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Executive Summary

This report analyzes the impact of  legislation introduced in the U.S. Congress (H.R. 525/S. 406) 
that would federalize the regulation of  health insurance arrangements called association health 
plans (AHPs). It concludes that by exempting AHPs from state oversight, the legislation would create 
a regulatory vacuum and allow scam operators to use new federal AHP preemption provisions 
as a shield to avoid regulation and oversight. As a result, the passage of  this legislation would have 
the unintended consequence of  widespread fraud threatening the coverage and fi nancial security 
of  millions of  Americans. 

There has been a 30-year history of  health insurance scams involving associations and multiple 
employer arrangements. Scams fl ourished after Congress exempted these arrangements from state 
oversight in 1974 through the Employee Retirement Income Security Act (ERISA). Operators tar-
geted small businesses and self-employed people through legitimate and phony associations. They 
collected premiums for non-existent health insurance, did not pay medical claims, and left businesses, 
workers and providers with millions of  dollars in unpaid bills and patients without health insurance 
coverage. The U.S. Department of  Labor, having the responsibility for oversight, was not able to 
protect businesses and their workers. 

In response to widespread fraud, in 1982 Congress amended ERISA to restore states’ authority and 
to allow both the states and the federal government to regulate in order to better protect consumers 
covered by associations and multiple employer arrangements. Despite Congressional interventions, 
phony insurance sold through associations remains a problem. During a recent cycle of  scams, 144 
operations left over 200,000 policyholders (number of  people is unknown) with over $252 million 
in medical bills. However, it is likely that there would have been even more victims if  states’ author-
ity was restricted, as the bills seek to do. Between 2000 and 2002, state investigators shut down 41 
illegal operations selling coverage through phony and real associations, while the Department of  Labor 
shut down 3 operations. 

This report concludes that AHP legislation would exacerbate the problem of  health insurance fraud 
perpetrated against small businesses and their workers in several ways.

Preempting state oversight and thereby prohibiting states 

from protecting consumers 

States currently have the authority and resources to prevent, identify, and shut down fraudulent plans 
and protect consumers. States prevent fraud by using comprehensive early warning systems — includ-
ing using insurance agents as their “eyes and ears.” States have also enacted laws that require agents 
to report fraud and impose fi nancial penalties on agents that sell phony coverage. Moreover, states can 
move quickly to shutdown fraudulent plans by issuing cease and desist orders without going to court; 
they also protect consumers by seizing plan assets. Different from states, federal regulators must 
ask a federal court to close an unauthorized plan — investigations and actions that take several years 
with little hope of  recovering assets and more consumers defrauded while the phony entity stays 
in business. 
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The existing tools that states use to prevent fraud cannot be replicated at the federal level and would 
be lost under AHP legislation. The history of  scams involving associations demonstrates that when the 
federal government has had sole oversight authority, fraud fl ourished with unscrupulous individuals 
leaving businesses and their workers without health coverage and with millions of  dollars in unpaid 
medical bills. 

Creating regulatory loopholes likely to foster fraud

Unlike state regulation of  insurance, the bills would establish a regulatory structure that relies on 
self-reporting and self-regulation, constrains regulators’ authority to verify information, and lim-
its authority to intervene after problems occur by requiring the federal government to go to court 
to shut down an AHP. 

There is no specifi c provision in the bill that would prohibit scam operators, even those that have 
been convicted of  a felony or those who have been shut down in the past for operating phony 
arrangements, from controlling, owning or managing an AHP. Furthermore, the required class 
certifi cation for fully insured AHPs, upon the fi ling of  paperwork and payment of  a fee, without 
any verifi cation or investigation would make it easy for unscrupulous individuals to obtain federal 
certifi cation by submitting false documentation. Such certifi cation would be akin to a seal of  good 
housekeeping that operators could use to attract unsuspecting businesses. Once certifi ed, both 
federal regulators and the courts would have diffi culty shutting down a certifi ed AHP because the 
bills would restrict the Department of  Labor and the courts’ authority over insured associations. 
Limited judicial or administrative authority to order an AHP to shut down, coupled with a prohi-
bition on states from doing so, means a signifi cant gap in oversight that would leave businesses 
unprotected.

The legislation also contains broad preemption provisions that would prevent states from regulating 
both licensed and unlicensed entities that offer coverage to federally certifi ed AHPs. State regula-
tors would be prohibited from shutting down unlicensed entities that sell coverage through federally 
certifi ed AHPs. 

The bills’ regulatory framework, broad preemption of  states, defi ciencies in federal regulatory tools, 
and resource constraints — that have already proven to hinder the Department of  Labor’s ability 
to enforce its current responsibilities — create conditions that would make it almost impossible for 
the federal government to protect businesses and workers covered by AHPs against fraud. The pro-
posed regulatory structure is precisely the framework that in the past resulted in widespread fraud and 
prompted Congress to clarify that states could regulate these arrangements.  
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Expanding the preemption shield: creating new legal questions, 

broadly preempting state authority and creating confusion 

about regulatory oversight 

The legislation would create a new opportunity for promoters of  scams to use new preemption 
provisions as a shield to avoid state oversight by claiming preemption. New legal questions about 
the scope of  preemption would provide new reasons for promoters to challenge state authority 
in court. Consistent with past behavior, unscrupulous operators will invoke preemption arguments in 
every case where a state attempts to regulate the arrangement, even one that is not preempted. When 
forced to litigate, states require tremendous resources and time. While litigating, promoters continue 
to collect premiums from unsuspecting consumers, embezzle and hide assets, and leave businesses and 
their workers responsible for millions of  dollars in medical bills. 

Broad preemption in the bills would also create confusion over oversight. Should the bills be enacted, 
there would be at least nine types of  entities in the marketplace: federal AHPs, AHPs that qualify 
for certifi cation but choose not to become certifi ed, AHPs that lose federal certifi cation, AHPs that 
do not qualify for federal certifi cation, AHPs falsely claiming to be federally certifi ed, federal AHPs 
that should not have been certifi ed because they are phony, multiple employer arrangements that 
are not federally certifi ed as AHPs, state licensed insurance companies that do business with federal 
AHPs, and phony insurance companies selling to federally certifi ed AHPs. A lack of  clear standards 
for which regulator has authority to regulate would mean loopholes and no regulation of  certain 
arrangements. 

In addition to questions about state authority vis a vis federal, by creating two different licensing 
schemes for federal certifi cation — self-insured and fully insured AHPs — the legislation would cre-
ate further confusion and opportunities for unscrupulous individuals. While the federal government 
would be responsible for self-insured AHPs, fully insured ones would be subject to federal authority 
and limited authority of  one state, chosen by the AHP. State authority ends at its borders. Having 
one state in charge of  overseeing coverage sold in 50 other states is a recipe for no oversight. This struc-
ture would create 51 different regulators and sets of  rules that scam operators could exploit to avoid 
regulation. The bills’ broad preemption provisions would restrict state regulators’ authority and a state 
would be preempted from shutting down an illegal company doing business with a federally certifi ed 
AHP. This would have adverse consequences for businesses and their workers.

******

As America’s small business owners struggle to fi nd affordable health insurance for themselves 
and their workers and in light of  an infl ux of  health insurance scams that prey on small businesses, 
legislative actions should seek to improve protection for small businesses and their workers. 
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Businesses and workers expect their covered claims to be paid when they have bought insur-
ance. They expect that when an insurer is insolvent, that they will be protected. They expect that 
government is watching out for them and is acting to prevent fraud and mismanagement by 
insurance entities. 

Unfortunately, the regulatory approach contemplated in the AHP legislation would leave many busi-
nesses and workers at the mercy of  scam operators. The consequences are predictable: bankruptcy, 
delayed or foregone medical care, and loss of  coverage for America’s businesses and workers. 
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INTRODUCTION

“…what is shocking is that the insurance cheats are using the Federal ERISA law and the principle of 

Federal preemption as an offensive weapon, in court and out, against consumers. In this way, they 

have largely avoided regulation, repayment, or prosecution. In my opinion, the insurance trust swindle 

has the potential to become the most sophisticated and profi table white-collar crime in America…. 

It is high profi t and very low risk crime under the existing laws … an operator with virtually no capital 

can go into the ERISA trust benefi t business and become a very rich person by cheating people out of 

their premiums and face almost no chance of going to jail.” 1

  Attorney General, State of  Illinois (a former 
Assistant U.S. Attorney) 1982 testimony before Congress 

“For almost 18 years now, conmen, crooks, and hucksters have been able to take advantage of a 

continuing regulatory vacuum (be it actual or perceived) in the area of self-insured employer spon-

sored health benefi t programs to fl eece unsuspecting employers and their employees of hard-earned 

premium dollars. They have built their lavish lifestyles on the shattered lives of innocent men, women 

and children while regulators have argued with one another over who has jurisdiction and whether the 

problem already has been solved.” 2

 U.S. Senate Permanent Subcommittee on Investigations, March 1992

“This hearing is a wake-up call to America, and a reminder that there are unscrupulous individuals who 

intentionally infl ict emotional and fi nancial harm upon businesses and individuals.” 3

  Senator Grassley, Senate Finance Committee, 
Investigation on Health Insurance Scams, March 2004
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Since the enactment of  a federal law called the Employee Retirement Income Security Act of  1974 
(ERISA), which replaced state oversight of  employee benefi ts with federal, there has been a history of  
scams connected to ERISA. Promoters of  phony insurance have used this federal law as a way to avoid 
scrutiny by state investigators and law enforcement. This, coupled with unsuccessful oversight at the 
federal level (partly due to resource constraints and limitations on regulatory authority), has contrib-
uted to ERISA scams.

Thirty years after ERISA’s enactment, health insurance coverage scams continue. In the current cycle 
of  scams, operators target small businesses and self-employed people through association health plans 
(legitimate associations and phony associations they set up), collect premiums for non-existent health 
insurance, and leave patients with millions of  dollars in unpaid medical bills and without health insur-
ance. Between 2000 and 2002, 144 such operations left over 200,000 policyholders with over $252 
million in medical bills and without health insurance.4 Four of  the largest left 85,000 people with over 
$100 million in medical bills.5 Consequently, some victims were forced into bankruptcy. Others have 
lifelong physical conditions as a result of  delayed or foregone medical care.6 

In the context of  a 30-year history of  health insurance scams and Congressional efforts to address the 
problem, this report analyzes one federal proposal, H.R. 525/S.406, that seeks to federalize the regula-
tion of  association health plans. The report concludes that the proposed legislation if  enacted is likely 
to exacerbate the current problem of  health insurance fraud and to leave small businesses and their 
workers unprotected.7 
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BACKGROUND

What are association health plans?

Millions of  working Americans rely on associations for their health insurance coverage.8 Associations 
vary in size, membership, and goals. Professional and trade associations, such as state medical associa-
tions, generally limit membership to a specifi c trade or business. Other professional associations, e.g., 
a local chamber of  commerce, while promoting common business interests of  their members, have a 
broad membership of  trades and professions. There are associations for people with common personal 
interests, e.g., travel, hobbies, etc. Finally, there are also “captive” associations that are merely market-
ing schemes for insurers. Captive associations can be owned by or controlled by insurers and their 
decisions are made to promote the fi nancial interests of  the insurers.9 

Associations may provide health insurance as a benefi t of  membership. Those that offer health insur-
ance may do so as a primary benefi t of  being a member of  the association, while for others, offering 
health coverage is secondary to providing other services and benefi ts to members, such as professional 
credentialing or advocating on behalf  of  members.

Although many have helped employers fi nance health benefi ts for employees, some such arrangements 
have also presented opportunities for unscrupulous individuals to defraud employers and their workers. 
Either by selling coverage to legitimate associations or by establishing phony ones, promoters have used 
associations as a vehicle to defraud businesses and their workers.10 

AHPs and MEWAs

Generally under ERISA, an association health plan (AHP) is a type of  a multiple employer welfare 
arrangement (MEWA). ERISA defi nes a MEWA as any arrangement through which two or more 
employers and self-employed individuals obtain health insurance coverage. This paper focuses on 
AHPs because in the recent cycle of  health fraud, real and phony AHPs have been used as a principal 
way to promote phony insurance.11

In the recent cycle 

of  health fraud, real 

and phony AHPs 

have been used 

as a principal way 

to promote phony 

insurance.
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Health Insurance Scams Promoted through Phony and Real Association Health Plans

Employers Mutual LLC left over 30,000 people nationwide without health insurance and 
with over $27 million in medical claims. The amount in medical bills may be higher; $54 
million in claims have been fi led but only $27 million have been verifi ed. In 2004, several 
operators of  Employers Mutual LLC were indicted by a federal grand jury.12 Employers 
Mutual LLC sold its coverage:

◆  through existing associations including the National Writers Union, a professional association 
for journalists established in 1983; 

◆  through sixteen associations they established — American Association of  Agriculture; 
Association of  Automotive Dealers and Mechanics; Association of  Barristers and Legal 
Aids; Communication Trade Workers Association; Construction Trade Workers Association; 
American Coalition of  Consumers; Association of  Cosmetologists; Culinary and Food Ser-
vices Workers Association; Association of  Educators; Association of  Health Care Workers; 
National Alliance of  Hospitality and Innkeepers; Association of  Manufacturers and Whole-
salers; Association of  Real Estate Agents; Association of  Retail Sellers; National Association 
of  Transportation Workers; and National Association of  Independent Truckers.13

American Benefi t Plans (ABP) left over 40,000 people nationwide without health insurance and 
with over $28 million in unpaid medical bills.14 ABP sold coverage through:

◆  four associations they created — the National Association for Working Americans, the 
National Association of  Working Americans, the United Employer Voluntary Employee 
Benefi ciary Association, and the United Employee Voluntary Employee Benefi ciary 
Association (emphasis added).15 

Health insurance scams promoted through AHPs

Promoters of  phony health insurance target small business owners and self-employed people through 
associations for economic and legal reasons. As a way to attract a large volume of  business quickly, 
they sell through well-established trade and professional associations. They also establish their own as-
sociations, taking advantage of  a positive experience that some consumers have had with associations, 
collecting membership fees for a phony association and premiums for phony coverage. 
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Promoters induce well-established associations and people to enroll by offering lower premiums than 
available through licensed companies. They explain lower premiums using perceived and in some 
cases existing legal ambiguities. Promoters falsely claim to be “ERISA plans” exempt from state in-
surance laws. They claim that low premiums are a refl ection of  the ERISA exemption (self-insured 
ERISA plans are exempt from state insurance laws). These false claims enable promoters to collect 
premiums, to not pay claims, and to leave hundreds of  thousands of  victims with millions of  dollars 
in outstanding medical bills. They use collected assets to buy real estate, expensive cars, and other 
personal items. Some hide assets in off-shore accounts. 

Small businesses and self-employed people stuck with medical bills

Small businesses and their workers defrauded by AHPs have few legal options. In some cases 
court appointed receivers fi nd some assets. In other cases, courts order restitution to be paid to the 
victims.16 Typically, however, there are not enough assets to pay fully all outstanding medical bills. 
According to the GAO, only $9.6 million in assets were recovered, but over $123.6 million was owed 
for medical bills between 1988 and 1991.17 Unlike licensed insurance companies, when an unauthor-
ized arrangement becomes insolvent, there is no safety net like a state guaranty fund to pay claims. 
So after paying premiums and believing that medical care will be paid for by the plan, victims are left 
responsible for their medical bills. 

Some victims lose their life’s savings and their homes. With collection agencies aggressively pursuing 
victims to pay outstanding medical bills, some end up with bad credit or are forced into bankruptcy.18 
Some victims are left with lifelong medical conditions.

Victims of Recent Scams

Marie Almond, a small business owner bought health insurance from Employers Mutual LLC. 
After $65,000 in bills for chemotherapy and other breast cancer treatment, Marie learned 
that the company she believed was a real insurance company was shut down for “operating a 
sham business” by several states. Subsequently, she learned that she needed another operation. 
In her own words, “My doctor strongly recommended that I receive treatment at a hospital in 
Germantown, Tennessee. I feared that I would ultimately be responsible for paying for this proce-
dure. The hospital subsequently refused to admit me because of  the outstanding medical claims 
related to my breast cancer. With no other options and as a last resort, I reluctantly agreed to allow 
the procedure to be performed in my doctor’s offi ce. I simply had no other choice.”19 Marie owes 
$71,000 in medical bills that should have been paid by Employers Mutual LLC. 
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Judy Coburn thought that she had insurance through the National Writers Union (NWU), a pro-
fessional association for journalists. NWU contracted with Employers Mutual to sell coverage to its 
members. Judy only lost $12,000 (some in premiums, the rest she borrowed to have eye surgery). 
Unfortunately, Judy now has permanently impaired vision in one eye because she could not get 
her surgery in time to save her vision. So unlike other victims, she is lucky that she does not owe 
hundreds of  thousands of  dollars to her physicians. Unlike other victims, however, she will never 
recover her vision.21

The Huffstutlers bought health insurance through a professional association. Lisa Huffstutler was 
nine months pregnant when she and her husband fi gured out that their health insurance was 
phony. She feared that her doctor would fi nd out and would refuse to deliver her baby. In addition 
to worrying about giving birth to a healthy baby, Lisa agonized over whether she would be admit-
ted to a hospital and whether she would have a doctor at her side for the delivery. Lisa’s family 
accumulated thousands of  dollars in medical bills. Although the illegal company was shut down 
by state regulators, it had few assets and Lisa’s bills were not paid. Several doctors agreed to put 
the Huffstutlers on a payment plan and reduced some of  the bills. However, thousands of  dollars 
owed to the hospital and other providers forced the Huffstutlers to declare bankruptcy.22

There are thousands of  victims like Marie, Joan, Judy, and the Huffstutlers.

Joan Piantadosi, a small business owner bought health insurance from Employers Mutual LLC 
through an association for her self, her family, and her employees. She was left with more than 
$500,000 in unpaid medical bills for her husband’s treatment during the time she was covered 
by Employers Mutual LLC. On top of  that, her husband needed a liver transplant to live. In her 
own words, “[W]e were informed that since we lacked insurance coverage, we would have to pay 
a deposit of  $150,000 before my husband could enter the hospital’s Liver Transplant Inpatient 
program. We simply did not have $150,000 to cover the deposit. Consequently, my husband was 
removed from the recipient list. Like the preceding months, the next two weeks were an emotion-
ally tumultuous time for us. We feared, among other things, that my husband might die while we 
were attempting to deal with the predicament of  being uninsured despite having paid premiums 
to what appeared to be a legitimate health insurer.”20
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REGULATION

Both the federal government and the states have authority to regulate AHPs, although this was not 
always the case. Each have different and complementary tools, resources, and strategies.  

History of regulation

When Congress federalized regulation of  employee benefi ts by enacting ERISA, it severely restricted 
state authority to regulate multiple employer arrangements. Under the 1974 statute, states could not 
regulate arrangements that were considered to be an “employee welfare benefi t plan” also called “an 
ERISA plan.”23 The U.S. Department of  Labor became responsible for regulating these.24  To deter-
mine if  an arrangement was an ERISA plan, a state (and in many cases a court) had to apply a very 
technical and complex federal standard requiring a fact intensive inquiry. 

Ambiguity about ERISA’s preemption and lack of  oversight by the U.S. Department of  Labor resulted 
in proliferation of  scams. Although there is no data documenting how many people were affected 
nationwide, according to California’s regulators, between 1977 and 1982, there were 45 multiple em-
ployer arrangements in the state that stopped operating. Eighteen of  those became bankrupt, two of  
which left over $7 million in unpaid medical bills and thousands of  workers without health insurance.25 
In several of  these, the state was successful in getting criminal convictions.26 

After ERISA’s passage, the U.S. Department of  Labor claimed not to have authority over arrange-
ments that were not “ERISA plans.”27 Most multiple employer arrangements, also called multiple 
employer trusts (METs), were not ERISA plans.28 However, when states tried to regulate such 
arrangements, operators successfully claimed ERISA exemption from state law.29 In testimony before 
Congress, California’s deputy commissioner described their experience in attempting to shut down 
illegal multiple employer arrangements:

 “ We have run into some incredible delaying tactics which have allowed questionable METs to 

operate. In every instance that the MET did not voluntarily close its door, the issue of Federal 

preemption was raised. After several years of litigation, we would ultimately prevail, but not 

before new trusts were formed out of the old ones, forcing us to commence this lengthy judicial 

process once again.” 30 

Some unsuccessful legal challenges, cases requiring signifi cant resources to litigate and expensive 
factual investigations about ERISA plan status, had a dampening effect on states’ ability to regulate 
non-ERISA plans. More importantly, while states had to defend their authority in court, scams contin-
ued to operate, collecting premiums from consumers and ultimately leaving thousands of  victims with 
millions of  dollars in medical bills. 

The U.S. Congress, recognizing that the federal government could not adequately protect consumers 
against fraud and insolvency of  multiple employer arrangements, sought to remove preemption am-
biguities in ERISA. Trying to make state oversight less diffi cult, in 1982 (effective in 1983) Congress 

The U.S. Congress, 

recognizing that the 

federal government 

could not adequately 

protect consumers 

against fraud 

and insolvency of  

multiple employer 

arrangements, sought 

to remove preemption 

ambiguities in ERISA.
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amended ERISA to limit its preemptive effect on state law. This law is also known as “the Erlenborn 
amendment” named after the former Congressman who led the effort to address fraud and insolvency 
of  multiple employer arrangements. Congressman Erlenborn (R – IL) held fi eld hearings in 1982 to 
examine how multiple employer arrangements escaped from state and federal oversight. Consequently, 
Erlenborn introduced the “Multiple Employer Welfare Arrangements Act of  1982” (H.R. 6462), which 
Congress passed to clarify states’ oversight authority.31 

As a result of  these amendments, states can regulate multiple employer arrangements. With almost no 
limitations, ERISA allows states to regulate MEWAs — defi ned broadly to include all types of  arrange-
ments offering health coverage to two or more employers or self-employed individuals. Excluded from 
the defi nition are collectively bargained union plans, rural electric and rural telephone cooperatives.32 

Currently, most consumer protections for people covered by multiple employer arrangements, includ-
ing association health plans, are state-based. State requirements include licensing, solvency standards, 
coverage benefi t requirements, external appeal laws, and other standards for both MEWAs and the 
products they offer. Federal standards are generally limited to fi duciary obligations, disclosure and 
notice requirements, and more recently a requirement to register with the U.S. Department of  Labor.33 
ERISA does not require MEWAs to be licensed and there are no federal solvency, external review, or 
other consumer protections similar to those found in state insurance law. 

States and the federal government: regulatory authority 

and enforcement strategies

As a result of  the Erlenborn amendment to ERISA, state insurance departments and the U.S. Depart-
ment of  Labor’s Employee Benefi ts Security Administration (EBSA, formerly PWBA) have authority 
to regulate MEWAs. Generally, states have broader administrative authority than the federal govern-
ment to address fraud problems. Also, each have developed different enforcement strategies. A lack 
of  effective regulatory tools and resource constraints, in part, is why the U.S. Department of  Labor 
has not been able to effectively oversee association health plans and other MEWAs under its current 
jurisdiction. 

Because some MEWA cases involve criminal activity — embezzlement, wire and mail fraud — and 
because civil actions are merely the cost of  doing business (for many operators, especially the ones who 
are repeat offenders), various federal government agencies and state-based law enforcement are also 
involved in investigating and prosecuting these cases. 

Early Detection Strategies

To try to detect illegal activities quickly, states have developed enforcement strategies such as using 
licensed insurance agents as “eyes and ears” as well as holding agents fi nancially responsible for unpaid 
bills if  they sell illegal coverage. For example, in Louisiana as a result of  a tip from an agent, insurance 
department staff  attended a marketing meeting for an unauthorized health plan. The evidence from 
this meeting enabled the department to close the plan within eighteen days of  the marketing meeting. 
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At the federal level, reporting “unlicensed” arrangements is not an option because ERISA plans are 
not licensed by the Department. Additionally, the federal government does not regulate agents and 
thus could not encourage nor compel agents to report suspicious activity. This makes it almost impos-
sible for federal regulators to fi nd illegal operations before they spread nationally and leave thousands 
of  victims.

Many states have also implemented successful strategies to identify suspicious behavior through con-
sumer complaints and inquiries; this includes automatic referrals for investigation. Different from 
states, federal regulators generally initiate investigations when there is a pattern of  complaints. By the 
time a pattern emerges, an illegal arrangement could already be operating nationally — in 10 months 
Employers Mutual LLC spread nationwide and collected $14 million in premiums. By then, it is too 
late to help consumers covered by the illegal arrangements because assets disappear quickly.

State Enforcement Tools to Shut Down a Phony Insurer and Seize 

Assets: Administrative Cease and Desist Authority and Receiverships

State regulators have administrative authority such as cease and desist orders (C & D Orders) 
enabling states to quickly close an unauthorized entity without going to court. Through an admini-
strative procedure, a state insurance commissioner can shut down an illegal arrangement by fi nd-
ing that it is operating without an insurance license. For an administrative procedure one does not 
have to wait to get on a court’s trial calendar, evidence not admissible in court may be allowed in an 
administrative hearing, and delay tactics available in a court procedure (e.g., a motion to dismiss a case) 
are generally not available in an administrative proceeding. State administrative C & D Orders can 
help stop the spread of  an illegal plan within a state. One problem is that operators of  scams move 
to other states or change names and continue operating. However, even temporary closures of  illegal 
operations have helped to slow down the spread of  scams and more importantly have helped regula-
tors to seize unspent assets to pay outstanding claims. 

States also have receivership authority, which is often the only way to fi nd assets to pay claims of  vic-
tims.34 State receivership laws allow insurance departments to take over fi nancially failing companies, 
to fi nd and seize assets, and to preserve assets for the benefi t of  insured people. This authority is impor-
tant to stop mismanagement of  assets or outright embezzlement of  premiums. Because assets disap-
pear quickly in Ponzi schemes, the ability to take over an arrangement expeditiously is important.  

Additionally, for victims receiverships are important because when there are not enough assets to pay 
all claims, receivers may negotiate with providers for a reduced payment in exchange for providers 
agreeing not to seek full payment from victims. In one of  the most successful receiverships — Ameri-
can Benefi ts Plans, which is an ongoing state receivership — the receiver has been able to pay $12.4 
million of  the $28.4 million in outstanding medical bills.35 During the last cycle of  scams between 1988 
and 1991, victims were left with over $123 million in unpaid medical bills. Less than $11 million in 
assets was recovered. 
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Federal Enforcement Tools to Shut Down a Phony Insurer and Seize 

Assets: Federal Court Only 

The U.S. Department of  Labor does not have cease and desist authority or similar administrative 
authority to shut down an insurance scam, but must fi le and win a lawsuit in federal court. 

Federal actions are slower than state actions in this area. The Department must seek a temporary 
restraining order (TRO) and a preliminary injunction (PI) from a federal court to shut down a scam 
as well as to appoint a receiver, in federal cases called an independent fi duciary. A TRO and PI by a 
federal court require the federal government to offer suffi cient evidence at a pre-trial hearing to prove 
that a violation of  ERISA has occurred and to demonstrate that the government will probably prevail 
on the merits once the case is fully litigated. This means that in federal court, the Department must 
overcome a high evidentiary burden. 

Unlike states shutting down illegal arrangements based on a failure to be licensed, the federal govern-
ment must prove a violation of  a fi duciary duty, which is fi nancial in nature requiring evidence that 
assets have been misused. To gather enough evidence for a successful hearing in federal court, Labor’s 
investigations may take several years. 

TRG — a multi-year investigation by the federal government

Hawaii and Kentucky’s insurance departments issued orders to shut down TRG, a nationwide 
plan, in November 2001 (with at least 8 other states following). One state (Florida) had enough 
evidence against TRG’s operators for a criminal indictment by a grand jury in 2003. Two years 
after the fi rst state actions, the U.S. Department of  Labor fi led its civil complaint in federal court. 

Because quick actions are important to prevent assets from disappearing, the Department is at a big 
disadvantage not having administrative authority to shut down illegal operations and to appoint inde-
pendent fi duciaries. During the current cycle of  scams, state insurance departments using their broad 
administrative authority and oversight strategies have shut down 41 illegal operations compared to the 
federal government’s three.36 

While being investigated, operators of  scams continue collecting premiums and misusing or embez-
zling assets. It is the policy of  the Department not to inform the public that an arrangement is under 
investigation, even when an affected person notifi es the Department that claims are not being paid. 
This means that many small businesses continue paying premiums to an insolvent or fraudulent entity 
and many new unsuspecting businesses sign up.  

This policy is also very different from state insurance department practices. Through quick admin-
istrative actions the public is notifi ed about the illegal status of  an entity. Some states notify enrolled 
businesses that an entity is under investigation for being unlicensed, prior to issuing fi nal cease and 
desist orders. For example, Nevada’s Insurance Commissioner instructed the chief  fraud investigator 
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to notify small businesses enrolled in Employers Mutual LLC that the company was under investi-
gation before issuing a fi nal administrative order to cease operations. This resulted in many small 
businesses fi nding other coverage and mitigating their losses.37

Criminal Investigations and Enforcement

Promoters of  AHP scams sell coverage in many states, move money across state lines, and in some 
cases hide assets off-shore. Consequently, there is a strong need for federal criminal investigations and 
court actions. At the federal level, law enforcement agencies such as the Federal Bureau of  Investiga-
tions (FBI), the Internal Revenue Service (IRS), the Postal Inspection Service, and the U.S. Department 
of  Labor’s Inspector General can conduct criminal investigations on AHPs. The primary investigative 
agency, however, is the U.S. Department of  Labor’s Employee Benefi ts Security Administration (for-
merly PWBA). Until the early 1990s, EBSA did not conduct criminal investigations; its primary role 
was civil enforcement.

Until the early 1990s, most criminal AHP investigations were handled by the U.S. Department of  
Labor’s Inspector General.38 In 1990, Secretary Dole instructed PWBA (renamed EBSA) to initiate 
formal training in criminal investigations.39 The Inspector General warned Congress that:

 “ Even if PWBA wished to change its civil emphasis, it does not have, unlike OIG, any profession-

ally trained and recognized (“GS-1811”) criminal investigators, people who know where to look 

and how to look for criminal activity — Special Agents who are adept at using standard investiga-

tive techniques such as  electronic surveillance, search warrants, and undercover operations, and 

the development of informants and other confi dential sources.” 40

To date most of  EBSA’s cases remain civil. The Department reports that from 1990 to December 
2004, it had initiated 621 civil cases compared to 107 criminal.41 In June 2004 it had 122 civil and 38 
criminal open investigations.42 Based on this data, it appears that EBSA continues to be primarily a 
civil enforcement agency.

The Inspector General’s authority was restricted in 1990, limiting investigations to cases involving 
unions or phony unions.43 The FBI has a designated unit for health care fraud. However, in recent 
years, its focus has not included AHP and other MEWA cases. 

In addition to federal law enforcement agencies, state insurance departments have fraud units that 
conduct criminal investigations or work with state police on such investigations. However, due to 
jurisdictional constraints (authority in-state) and resources (a state may not have resources to send an 
investigator oversees, e.g., Cayman Islands, to fi nd assets), federal investigations and prosecutions are 
necessary. 

The federal government’s criminal enforcement record is mixed and few promoters of  scams 
are indicted and even fewer serve time in jail. Absent aggressive federal criminal investigation and 
prosecution, promoters of  scams after being shut down civilly move, change their names, and start a 
new scam.
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ERISA as a shield means proliferation of scams 

Although Congress clarifi ed ERISA twenty years ago, some ambiguities remain and operators of  
phony health plans continue to use ERISA’s real and perceived ambiguities as a shield to avoid state 
enforcement actions. Some create complex legal documents that, at least on paper, raise questions 
about their legal status.44 Others challenge state authority by removing state cases to federal court. In 
the case of  American Benefi t Plans covering 40,000 people nationwide and owing over $28 million in 
unpaid medical bills, subsequent to a Texas state court action, promoters removed the case to federal 
court.45 

There are several implications when ERISA is used as a shield against state regulation. It is expensive 
for states to defend their authority, especially when cases are removed to federal court. One state spent 
half  a million dollars litigating an ERISA preemption issue relating to a MEWA in the mid 1990s.46 

Additionally, while a case is litigated, operators of  a scam continue collecting premiums and have an 
opportunity to spend or hide assets. 

The “ERISA” problem is not a new one. In 1991, the U.S. Senate Permanent Subcommittee on Investi-
gations found that operators of  scams used ERISA as a way to avoid state oversight.47 Ten years earlier, 
the U.S. House of  Representatives Subcommittee on Labor-Management Relations of  the Committee 
on Education and Labor found that criminals used ERISA against state attempts to regulate multiple 
employer arrangements, called “multiple employer trusts” at that time. 

Congressional interventions

To date, there have been two signifi cant congressional interventions — in 1982, the Erlenborn amend-
ment clarifying that states have authority to regulate in this area and in 1996, HIPAA amendments to 
ERISA allowing the U.S. Department of  Labor to require MEWAs to register. The Erlenborn amend-
ment has helped regulators and investigators to better protect consumers by giving states authority 
over multiple employer arrangements. States have used their authority effectively, and the federal 
government has had a complementary role. It is too early to tell to what extent the 1996 amendments 
improve regulation. Below is a discussion of  the diffi culties the federal government has had with requir-
ing MEWAs to register.

Federal Authority to Require AHPs and other MEWAs to Register

In response to the long history of  fi nancial instability and fraud promoted through MEWAs, in 1996 
Congress expanded the Department of  Labor’s authority to allow it to require associations and other 
MEWAs to register with it. In part this was to help states and the federal government to learn where 
MEWAs are operating.48 
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In 2000, the Department implemented the registration requirement by instructing MEWAs when 
to fi le and what information to provide to the federal government.49 Seven years after gaining this 
authority, the Department fi nalized its regulation, making the fi nal rule effective on January 1, 2004. 
In the fi nal regulation, the federal government warned, however, “the Department is still in the 
process of  implementing its civil penalty enforcement program to correct compliance failures.” 
(emphasis added)50 

A lack of  an enforcement program is evident. In 2003, of  the approximately 700 fi lings, over 100 forms 
had problems such as false claims that an arrangement was licensed by a state, incomplete or com-
pletely blank fi lings, and confl icting or incorrect information.51 Congress authorized the Department 
to fi ne multiple employer arrangements up to $1000 per day for submitting incomplete or inaccurate 
fi lings or for not fi ling. As of  2004, the Department has not issued fi nes for violations of  the registration 
requirements either against the MEWAs it investigated or against the MEWAs that fi led Form M-1 
with incomplete or inaccurate information. 

Additionally, non-government researchers studying several AHP insolvencies reported that had MEWA 
fi lings by several AHPs been reviewed by the federal government, the impact of  these insolvencies per-
haps would have been mitigated or prevented. For example, in 2001, an association plan called the NJ 
Car Retailers notifi ed the federal government that it was not complying with ERISA’s requirements 
and submitted a copy of  court documents detailing its non-compliance along with its MEWA fi ling 
(Form M-1). In 2002, a court appointed receiver notifi ed the Department that the association health 
plan was insolvent. The insolvent association left 20,000 people without health insurance and with 
$15 million in unpaid medical claims. In 2001, another self-insured association health plan called the 
Indiana Construction Industry Trust notifi ed the federal government that it had doubled in size in 
one year (based on comparing its 2000 and 2001 fi lings). This should have been a red fl ag for federal 
regulators about a potential problem — a self-insured association that doubles in size in one year may 
have solvency problems due to its rapid growth. This insolvency left 22,000 people with $20 million 
in medical bills. Had the Department examined the fi ling and looked into the fi nancial operations of  
this association health plan, perhaps the federal regulators could have prevented this association from 
becoming insolvent a year later. 

Although the Department asked for authority to require MEWAs to register, it is not clear why it has 
not been able to use it effectively. Perhaps due to resource constraints or other reasons the U.S. Depart-
ment of  Labor has not been able to protect businesses and people covered by associations and other 
MEWAs reporting to it annually. The next section analyzes a congressional proposal to federalize 
regulation of  association health plans. 
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ANALYSIS OF AHP LEGISLATIVE 

PROPOSAL AND DISCUSSION

This section analyzes one legislative proposal and its potential impact on preventing health insurance 
scams. The Small Business Health Fairness Act of  2005 (H.R. 525/S.406) would allow for federal 
licensing of  qualifi ed association health plans and exempt such arrangements from state oversight.52  

The full potential impact of  H.R.525/S.406 is unknown. However, given its new preemption standard 
that is both broad and vague, a long history of  scams, current scams promoted through associations, 
a mixed record on federal oversight, and resource constraints, this legislation is likely to have an unin-
tended consequence — an increase in health insurance coverage scams.

H.R.525/S.406 creates a federal certifi cation option for health coverage offered by qualifi ed 
professional and trade associations. AHPs would not be required to seek federal certifi cation. 
Those that do, once certifi ed, would be able to operate nationally, to sell coverage to employers and 
individuals, and to be exempt from almost all state-based insurance regulations. The U.S. Department 
of  Labor would be responsible for certifying and regulating AHPs. The bill would prohibit states from 
regulating AHPs. Additionally, the bill would preempt state actions that may have the effect of  preclud-
ing companies from doing business with federally certifi ed AHPs. 

Broad preemption of state oversight: regulatory 

loopholes and preemption ambiguities

The legislation has several broad new preemption provisions that would preempt current authority that 
states have to regulate both association health plans and companies that conduct business with such 
arrangements. The new provisions if  enacted would create oversight loopholes and new ambiguity 
under ERISA about the extent of  the federal preemption and the authority of  states to investigate and 
shut down AHP scams. Consequently, the bill would allow illegal entities to escape state regulation by 
selling coverage through federally licensed AHPs.

The legislation states:

 “ …the provisions of this title shall supersede any and all State laws insofar as they may now or 

hereafter preclude, or have the effect of precluding, a health insurance issuer from offering health 

insurance coverage in connection with an association health plan which is certifi ed under part 8.” 

(emphasis added) 53

This preemption provision would apply to state regulation of  both licensed and unlicensed companies. 
By preempting state actions over unlicensed ones, the bill creates a signifi cant loophole and opportuni-
ties for fraud. The preemption provision says that states cannot preclude health insurance issuers from 
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offering coverage to AHPs. The bill defi nes “health insurance issuer” using ERISA’s existing defi nition: 
“an insurance company, insurance service, or insurance organization … which is licensed to engage in 
the business of  insurance in a State and which is subject to State law which regulates insurance….”54  
The U.S. Department of  Labor has interpreted this defi nition to include both licensed and unlicensed 
companies. According to the Department’s regulations, a health insurance issuer is: 

 “ an insurance company, insurance service, or insurance organization (including an HMO) that is 

required to be licensed to engage in the business of insurance in a State and that is subject to 

State law that regulates insurance.…”(emphasis added)55 

The defi nition of  health insurance issuer, therefore, includes companies that are licensed and those 
that are required to be licensed but are not. H.R.525/S.406 would preempt states from regulating both 
licensed and unlicensed insurance companies to the extent that state actions preclude a company from 
offering coverage to a federal AHP.

Consequently, this means that the bill would prohibit states from making it illegal for unlicensed com-
panies to sell coverage to federal AHPs because such state law would preclude a company from offering 
health insurance to a federal AHP. This could expose consumers in federal AHPs to fraud. During the 
recent cycle of  health insurance scams, legitimate associations such as the National Writers Union and 
the Wedding Event Videographers Association in Florida were defrauded by illegal arrangements.56 In 
fact, selling to existing associations is one way that promoters of  scams do business; it means enrolling 
lots of  people quickly. 

While preempting state law in this area, the bill is silent on how to address it at the federal level, creat-
ing a regulatory loophole. Although it is unlikely that Congress intends to prohibit states from shutting 
down illegal companies that sell coverage to federal AHPs, this would be the result of  the preemption 
provision in the bill. 

In addition, the bill would create an ambiguity in the scope of  preemption. The term “has the 
effect of  precluding” is vague and would make it diffi cult to determine which state laws and insurance 
department actions are preempted. For example, the bill would allow an insured AHP to sell nationally 
a policy approved in one state. Due to bill’s broad and ambiguous preemption provisions, it is uncertain 
whether the local insurance regulators would have the authority to verify that in fact the AHP policy 
was approved because such verifi cation may have the “effect of  precluding” a company from offering 
AHP coverage and thus be preempted. Additionally, the preemption provision would also make it 
diffi cult for a state to investigate. 

The preemption term “has the effect of  precluding” is not in ERISA’s current provisions, which have 
been litigated since ERISA’s enactment in 1974. The new language is both broad and imprecise and 
thus like other preemption questions is likely to result in litigation. Depending on budgets, states may 
not have the necessary resources to litigate these new legal questions. Even if  they do, in this case, the 
new preemption language, raising a legitimate legal question for courts, also creates a new opportunity 
for criminals to use ERISA as a shield against state oversight. As discussed earlier, litigation means that 
criminals continue to operate, collect premiums, and not pay claims.
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Problems with specifi c provisions: repeat offenders; stop-loss insurance

No Prohibition Against Repeat Offenders Operating an AHP 

There is no specifi c provision in the bill that would prohibit individuals, who have operated phony 
arrangements in the past or those who have been convicted of  a felony, from controlling, owning, or 
managing an AHP. Currently, ERISA allows a federal judge at his/her discretion to bar (3 to 13 years) 
an individual convicted or imprisoned for certain types of  crimes from holding certain positions in an 
ERISA plan.57 Assuming this provision would apply to AHPs, one problem is that the prohibition is not 
mandatory or automatic, and it is not a permanent bar.58 

A more signifi cant problem is the fact that there have been few felony convictions in ERISA health care 
fraud cases. During the recent cycle of  fraud, while states and the federal government identifi ed 144 
illegal arrangements, few operators have been indicted and to date none have been convicted.59 

It takes years to build a criminal case involving health insurance fraud. For example, in a recent case in 
Texas, operators of  several fraudulent schemes were in business from the early 1990s. Several of  their 
operations were ordered shut down by state insurance departments throughout the 1990s. After more 
than a decade of  defrauding businesses and their workers out of  health insurance premiums, some of  
the operators were indicted by a federal grand jury in March 2004.60 The AHP bill and current provi-
sions in ERISA would not prohibit these operators from seeking certifi cation as a federal AHP because 
they have not been convicted.  

Another problem is that individuals who have been shut down by regulators for operating illegal 
arrangements avoid detection by recruiting other people to operate their new schemes. According to 
state and federal investigators, to avoid detection some operate “behind the scenes” using girlfriends, 
friends, and relatives to run new illegal companies. If  the legislation were to be enacted in its 
current form, conmen and convicted felons would not be disqualifi ed from obtaining a federal license to 
operate an AHP. 

Stop-Loss Insurance

As a way of  background, the purpose of  stop-loss insurance is to protect a self-insuring association 
from insolvency.61 The potential problem in the legislation is twofold: off-shore stop-loss insurers and 
mismanaged or phony AHPs. 

One, historically there have been problems with some off-shore stop-loss insurers — not paying prom-
ised claims. Off-shore insurers have had a troubled history characterized by fraud and insolvency and 
have targeted ERISA covered employers.62 In a recent case involving off-shore companies, operators 
fraudulently collected $45 million in premiums from businesses.63 They now face a 54 count indict-
ment, which includes money laundering and mail fraud and if  found guilty, each defendant faces over 
35 years in prison without parole.64 According to federal prosecutors, “defendants usually referred to 
their victims as their ‘ERISA business’.”65 
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When assets are off-shore and a company is in trouble, it is diffi cult to seize assets to pay legitimate 
claims. One of  few ways to ensure that the stop-loss insurer is not a fl y-by-night and is adequately 
capitalized is to require the company to be licensed in the United States (with assets in the United 
States). Although H.R.525/S.406 requires self-insured AHPs to have stop-loss insurance to help 
protect against insolvency, there is no requirement that the stop-loss insurer be a company licensed in 
the United States, with assets in the United States to pay claims.

The second problem is that the bill requires a stop-loss company to pay an AHP once coverage under 
the policy is triggered. The bill would prohibit a stop-loss insurer from paying medical bills directly to 
providers. In cases of  mismanaged or AHPs operated fraudulently, this would be a fi nancial windfall 
for unscrupulous operators of  an AHP. More importantly, this would leave businesses and people 
covered by an AHP unprotected and potentially with millions of  dollars in unpaid medical bills that 
should have been paid by stop-loss insurance and the AHP. 

While the legislation appears to give the federal government some authority to establish additional 
standards for stop-loss insurance policies, the grant of  authority is vague and limited. The bill says:

 “ stop-loss insurance means, in connection with an association health plan, a contract – (A) under 

which an insurer (meeting such minimum standards as the applicable authority may prescribe by 

regulation) provides for payment to the plan with respect to aggregate claims under the plan in 

excess of an amount or amounts specifi ed in such contract (emphasis added).”66 

It is uncertain whether the Department would have authority to require stop-loss insurers to be U.S. 
licensed. This grant of  authority is a parenthetical in a defi nition. Federal regulators may determine 
that they would not have authority to require insurers to be U.S. based. In the alternative, through rule-
making, the federal government may impose a prohibition against off-shore companies. However, this 
may be challenged in court. In either case, the lack of  a specifi c requirement in the legislation means 
that federal AHPs, their small business members, and covered people are at risk if  off-shore stop-loss 
companies do not pay claims. Furthermore, the Department would not have authority to ignore the 
bill’s requirement that a stop-loss policy pay the AHP (even a mismanaged one). Again, this leaves busi-
nesses and their employees in AHPs unprotected fi nancially and at risk for having to pay medical bills 
that should have been paid by an AHP.

Regulatory model: self reporting, self regulation, 

limitations on both federal regulatory and oversight 

authority, and restrictions on federal courts

Unlike with state regulation of  insurance or federal regulation in other areas, the bill would establish a 
regulatory structure that relies on the accuracy of  self-reported information, constrains regulators’ au-
thority to verify the validity of  the information, and limits federal regulators’ authority after problems 
occur. The bill would also limit the authority of  federal courts. This type of  model would create new 
opportunities for fraud and would leave many businesses and workers at the mercy of  unscrupulous 
individuals. 
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Self  Reporting and Self-regulation

 “crooks do not fi le truthful forms” 67

  U.S. Department of  Labor’s Inspector General, 1990 

The bill would require applicants for federal certifi cation to fi le certain information with the Depart-
ment and would not require or authorize the Department to conduct background checks or on-site 
pre-licensing investigations to verify that the information being reported is accurate. 

State regulators with experience in regulating associations and other MEWAs believe that extensive 
pre-licensing investigations are important tools to help ensure that only qualifi ed arrangements receive 
a license and to identify potential fi nancial problems early.68 Through extensive investigations, for ex-
ample, California’s regulators denied licensing to fi ve of  the 12 associations that requested licensing. 
State regulators in other states also have denied licensing to associations based on a verifi cation, request 
for additional information, and on-site investigations yielding inconsistent or new information about 
the applicant association disqualifying it from state licensing.69 Absent on-site investigations, relying on 
paper submissions may result in improper licensing and at worse expose businesses and their workers 
to fi nancial liability for unpaid claims. 

It is also not clear whether the Department would have the capacity or the regulatory authority to 
conduct on-site investigations or background checks. The self-reporting regulatory approach in the bill 
and a lack of  specifi c authority (or requirement) for federal regulators to conduct on-site investigations 
prior to licensing would make it almost impossible for the federal government to prevent conmen from 
obtaining a federal license. 

The bill also would use the same regulatory model — relying on self-reported information — once 
AHPs are licensed. For example, the Department’s authority to close a self-insured AHP with fi nancial 
problems largely depends on the AHP providing accurate and truthful information to the Department. 
The bill states that an AHP must cease operations when the Department: 

 “ …has not been notifi ed by the board of trustees of the plan that corrective action has restored 

compliance with such requirements and … that there is a reasonable expectation that the plan 

will continue to fail to meet the requirements….” (emphasis added)70 

This means that even if  the Department had determined that an AHP’s fi nancial problems might 
cause it to fail, the department would be allowed to require AHP termination only if  an association’s 
board of  trustees did not notify the department that corrective action had been taken by the board. 
This means that if  the Department were notifi ed falsely that corrective action had been taken, but in 
fact such action had not been taken, the department would not be allowed to administratively require 
termination. 

A regulatory approach that relies on self  reporting encourages unscrupulous individuals to make false 
reports to the government. If  such individuals operated a federally licensed self-insured AHP, they 
would have no incentive to correct fi nancial problems of  an AHP. To the contrary, they would have 
a strong incentive to submit false reports to the federal government. If  the Department wanted to 
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challenge the false report and to shut down the AHP, the bill would require the Department to go to 
federal court (see discussion below). This would delay termination and increase the risk that assets may 
be depleted, which would result in potentially more unpaid claims. A court action gives criminals time 
to deplete or hide assets.

The full impact of  this type of  regulatory approach is diffi cult to predict, but reliance on self-reported 
information is likely to lead to new opportunities for scams.

Unclear Authority of  Federal Regulators over “Class” 

Certifi cations of  Fully Insured AHPs

The bill may limit the Department’s authority over fully insured AHPs. The bill requires that “class” 
certifi cation procedures be developed for fully insured AHPs while self-insured ones would have to be 
reviewed individually.71

The bill states that the government:

  “…shall establish a class certifi cation procedure for association health plans under which all 

benefi ts consist of health insurance coverage. Under such procedure, the applicable authority 

shall provide for the granting of certifi cation under this part to the plans in each class of such 

association health plans upon appropriate fi ling under such procedure in connection with plans in 

such class and payment of the prescribed fee under section 807(a).” (emphasis added)72

This provision raises a concern that the Department would not have authority to review each fully 
insured AHP fi ling. This language may mean that upon a fi ling of  required paperwork and pay-
ment of  a fee, the Department must automatically certify an AHP without any verifi cation, investiga-
tion, or even a review of  the submitted paperwork to ensure the information submitted by an AHP is 
accurate.  

False claims about an association’s qualifi cations — even one that is fully insured — are not unusual. 
In a case that involved real insurance and an association established in 1992, a state judge found that 
its founder’s claims about the association were inaccurate. During administrative hearings looking into 
(among other issues) whether the association had a legitimate business purpose, its founder claimed 
that the association had thousands of  members during a period of  time it did not offer health insur-
ance. The state judge found that the association did not have members during those years and that 
people joined it when they had bought its insurance. Contrary to the association’s claims, the judge 
determined that this association was formed for purposes of  offering group insurance.73 

The bill’s “class” certifi cation requirement seems to restrict the Department’s authority over fully 
insured AHPs. Consequently, the Department may inadvertently certify a phony AHP (whose records 
have been fabricated), one that has unknowingly purchased coverage from an illegal insurance com-
pany, or one that does not meet the minimum requirements. 
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An unintended consequence is that this creates a new opportunity for unscrupulous individuals. Being 
federally certifi ed is akin to a seal of  good housekeeping. Criminals would use their federal certifi cation 
to attract customers, taking advantage of  unsuspecting businesses.  

Enforcement and Oversight: No New Administrative Tools 

The legislation does not give the Department of  Labor types of  tools it would need to regulate 
effectively. For example, as discussed earlier, states can shut down a fi nancially unstable or fraudulent 
arrangement quickly by using their administrative cease and desist authority while it takes years for the 
federal government to go to federal court. In one case involving a nationwide scam, it took the federal 
government two years to shut down the arrangement. Time is critical because operators of  scams 
move, hide, or spend assets quickly. The bill would not authorize the federal government to administra-
tively shut down a phony entity. Instead, H.R.525/S.406 would require the federal government to go 
to federal court. This coupled with preemption of  state oversight is likely to result in more fraud. (See 
Appendix A Summary of  State and Federal Oversight)

Limitations on Court Authority: Fully Insured Certifi ed AHPs

The bill also limits the authority of  courts to shut down a certifi ed AHP that is in violation of  its 
certifi cation requirements. The bill states that a federal court could order a fully insured certifi ed AHP 
to cease operations if  it is no longer complying with federal standards except when:

  “…with respect to each State in which the plan or arrangement offers or provides benefi ts, the 

plan or arrangement is operating in accordance with applicable State laws that are not super-

seded under section 514.” (emphasis added) 74

This provision would prohibit a federal judge from ordering a certifi ed AHP from ceasing opera-
tions even when it is violating federal standards.75 An AHP seeking to avoid being shut down could 
easily show that it is “operating in accordance with applicable State laws that are not preempted.” As 
discussed above, the bill would preempt most state insurance laws from applying to federally certifi ed 
AHPs. There would be few state laws that are not preempted that a fully insured AHP would have to 
comply with. An AHP looking to avoid being shut down would only need to show that it is complying 
with those state laws. And consequently, the bill would prohibit a federal judge from ordering the AHP 
to cease operating even when it is violating federal law. 

The bill would not give the Department of  Labor specifi c authority to order administratively a certifi ed 
fully insured AHP to cease operations. Absent judicial or administrative authority to order an AHP 
shut down, coupled with a prohibition on states from doing so, means a huge gap in oversight, which 
would leave businesses and workers covered by such AHPs unprotected against fraud. 
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Resource constraints

Resource constraints currently are a problem for the Department. This is evidenced by the high 
non-compliance rate with current health-related standards in ERISA, the Department’s enforcement 
and oversight limitations, and in its investigations. Additional responsibility under H.R.525/S.406 
would further strain already scarce resources. Consequently, replacing state oversight with federal 
without adequate resources for federal regulators would mean businesses in federal AHPs would be 
unprotected against fraud.

The Department currently has 2.5 million health plans under its jurisdiction covering 131 million 
people. Of  those, 275,000 are self-insured and are under the Department’s exclusive jurisdiction.76 
According to its own audits, for example, the Department found a 30.7% noncompliance rate with 
substantive requirements relating to health provisions in ERISA (a 45.3% noncompliance rate when 
notice requirements were considered).77 This high non-compliance rate means that millions of  
ERISA covered people are not receiving federal protections. This could also be an indication that the 
Department’s enforcement and oversight strategy in part due to resource constraints requires signifi -
cant improvements. 

Additionally, resource constraints on federal regulators can be seen through enforcement practices. 
The Department currently does not go to court to enforce ERISA in cases of  single violations. In 
fact, the federal government advises people seeking the Department’s help as follows: “Generally, we 
recommend to plan participants that they seek their own legal counsel.”78 The Department allows 
a plan to violate ERISA as long as there is no pattern or practice of  violations. This means that to 
enforce federal rights, employees and their families must go to federal court themselves.79 

Given the fact that there are 131 million people with health coverage governed by ERISA, it would be 
almost impossible for the federal government to help every consumer with a problem or to enforce the 
law in every case where there is a violation, absent extensive new resources.  

The problem of  resources can also be seen in the Department’s inability to enforce the MEWA 
registration requirement. As discussed earlier, it appears that the Department does not have resources 
to review approximately 700 annual fi lings nor to enforce the fi ling requirement.

Resource problems are also evident in its investigations. When the Department investigates both a 
criminal and a civil case, it means that at least two investigators must be assigned. This is because 
of  the constitutional due process rights of  a criminal defendant. One person cannot investigate both 
a criminal and a civil case. The Department’s resource constraints mean that a scam may only be 
investigated civilly or criminally. Both civil and criminal actions, however, are necessary to protect 
consumers. A civil action allows the government to shut down a scam and to try to fi nd assets to pay 
outstanding medical bills. A successful criminal action allows the government to put perpetrators of  
fraud in jail — the only way to stop them from repeating the scam. Resource constraints currently force 
federal investigators to choose between a criminal or a civil investigation in many cases where both are 
warranted.80
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Although it is clear that the Department does not have resources it needs to effectively regulate and 
oversee plans under its current jurisdiction, it may not receive additional resources even if  the regula-
tion of  AHPs is added to its responsibility. The Secretary of  Labor has indicated that the Department 
may not need new resources for the new regulatory responsibility should the legislation be enacted. 
Secretary Chao has testifi ed that “We have the resources, and I am confi dent that if  we do not, we will 
get the necessary resources.…budget has been increased 10 percent in the fi scal year 2004, and a great 
deal of  it goes to enforcement. And as I mentioned, I do not anticipate that we will have any problems 
enforcing this added responsibility….We already have that ability (a strong regulatory structure).”81 
Secretary Chao has told Congress that few if  any new resources would be needed.82 

In 1997, in evaluating a similar federal bill, the Assistant Secretary of  Labor Olena Berg told Congress 
that given its resources and the scope of  its regulatory responsibilities, the Department could review 
each plan under its jurisdiction once in 300 years. She said, “An infrastructure adequate to handle the 
new responsibilities (under a similar bill), replicating the functions of  50 state insurance commissioners, 
simply does not exist.”83 

Given signifi cant budget defi cits, even if  the Department were to ask for new resources, it is unclear 
that funding the Department would be a priority given other domestic priorities, e.g., homeland 
security. A lack of  adequate resources coupled with weak oversight authority could leave consumers in 
AHPs unprotected against fraud and insolvency.

Opportunities for Fraud: confusion over who 

regulates and lessons from history

The AHP bill would create a complicated structure, confusion, and uncertainty over whose respon-
sibility it is to regulate arrangements providing coverage to multiple employers. If  the bill were to be 
enacted, there would be different types of  multiple employer arrangements in the marketplace because 
the bill would not require federal certifi cation and would allow non-qualifying entities to operate. The 
bill also would not establish any qualifi cations or minimum standards (e.g., operating capital) for AHPs 
and other multiple employer arrangements not certifi ed by the federal government.
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Post Enactment of H.R.525/S.406: Regulation of Different Arrangement

ENTITY FEDERAL OVERSIGHT STATE OVERSIGHT

Federal AHPs yes – AHP standards no

if  fully insured, then one 
state’s standards (but 
limited authority)

AHPs that qualify for 
certifi cation but choose 
not to become certifi ed

yes – MEWA standards84 yes

AHPs that lose 
federal certifi cation

yes – MEWA standards yes

AHPs that do not qualify 
for federal certifi cation

yes – MEWA standards yes

AHPs falsely claiming to 
be federally certifi ed85

yes – MEWA standards yes – litigation and challenges 
to state authority likely

Federal AHPs that should 
not have been certifi ed 
because they are phony

uncertain – AHP standards 
likely to apply, litigation 
is likely

no – states are preempted; 
litigation is likely

MEWAs (not federally 
certifi ed AHPs)

yes – MEWA standards yes

State licensed insurance 
companies that do 
business with federal AHPs

no subject to state oversight 
unless preempted by the 
bill; litigation is likely

Phony insurance companies 
selling to federally 
certifi ed AHPs

no no – states are preempted; 
litigation is likely

Current: Regulation of Different Types of Arrangements

ENTITY FEDERAL 
OVERSIGHT

STATE 
OVERSIGHT

MEWAs (including different types of  AHPs) yes yes

Phony MEWAs (including phony AHPs) yes yes

State licensed insurance companies that do 
business with MEWAs (including AHPs)

no yes

Phony insurance companies no yes
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In addition to questions about state authority vis a vis federal, by creating two different licensing 
schemes for federal certifi cation self-insured and fully insured AHPs, the legislation would create 
further confusion and opportunities for unscrupulous individuals. While the federal government would 
be responsible for self-insured AHPs, fully insured ones would be subject to federal authority and 
limited authority of  one state. It would be up to the AHP and its insurer to decide which state’s rules 
to comply with.86 Having one state in charge of  overseeing coverage sold in 50 other states is a recipe 
for no oversight. Insurance commissioners’ oversight ends at their state borders; they do not have the 
jurisdiction or the resources to help consumers in other states.

This structure would create 51 different regulators and sets of  rules that scam operators could exploit 
to avoid regulation. When a state questions a fraudulent AHP, the unscrupulous operator could avoid 
regulation by claiming exemption as a self-funded AHP or claiming to be operating under the author-
ity of  another state. The bills’ broad preemption provisions would restrict state regulators’ authority to 
investigate such claims. As discussed earlier, a state would be preempted from shutting down an illegal 
company doing business with a federally certifi ed AHP. 

This regulatory framework has several implications. One, ambiguities in the bill would create confusion 
over oversight. A lack of  clear standards for which regulator has authority to regulate could mean loop-
holes and no regulation of  certain arrangements. Documented by Congressman Erlenborn’s congres-
sional hearings, in the past, confusion over oversight only helped criminals. Such confusion is an open 
door for criminals to invoke ERISA in every case where a state attempts to regulate the arrangement, 
even one that is not preempted by ERISA. Criminals in fact have nothing to lose by challenging state 
authority under ERISA. Such challenges always mean more time for criminals to operate and to hide 
assets. Also, new and broad preemption provisions would result in real legal questions for courts to 
resolve. While these are being litigated, there may be a vacuum where no one regulates. 

Even in clear circumstances when the Department of  Labor is the only regulator, historically, the 
result has been an inability to prevent fraud and insolvency. Federally certifi ed AHPs would be 
considered “ERISA plans” and as such would be excluded completely from state oversight.87 This regu-
latory structure — the Department being responsible for regulating ERISA plans and states’ oversight 
over multiple employer ERISA plans prohibited — is the framework that Congress established in 1974. 
Back then, this oversight structure had unintended consequences resulting in fraud and insolvency. As 
discussed earlier, fraud and the inability of  the federal government to protect people were some of  the 
reasons Congress amended ERISA in 1982 to allow states to regulate multiple employer arrangements. 
Regulatory loopholes, ambiguities, and a lack of  a strong federal regulator would encourage unscrupu-
lous individuals to set up operations and would lead to more fraud.
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CONCLUSION

As America’s small business owners struggle to fi nd affordable health insurance for themselves and 
their workers and in light of  an infl ux in health insurance scams that prey on small businesses, legisla-
tive actions should seek to improve protection for small businesses and their workers. Businesses and 
workers expect their covered claims to be paid when they have bought insurance. They expect that 
when an insurer is insolvent, that they will be protected. They expect that government is watching out 
for them and is acting to prevent fraud and mismanagement by insurance entities. 

While there are differences in philosophy about an appropriate level of  government regulation, there 
should be no debate about fraud. Good public policy means accepting the fact that fraud is a problem 
and taking steps to eliminate it. 

Since ERISA’s enactment, there has been a long history of  fraud with multiple employer arrange-
ments, including association health plans. Any government intervention should be analyzed asking the 
question of  whether the intervention would help alleviate problems or would create new opportunities 
for fraud, making this problem worse. 

Unfortunately, H.R.525/S.406 would make the problem of  fraud worse. New federal preemption 
creates opportunities for criminals to abuse it and to use ERISA as a shield against state oversight. It 
should be expected that criminals will use every possible legal argument to delay state actions. They 
will challenge state authority based on the new preemption language. Signifi cant regulatory loopholes 
will mean that scams will fl ourish. Conmen will continue to operate, defrauding more victims, collect-
ing premiums and leaving small businesses and their workers with unpaid medical bills. 

Specifi c provisions in the bills mean an increased likelihood of  fraud: ambiguous and broad new pre-
emption standards, lack of  standards for stop-loss insurance, no prohibition against operators of  phony 
companies (shut down in the past) from qualifying for licensing, restrictions on the U.S. Department of  
Labor’s oversight authority and no new administrative tools, restrictions on federal courts, reliance on 
self-reported information, a self-regulation approach, and lack of  resources for oversight. Even if  these 
problems were to be corrected, the creation of  different types of  arrangements and confusion over who 
regulates, would lead to new opportunities for criminal activity (as the lessons of  history teach us).

While past Congressional interventions have been helpful to better protect America’s small businesses 
and workers against fraud, the pending proposal is likely to expose businesses to more fraud. The 
consequences are predictable: bankruptcy, delayed or foregone medical care, and loss of  coverage for 
America’s small businesses and workers. 

Unfortunately, 
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Appendix A: Highlights of State and Federal 

Legal Tools/Strategies and Proposed Changes

STATE INSURANCE 
DEPARTMENT

U.S. DEPARTMENT 
OF LABOR

H.R. 525/S.406

Early Warning System to Identify Fraud

Insurance Agents: 
◆  “eyes and ears” 
◆   required reporting of  sus-

picious activity
◆   liability for selling phony coverage

Consumer and provider complaints:
◆   investigations and automatic 

referrals

Consumer complaints:
◆   investigation only if  a 

pattern of  complaints

Preemption of  states

Close an Illegal Arrangement

Administrative actions (quick 
and low burden of  proof):
◆  cease and desist orders
◆  asset recovery
◆  receiverships

State court: 
◆  asset recovery
◆  receiverships/conservator actions
◆  closure

Administrative actions 
not available

Federal court (high burden of  
proof  and time intensive): 
◆  asset recovery
◆   independent fi duciary 

(Receiver)
◆  closure (injunctions)

Administrative actions 
restricted

New restrictions 
on federal courts 
and preemption 
of  state actions 

Prevent Fraud

Extensive pre-licensing investiga-
tions and ongoing examinations 
(market conduct and fi nancial)

Notice to public of  illegal 
arrangements

Audits (each plan can be 
audited once every 300 years 
due to resource constraints)

No notice until federal 
court action

Limited authority 
and restrictions

No requirement to 
warn the public 
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