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his article gives an overview of the

basic financial arrangements

through which healthcare

providers assume financial risk for the cost

of healthcare. It also examines whether

these arrangements might be subject to state

regulation of insurance companies or health

maintenance organizations (HMOs).  The

article briefly describes the impetus for risk

sharing arrangements.   It then summarizes

the traditional approach to regulating

healthcare risks and finally looks at

whether risk sharing arrangements may be

subject to state regulation as the “business

of insurance.”

For auditors, recognizing when a

financial arrangement might trigger state

regulation is important for assessing the

overall financial position of the audited

company.  Failure to comply with state

insurance regulations can result in large

fines as well as protracted litigation with

regulatory authorities.  Perhaps more

importantly, the determination that a risk

sharing arrangement constitutes the

unlicensed business of insurance can result

in forced termination of the arrangement.

Significant and even catastrophic losses can

follow.  Once an entity becomes comfortable

with an arrangement, it often replicates the

arrangement across a broad spectrum of its

relationships.  One negative ruling by a

state regulatory agency with respect to a

single contract thus can have the practical

effect of shutting down an entire line of

business.

Although this article focuses on risk

sharing in the healthcare industry, the basic
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principles are applicable to risk sharing

arrangements in many regulated industries.

The article therefore should be informative

to healthcare and non-healthcare industry

professionals.

REALIGNING INCENTIVES

THROUGH RISK SHARING

After several years of relatively flat

growth, healthcare costs have begun again

to rise at ever increasing rates.  These costs

are borne largely by government and

employer sponsored insurance programs.

For many years, these payers have

attempted to counter rising costs by

controlling utilization and by aligning the

incentives of payers and providers.

Traditional indemnity insurance

products—those that pay all or a certain

portion of medically necessary services—

reward providers for utilization.  Provider

risk sharing arrangements attempt to

optimize utilization by having the provider

share in the risks associated with increasing

utilization.  If the provider stands to make

less money or to lose money by providing

more services, then, so the theory goes, the

provider will be more likely to use only

those services that truly are necessary.  For

this reason, government and private payers

have promoted a number of risk sharing

arrangements.

For their part, providers may view these

arrangements as a way to counterbalance

decreasing fee-for-services revenues.  There

also had been some sense among providers

that risk arrangements give them more

control over the professional aspects of

providing healthcare.  If the provider is at

risk, others are less likely to question their

professional decisions regarding

utilization.  As providers organize into ever

larger and more sophisticated delivery

systems, risk sharing also became a way to

bind the previously independent providers

into a cohesive group. Thus, where

hospitals and physicians, for example, had

been independent economic entities,

accepting risk together in connection with

contracts to provide a broad range of

inpatient and outpatient services binds

them together financially.

The popularity of risk sharing

arrangements does not mean that they all

are permissible under state law.

Unfortunately, it often is difficult to

determine exactly when state insurance and

HMO laws will apply to these financial

arrangements.  Nevertheless, it is important

to examine these arrangements under state

laws to protect against the very real risk

that regulators will come in after the fact

and demand that the entity terminate the

relationship or obtain licensure as an

insurance company or HMO.

THE BUSINESS OF INSURANCE

Insurance is an indemnity against the risk

of loss, damage or liability arising from a

contingent or unknown event.  The United

State Supreme Court has defined the

business of insurance by reference to three

criteria:
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! Whether the practice has the effect of

transferring or spreading risk.

! Whether the practice is an integral part

of a contractual relationship (i.e., an

insurance policy, between the entity

accepting risk and the person whose

risks are accepted).

! Whether the practice typically is

limited to  entities within the insurance

industry.

Other courts and commentators

commonly refer to five criteria as

evidencing the business of insurance.  They

are:  (1) the insured possesses an insurable

interest; (2) the insured is subject to risk of

loss; (3) the insurer assumes that risk of

loss; (4) the assumption of the risk or loss

is part !"# $# %&'&($)# *+,&-&# to distribute

actual losses among a large group of

persons with similar risks; and, (5) the

insured pays a premium to the insurer.

Of these five elements, it is the

underwriting or spreading of the risk that

is widely considered the most essential

element.  It also is the element that causes

the greatest confusion in assessing risk-

sharing arrangements.  Almost all business

arrangements involve the transfer of risk.

Not all, however, constitute the business of

insurance.  Differentiating between

insurance risk and non-insurance business

risk can be difficult because there often is

little historical guidance directly applicable

to the healthcare industry.

TYPICAL RISK SHARING

ARRANGEMENTS

Capitation

A capitation payment is a fixed fee per

patient that a payer makes to a provider to

cover a specific set of services.  A HMO

might pay a primary care physician $5 per

member per month for every member who

chooses the physician as his or her primary

care physician.  From this payment, the

physician must provide all of the contracted

services.  This arrangement looks very

much like insurance because the provider

counts on the fact that not all patients will

require all of the contracted services every

month. The physician is spreading the risk

of illness among all his or her patients.

Most states have specific laws that allow

certain direct care providers (e.g.,

physicians, to accept capitation payments

from an entity that is licensed as an insurer

or HMO).  State laws vary as to the types

of providers who may accept capitation,

therefore it is important to refer directly to

these statutes.  Conversely, most states will

not permit providers to accept capitation

from unlicensed entities unless the provider

itself is licensed as an insurer or HMO.  For

this reason, most states will not permit a

provider to enter into a capitation

arrangement directly with a patient or

patient group (e.g., unions, associations,

and other affinity groups that are not

licensed insurers or HMOs).

Capitation also can be problematic when

there is an intermediate entity positioned

between the licensed entity and the

capitated provider.  This often occurs when

providers contract through separately

incorporated groups such as practice

associations or practice management

companies.  In some states, the fact that at

least one entity “upstream” from the

provider is licensed is sufficient to meet

state requirements.  Other states regulate

the intermediate entity separately from both

the upstream insurer/HMO and the

provider.  Still other states refuse to

recognize upstream licensure as sufficient

to avoid the unlicensed business of

insurance or HMO.  Even in those states

where these arrangements are permitted,

the contracts evidencing the arrangement

may need to include specific provisions

such as “hold harmless” or “balance

billing” clauses that prevent the provider

from seeking payment from the patient if

the intermediate entity fails to transfer

payments downstream from the licensed

entity to the provider.  Failure to abide by

these requirements can lead to severe

penalties for the provider.

Employer health plans are governed by

federal law under the Employee Retirement

Income Security Act (ERISA) and therefore

are not licensed under state law as insurers

or HMOs.  It often is unclear whether

providers may accept capitation directly

from such unlicensed plans.  Some states

conclude that ERISA preempts state

insurance laws in this regard (e.g., Florida)

while many others maintain their right to

regulate these arrangements.  This is a

difficult question that requires close

examination in every state where the

provider might accept capitation.

Withhold Pools

Payers create withhold pools by setting

aside a predetermined portion of the

providers’ payments.  The money in the

withhold pool typically is used to pay for

costs in excess of the targeted utilization.

If hospital costs are budgeted for a certain

amount, then the money from the physician

withhold pool will be used to pay for

hospital costs beyond the projected amount.

All or part of the amounts remaining in

the pool at the end of a predetermined time

period (e.g., a fiscal quarter or year) are

paid to the provider.

Risk pools might be viewed by regulators

as involving the spreading of risk because

the provider is partially at risk for the

services the pool is set up to pay.  In the

preceding example, the risk of patients

needing hospital services is spread among

the physicians who might admit patients

for hospital care.  Unlike pure risk

spreading arrangements, the provider

typically has some control over utilization.

This adds another layer of complexity

because financial disincentives to the

provision of medically necessary services

can impact patients and may lead to other

liability.  They also may violate other state

or federal laws.

Like capitation arrangements, states vary

on whether and to what extent they will

allow risk pools without insurance or HMO

licensure.  The legal analysis often is made

more difficult by the fact that the formulae

for risk pools, especially where large

integrated delivery systems are involved,

can make it very difficult to determine who

is at risk.  To complicate matters even

further, certain federal laws pertaining to

Medicare and Medicaid risk contracting

require that the provider be at substantial

financial risk.  An analysis of both federal

and state law therefore is often required.

Case Rate Payments

A case rate is a flat fee for the treatment

of a particular episode of illness.  A  hospital

may be paid a flat fee for all services

associated with a bypass surgery, for
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instance.  Similarly, many catastrophic

disease management companies charge a

case rate for management of a particular

event.  An example would be the disease

management company that charges a flat

fee for managing the care of a premature

baby.  The fee may be set depending on the

birth weight and a number of other factors

that dictate the likely volume of services

required.

Case rates typically are not viewed as

involving insurance.  The unanticipated

event (e.g., the premature birth) has

occurred.  There is no spreading of risk and

the fee is calculated so that it covers the

costs of services in each case.  There may

be some risk that, in an individual case,

unexpected events cause the provider to lose

money on that case.  This generally is

considered to be business risk, not

insurance risk.

Nevertheless, this author represented a

client before the California Department of

Insurance (DOI) in a case where the DOI

claimed that a case rate arrangement

constituted the business of insurance under

California law.  The DOI ultimately

withdrew its charge and the accompanying

cease and desist order, but not until after

the client expended resources on attorney

fees and faced the loss of an entire line of

business at a time when it was

contemplating a public offering.  This

anecdote illustrates the difficulties that even

seasoned regulators encounter in separating

insurance arrangements from other

arrangements involving non-insurance

risk.

Risk Corridors

Sometimes called “carve-outs,” risk

corridors shift “corridors” of risk to affected

providers.  Corridors may be carved out by

reference to a category of healthcare

services or by specialty and may be for

limited or comprehensive care.  In a limited

services arrangement, all providers

involved in a particular procedure may

negotiate in advance with payers for a

single or “bundled” fee to compensate all

of them for their respective efforts.  In this

arrangement, all the providers together bear

the risk of loss on the procedure.  For

instance, surgeons, anesthesiologists,

intensivists–and a hospital may negotiate

a bundled fee with payers for certain types

of services.  Such arrangements contain

elements of the capitated structure and the

case rate structure and present particularly

difficult questions under insurance law.

Often payers will want to carve out a

corridor for a certain specialty, such as

pharmacy services, mental health services,

dental and vision care.  The network of

specialty and associated ancillary providers

will agree to accept an advanced, fixed

payment (usually a capitation payment) in

exchange for providing the specialty service

to all the payer’s members.  These

arrangements come under heavy regulatory

scrutiny and many states have special

licensure categories for limited services

organizations of this type.  The

requirements of these limited licenses

generally are much less onerous than full

HMO or insurance licensure.

Disease Management

Disease management is a relatively new

concept that has been gaining increased

support from payers, including Medicare.

In disease management, the payer carves

out a risk corridor based on disease state.

The disease management company then

assumes responsibility for the care or

management of all patients with the

designated disease (e.g., diabetes).

Utilization, and hence costs, are controlled

through the application of sophisticated

management programs that often involve

patient and physician education and

proactive management of the disease using

best practices, behavioral modification, and

careful monitoring of specific factors that

are known to indicate the potential onset

of complicating factors.

Disease management (DM) contracts

vary widely in structure.  In some, the DM

provider accepts a capitation payment for

every person identified with the carved-out

disease and must pay for all care that these

patients require.  These arrangements also

may involve reinsurance for catastrophic

losses.  Arrangements structured in this

fashion are the ones most likely to be

viewed by regulators as involving the

business of insurance or HMO.  Because

the DM company, rather than the physician,

is contracting with the payer, state HMO

laws that permit physicians and other direct

care providers to accept capitation, may not

apply.

DM companies also utilize case rates and

fee-for-service arrangements.  In DM fee-

for service-arrangements, the DM company

charges for its patient management

functions, but physicians and other direct

care givers continue to be paid directly by

the payer.  DM arrangements also often

involve percent of savings components.  In

addition to its base fees, the DM company

receives a percent of the savings over

predetermined spending targets for the

participating patients.  Like risk pools

discussed above, these arrangements could

trigger regulatory review.  If a substantial

portion (or all) of the fee is determined

based on savings, then the likelihood

increases that regulators will view the

arrangement as implicating the insurance

laws.  Again, close analysis is required on

a state by state basis to determine whether

an insurance license is required.

CONCLUSION

Arrangements that shift the risk of rising

health care costs from payers to providers

are increasingly common.  While

potentially aligning the interests of both

payers and providers, they can pose a

significant regulatory risk.  If the

arrangement is determined to involve the

business of insurance, the provider will be

required to obtain a state license and to

abide by burdensome laws regulating

insurance or HMO companies.  More

significantly, state regulators can require

that the provider terminate the

arrangement, which can result in

significant loss of business.  It therefore is

important to take these risks into account

when assessing the financial position of an

entity involved in risk sharing

arrangements.   !
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