least 2 employees on the first day
of the plan year.Q

Large Employer

Section 2791(e)(2) defines alarge employer asA. . . an employer who employed an average of at least
51 employees on business days during the preceding caendar year and who employs at least 2
employees on thefirst day of the plan year.(Q

Employee

Section 2791(d)(5) states that the term Aemployeel has the meaning given such term under section 3(6)
of Title | of the Employee Retirement Income Security Act of 1974 (ERISA) asamended. That section
of ERISA datesthat the term Aemployegd means Aany individud employed by an employer( (emphass
added). The Department of Labor, through its Pension and Welfare Benefits Adminigration (PWBA),
is respongble for the adminidration, interpretation, and enforcement of Title | of ERISA, including the
definition at section 3(6). According to the Department of Labor, for purposes of section 3(6) of
ERISA, whether an employer-employee relationship exists is determined by applying common law
principles and taking into account the remedia purposes of ERISA.

However, once it has been determined that there is an employer-employee relationship with respect to a
particular individud, the question of whether the employeeis, for example, full-time or part-time
becomes irrdlevant for purposes of determining employer size under the PHS Act. Therefore, the
individua must be counted because the definition of an employee under the PHS Act includes Aany(
employee of an employer.

Participant

Section 2791(d)(11) states that the term “ participant” has the meaning given such term under section
3(7) of ERISA. That section of ERISA datesthat the term “participant” means“. . . any employee or
former employee of an employer, or any member or former member of an employee organization, who
isor may become dligible to recelve a benefit of any type from an employee benefit plan which covers
employees of such organization, or whose beneficiaries may be éigible to receive any such benefit.”



Treatment of AVery Smdl Pansi

Section 2721(a), and the regulations at " 146.145(a), state that Athe requirements of part 146 do not
apply to any group hedth plan (and group hedth insurance coverage offered in connection with a group
hedlth plan) for any plan year if, on thefirst day of the plan year, the plan has fewer than 2 participants
who are current employees) Part 146 includes both the guaranteed availability and guaranteed
renewability provisons.

In addition, coverage offered in connection with a group hedth plan that has fewer than two participants
who are current employees on the first day of the plan year isincluded in the definition of the Aindividua
market,i athough a State may eect to regulate the coverage as coverage in the smal group market.
(Section 2791(e)(1)(B).)

Plan Year

Theregulations a "144.103 define plan year as . . . “the year that is designated as the plan year in the
plan document of a group hedlth plan, except that if the plan document does not designate a plan year or
if there is no plan document, the plan year is. (1) the deductible/limit year used under the plan; (2) if the
plan does not impose deductibles or limits on ayearly basis, the plan year isthe policy year; (3) if the
plan does not impose deductibles or limits on ayearly bads, and ether the plan is not insured or the
insurance palicy is not renewed on an annud basis, the plan year is the employer’ s taxable year; or (4)
in any other case, the plan year isthe cdendar year.”

B. Group Market Provisonsthat are Linked to Employer Size

Guaranteed Availability

Guaranteed availability of hedth insurance coverage for smdl employersis one of the main protections
provided under HIPAA. Section 2711, and the regulations at " 146.150, require issuers that sdll hedlth
insurance coverage in the smal group market to accept every smal employer that applies for such
coverage. Theissuer must dso accept every “digible individuad” who gpplies for enrollment under the
terms of the amal employer=s group hedth plan, even those individuads with serious medicd problems.1

1 Section 2711(a)(2) statesthat . . . “theterm ‘eligibleindividual’ means, with respect to a health insurance issuer that
offers health insurance coverage to asmall employer in connection with agroup health plan in the small group
market, such an individual in relation to the employer as shall be determined—-(A) in accordance with the terms of
such plan, (B) as provided by the issuer under rules of theissuer which are uniformly applicablein a State to small
employersin the small group market, and (C) in accordance with all applicable State laws governing such issuer in
such market.”



Guaranteed Renewability

Guaranteed renewability of health insurance coverage is another protection provided under HIPAA.
Section 2712 (a), and the regulations a * 146.152(a), require issuers that sdl health insurance coverage
inedther theamdl or the large group markets to renew coverage at the option of the plan sponsor of the
plan. Under section 2712 (b), and the regulations at " 146.152(b), an issuer may nonrenew coverage
only for the following reasons.

the employer fallsto pay premiums timely, commits fraud or makes an intentional misrepresentation
of materia fact under the terms of the coverage, or violates participation or contribution rules,

the issuer is ceasing to offer coverage in a market;

there are no longer any plan enrallees living, residing or working in the service area of aplan with a
network requirement; or

if coverage was made available only through a bona fide association, the employer=s association
membership has ended.2

Mental Hedlth Parity

Menta hedlth parity requirements apply only in the large group market. Section 2705, as added by the
MHPA, and the regulations a " 146.136, generdly prohibits a group hedth plan (or hedth insurance
coverage offered in connection with such a plan) that provides both medica and surgica benefits and
menta hedlth benefits from imposing lower annud or lifetime dallar limits on mentd hedlth benefits then it
impaoses on medica and surgical benefits. However, section 2705(c)(1) providesthat smal employer
plans are exempt from the menta hedlth parity requirements, as are large employer plans that can
demonstrate an increased cost of at least one percent due to the application of the menta health parity
requirements. (Section 146.136(e) and (f).)

C. Preemption

The preemption provision of the PHS Act that pertains to the guaranteed availability, guaranteed
renewability, and menta health parity requirementsis found in section 2723(a)(1), and the regulations a

2 Note that in the group market, individual employees (called “participants” in an ERISA-covered plan) and their
dependents (called “beneficiaries’ in an ERISA-covered plan that provides dependent coverage) do not have the
right of guaranteed renewability. Instead, participants and beneficiaries are protected from discrimination in eligibility
(or continued eligibility) to enroll in agroup health plan or group health insurance coverage offered in connection
with agroup health plan, based on a health status-related factor, by the nondiscrimination provisionsin section
2702, and the regulations at *146.121. Unless prohibited by other Federal law or by State law, individuals may be
terminated from the plan by the plan sponsor or the issuer for reasons that are not related to a health status-related
factor.




"146.143(a). This section states the generd rule that the group market provisions of part A of Title
XXVII of the PHS Act, and related definitions in part C, do not preempt State laws unless State law
Aprevents the gpplication off any of the group market provisions.

[11. Counting Employees for the Purpose of Determining Which Market Rules Apply

Some State laws that define whether an employer isa smdl or large employer have not adopted the
definition of Aemployeeil used in section 2791 and the regulations at " 144.103. Instead, these laws
specify that only Adigiblel employees are to be counted, with that term being defined in various ways,
such asto include only full-time employees. Since the PHS Act definition includes Aany@ individua
employed by an employer, any less expansve definition will exclude some employees who should be
counted.

For example, for purposes of the PHS Act, an employer with 10 part-time employeesis entitled to
guaranteed availability of coverage because it has two or more employees. If, however, State law
provides for counting only Afull-timef employees, this employer would be considered to have no
employees, and, having fewer than two employees, it would be denied the PHS Act protections. Under
these circumstances, the State law would prevent the gpplication of the PHS Act requirement, and
would be preempted.

If an employer in the same State had 45 full-time employees, and 20 part-time employees, it would
mest the definition of aAlargel employer under the PHS Act, but would be aAsmdl@ employer under
Satelaw. Since the employer would still qudify for guaranteed availability in the smal group market,
the State law would not prevent the gpplication of the guaranteed availability provision. However, snce
large employers (defined by the PHS Act as having more than 50 employees) are entitled to protections
under the MHPA, the State law does prevent the applicability of the MHPA under these facts, and
would be preempted with respect to MHPA..  In theory, the State could adopt two different definitions
of an employee, one that would apply for purposes of MHPA, and another that would apply for
purposes of guaranteed availability.

V. Employers Whose Size Shifts Between the Small and Large Group Markets

We have been asked whether smadl employersthat grow beyond 50 employees can continue to renew
the coverage they purchased on a guaranteed available basis in the smdl group market. The generd rule
st forth in section 2712(a), and the regulations a " 146.152(a), makes clear that a hedlth insurance
issuer Aoffering coveragein the smdl or large group market is required to renew or continue in force the
coverage a the option of the plan sponsor.f (Emphasisadded.) The exceptionsto thisrule set forth in
section 2712(b), and the regulations a * 146.152(b), do not include the Stuation in which the employer
that sponsors the group hedth plan grows from asmal employer to alarge employer, or the reverse,
between the time the policy is purchased and the time it comes up for renewd.




Therefore, the employer that grows beyond 50 employees has the option of keeping the product it
purchased in the smal group market even though awider selection of group coverage may be available
toit asalarge employer. (Generdly, moreissuers are willing to sdll in the large group market and tend
to offer larger employers awider sdection of products from which to choose) However, since the
guaranteed avallability provisons only apply to smal employers, if the employer drops the coverage it
purchased in the small group market, it will not be able to purchase the same coverage again on a
guaranteed available bagisif it no longer meets the definition of a small employer.

Smilarly, for alarge employer that shrinks below 50 employees, the law guarantees the right to continue
to renew the coverage purchased in the large group market. We understand that some policies Sate
that the policy cannot be renewed if the employer drops below a specified size. These clauses are no
longer vaid if theissuer is subject to HIPAA:s guaranteed renewability requirements.  However, if an
employer whose sze has dropped below 50 employees voluntarily drops the coverage issued in the
large group market, the employer may not be able to get that policy back. The employer will only be
guaranteed aright to purchase new coverage that is offered in the small group market. If the employer
again grows into the large group market, the issuer could deny that policy to the employer because there
is no guaranteed availability requirement in the large group market.

V. Smal Employers Shrinking to Less Than Two Employees

Questions have been raised asto the gpplicability of the guaranteed renewability requirement to the
gtuation in which asmdl employer had two or more employees when it purchased coverage origindly,
but has shrunk to the point that it fails to meet the tests contained in section 2791(e)(4) and (€)(1)(B)(i).

As noted above, under section 2721(a) and the regulations at " 146.145(a), the guaranteed renewability
requirement does not apply to group hedth insurance offered in connection with a plan that, on the first
day of the plan year, does not have at least two participants who are current employees. Since
employer Szeis assessed on the first day of the plan year, coverage cannot be terminated until the first
renewd date following the beginning of a new plan year, even if the issuer knows as of the beginning of
the plan year that the employer no longer has at least two participants who are current employees. A
State may, however, eect to regulate coverage offered in connection with a group with fewer than two
participating employees as coverage in the smadl group market. Approximately one-quarter of the
States have extended the lower boundary of the small group market to encompass certain individuasin
very smal groups that would otherwise be treated under section 2791(e)(1)(B)(i) asbeing in the
individua market.

Moreover, HIPAA:=s minimum group market requirements would not supplant contract terms that are
more generous. If coverage that was originaly issued in the smal group market contains arenewa
provision that requires guaranteed renewability at the option of the plan sponsor, regardless of whether



the group shrinks below two current employees at the start of the plan year, HIPAA would not
invaidate the contract provision.

Also, HIPAA does not require an issuer to terminate the coverage of an employer that dueto itssize
falsto qudify for group market protections under 8146.145. If the issuer voluntarily permitsthe
employer’s coverage to renew or otherwise continue in force, State law rather than HIPAA will govern
when and under what conditions the employer may terminate the coverage. Please note, however, that
even though HIPAA’ s group market protections do not apply, the coverage still will be regarded as
group coverage for the purpose of determining whether employees quaify for portability into the
individua market.

Individuas whose coverage is nonrenewed because the group has shrunk to fewer than two employees
may be Adigible individudsf) for purposes of trangtioning into the individua market.  The individua
would, of course, have to meet dl of the criteriafor being an digible individua that are identified in
section 2741(b), and the regulations at " 148.103. Most notably, the individua would have to have had
at least 18 months of creditable coverage (unless State law provides for a shorter period), and the most
recent coverage would have to have been under agroup hedth plan. In the Stuation in which the
coverage was nonrenewed because the employer dropped below two employees, the coverage meets
this test because the nonrenewed coverage was origindly issued as group hedth insurance offered in
connection with agroup hedlth plan. Theindividua aso cannot have any other coverage available such
as Medicare, Medicaid, or another group hedlth plan. If other group hedlth plan coverage is available to
the individud (for ingtance, through a spousers employment), the law gives the individua a specid
enrollment right under that other plan based on the nonrenewd of this dwindling group-s policy, rather
than guaranteed availability in the individua market.

Whereto get moreinformation:

The regulations cited in this bulletin are found in Parts 144 through 148 of Title 45 of the Code of
Federd Regulations (45 CFR " "144-148). Information about HIPAA isdso avallable on HCFA:s
website a www.hcfa.gov/hipaa.

If you have any questions regarding this Bulletin, cdl the HIPAA Insurance Reform Help Line at (410)
786-1565 or your local HCFA Regiond Office (see attached list of contact numbers and the
geographic areas served by each region).
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