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INSPIRING HEALTHY ACTS

THE ROLE OF THIRD-PARTY ADMINISTRATORS IN

HEALTH INSURANCE COVERAGE

Introduction

Third-party administrators (TPAs) have become fundamental to the operations of self-insured
health plans, or plans in which employers pay their employees’ health claims directly instead of
contracting with insurance companies. In a self-insured plan, the employer bears the financial
risk of employees’ healthcare costs, while day-to-day administration of the plan, from claims
processing to network management, is often conducted by a TPA. In 2024, 63% of covered

employees in the U.S. were in self-insured plans.!

Although TPAs largely operate behind the scenes, their practices directly influence employers’
costs and employees’ access to health care. This explainer examines what TPAs do, how they
differ from traditional insurers, the regulatory environment in which they operate, and related

policy concerns and issues.

What Is a Third-Party Administrator?

TPAs provide administrative services to support self-insured health plans, but they do not bear
any direct financial risk for the cost of care. Employers often contract with TPAs to administer
healthcare benefits on their behalf, as many employers lack the resources to manage health
plans themselves.? This arrangement is distinct from fully insured health plans, in which
insurance companies are financially responsible for paying medical claims (see Figure 1).

Typical activities of TPAs include:

Processing plan enrollment and claims for services provided.
e Negotiating and managing contracts and rates with hospitals, physicians, and other

healthcare providers.
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Overseeing plan utilization management and prior authorization requirements.

In some instances, coordinating pharmacy benefits through a pharmacy benefits manager.

FIGURE 1: SELF-FUNDED VS. FULLY INSURED HEALTH PLANS
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Insurance companies often offer TPA services because of the limited financial risk and to
leverage economies of scale in their administrative operations. Some of the nation’s largest
insurers provide TPA services for a large share of the employers offering self-insured plans.?
TPA contracts were estimated to represent 76% of covered lives for Cigna, 59% of covered
lives for Aetna, and 42% of covered lives for UnitedHealthcare in 2020.*

Oversight and Regulation of Third-Party Administrators

Self-insured health plans are governed by the federal Employee Retirement Income Security
Act (ERISA), which is enforced by the U.S. Department of Labor. Employers offering self-
insured plans are subject to ERISA’s fiduciary standards — including obligations to guard
against waste, abuse, and neglect — but ERISA preempts most state laws from applying to self-
insured plans.® A TPA performing only administrative services on behalf of a self-insured plan is
not directly subject to ERISA’s fiduciary standards, but when a TPA exercises discretionary
control over plan management, assets, or benefit determination, courts have found that it may

act as a functional fiduciary under ERISA. Because ERISA has occupied the regulatory field,

— 1401 W. Capitol Avenue 501-526-2244
— Suite 300, Victory Building achi@achi.net

Little Rock, Arkansas 72201 achi.net



=ACHI

INSPIRING HEALTHY ACTS

meaning that it preempts state laws, self-insured health plans are exempt from complying with
many state-level health insurance regulations, such as network adequacy requirements,
premium rate approval requirements, and coverage mandates. In Arkansas, however, TPAs are
required to register annually with the Arkansas Insurance Department.® The department’s
annual report for 2023 states that 403 TPAs were registered, including 20 licensed as resident
business entities and 383 licensed as non-resident business entities.® Figure 2 shows the share
of private-sector employees enrolled in self-insured plans among firms with 50 employees or

more in Arkansas compared to the national average.’

FIGURE 2: PERCENTAGE OF PRIVATE-SECTOR EMPLOYEES ENROLLED IN SELF-INSURED
PLANS AMONG FIRMS WITH 50 OR MORE EMPLOYEES, 2018-2024 (ARKANSAS VS. U.S.)’
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Third-Party Administrator Issues

Although TPAs provide important administrative services for employers offering self-insured
plans, some of their practices, particularly those directly affecting employers’ costs and

beneficiaries’ coverage, have raised concerns.

Pharmacy benefit managers — intermediaries that manage prescription drug benefits for
insurers, employers, and other payers — have come under increased scrutiny at the state and
federal levels for some business practices and contracting arrangements. However, while TPAs

operate similarly, their practices have so far evaded comparable oversight.2 Employers pay
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TPAs a per-member-per-month fee under administrative service agreements that often grant
TPAs broad discretion to administer claims, including the ability to reprice medical claims and
collect provider overpayments. These agreements typically do not disclose how TPAs determine
provider reimbursements or what discounts are negotiated, which TPAs classify as proprietary

information.

There have also been allegations that some TPAs may attempt to conceal or inflate
administrative fees. In a recent lawsuit, the plaintiffs alleged that two prominent TPAs acted as
functional fiduciaries in exercising discretion over plan management and assets.® Aetna
subcontracted with Optum Health, asserting that the arrangement would lead to lower provider
rates that Aetna could negotiate directly. The plaintiffs alleged that Aetna created “dummy
codes” to hide subcontractor charges in medical claims, thus passing along administrative fees
hidden as provider payments. A district court ruled in favor of Aetna and Optum Health in 2019,
but the Fourth Circuit Court of Appeals overturned the decision. The Fourth Circuit ruled that the
plaintiffs produced sufficient evidence to show that Aetha could be considered a fiduciary agent
and that its disguising of subcontractor fees could support a finding that it breached its fiduciary

duty.'® The case was later settled.

There have also been allegations that some TPAs may allow overpayments to providers and

later profit by charging recovery fees when those payments are recouped, without employers’
knowledge.® In one notable case, the Sixth Circuit Court of Appeals clarified that when TPAs

exercise this type of discretion over plan assets, they can be held to ERISA’s fiduciary

standards and be subject to scrutiny.!!

Large insurance companies that also own provider groups may use their TPAs to direct patients
to affiliated providers. There have been allegations that TPAs increase the profits of their parent
companies — while also increasing employer costs — by directing patients to affiliated

providers, whom they often pay more than non-affiliated providers.®

Another area of concern is “cross-plan offsetting,” which occurs when a TPA leverages the
assets of one employer plan to correct overpayments made on another plan. Both federal courts
and the Department of Labor have weighed in on this practice, stating that it creates conflicts of

interest and potentially violates ERISA’s fiduciary obligations.*
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Policy Options To Strengthen Third-Party Administrator Oversight

Although ERISA limits state authority over self-insured plans, some states have worked to
strengthen oversight of TPAs. In addition to requiring TPAs to register annually with the state
Insurance Department, Arkansas law requires most TPAs to post a nominal surety bond —
usually $25,000.12 A TPA operating in the state must also maintain records of all plan
transactions for the duration of its contract with an employer and for five years after the contract
ends. The state insurance commissioner can access these records for the “purpose of

examination, audit, and inspection.”?

Hawaii has imposed more stringent regulations on TPAs. The state requires a surety bond of at
least $100,000 and requires TPAs to submit annual financial statements for the most recent

two-year period showing that they are financially sound.*

Like Arkansas, Vermont requires that TPAs maintain transaction records and make them
available for state review. However, Vermont also requires TPAs to file a report by July 1 of
each year with the state Department of Financial Regulation. A TPA that handles or holds
employer plan funds must submit a full audited financial statement, while a TPA that does not
hold funds may simply submit a certified financial statement. The annual report must also
include the names and addresses of all insurance companies or employers that the TPA has
contracted with in the prior year. Additionally, the state requires that the insurance
commissioner review each report by September 1 of each year and either certify that the TPA

has a positive net worth and is in good standing or identify any deficiencies found in the report.*

Conclusion

TPAs have become integral to the delivery of employer-sponsored coverage, but they lack
transparency, and some TPAs have faced litigation over their practices. While Arkansas
requires TPAs to register with the state and meet certain financial standards, other states have
developed stronger regulatory oversight to increase TPA accountability. Calls for greater
transparency and scrutiny of TPAs at the federal level have yet to lead to meaningful action. A
better understanding of the role of TPAs in the healthcare system is important to ensure they

meet their fiduciary responsibility to employers and provide adequate services to beneficiaries.
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