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Foreword

The 1990 Kentucky General Assembly passed House Bill 207 which directed
the Legislative Research Commission to study the feasibility of requiring Kentucky
health insurers and health maintenance organizations to offer their coverage statewide.
It also directed that the study review cost savings resulting from HMO use as opposed
to traditional insurance. The study was assigned to the Interim Joint Committee
on Banking and Insurance which created a special subcommittee to undertake the
study. The subcommittee met six times between November 14, 1990 and September
18, 1991.

The subcommittee narrowed its focus to the state health benefits plan since
that plan seemed to be the source of HB 207 and to show the inequities in the plan
when HMOs operate in limited service areas.

The subcommittee was assisted by Greg Freedman, Banking and Insurance
Committee Administrator and Linda Attkisson, Committee Secretary.

Vic Hellard, Jr.
Director

Frankfort, KY
1991
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Unit 1: Overview of Health Insurance 1940 to Present

Unit 1
Overview of Health Insurance 1940 to Present

The years from 1940 to 1970 were marked by dramatic increases in the number
of persons covered by private health insurance, the number of physicians, hospital
- construction, and the roles of state and federal government in making health care
accessible. Medical expenditures soared throughout the period and Congress reacted
with enactment of the Health Maintenance Organization (HMO) Act of 1973. Despite
the ambitious goals of the HMO Act, health care costs have continued to increase.
In 1971, national spending for health care accounted for 7.5 percent of the Gross
National Product (GNP), but by 1989 that had increased to 11.6 percent and amounted
to $604.1 billion.

The Commonwealth of Kentucky’s expenditures for a health benefits plan
for state employees reflects the national trend of spiraling health care costs. From
1980 to present, the state’s contribution has risen from $28.86 per month per employee
to $150. This increase of more than 400 percent has occurred while employees have
had out-of-pocket expenses increase in the form of deductibles and co-payments. The
rising costs of the state health benefits plan is an increasing burden on the state
as well as state employee households. And it is a burden not shared equally by all
state employees.
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Chapter 1.1

Development of Health Insurance 1940-1970

Increase in Number of Insureds

In 1940 less than 10 percent of the U.S. popula-
tion had health insurance. But two things occurred
during World War II that changed the health insu-
rance business. Toward the end of the war, employ-
ers’ contributions to health insurance for employees
were treated as a nontaxable element of compensa-
tion, exempt from wage controls. Then, the U.S.
Supreme Court ruled that under the National Labor
Relations Act health care is an appropriate subject.!

By 1950, 50.7 percent of the population had hos-
pital insurance. Ten years later, 68.3 percent had
coverage, and by 1970 the percentage had risen to
77.9.2

While the percentage of Americans covered by
health insurance rose, so did personal medical care
expenditures. In 1950, expenditures totalled $10.9
billion, in 1960 they amounted to $23.7 billion, and
by 1970 they had ballooned to $65.1 billion.3

How Americans perceived health insurance also
changed during this period. A mid-1950s survey
found that 37 percent of those without health insu-
rance felt they were just as well off without it. By
1974, only 10 percent of the uninsured felt they were
Jjust as well off ¢

Supply of Physicians

Another change that occurred was the increased
supply of physicians. Through the 1950s and early
1960s, there were 141 physicians per 100,000 per-
sons. During this same period,physicians’ incomes
were rising, as was the number of medical school
applicants. The increasing availability of health
insurance and the enactment of Medicare and Medi-
caid increased the demand for physicians. This led to
an increasing number of foreign medical school
graduates coming to the United States. This immi-
gration trend and the limited number of medical
school spaces in the United States resulted in enact-
ment by Congress of the Health Professions Educa-
tional Assistance Act (HPEA) in 1963. The Act
brought expansion of existing medical schools and
construction of new ones. By 1980, there were 200
physicians per 100,000 persons, which was an
increase of nearly 50 percent from the early 1960s.5

Hospital Construction

Hospital construction also increased from the
1940s to the 1970s. Congress passed the Hill-Burton
Act, which, from 1947 to 1974, authorized disburse-
ment of more than $4.1 billion in grant funds and $1
billion in loans to hespitals, which financed more
than 496,000 beds. The funds created excess beds in
hospigals and added to the dramatic rise in hospital
costs.

Medicare and Medicaid

Medical expenditures skyrocketed, particularly
after 1966, when Medicare and Medicaid were
enacted. In 1965, 80 percent of medical expenditures
were privately financed, but by 1985 that number
had declined to 60 percent. Medicare and Medicaid
provided the elderly and poor with medical care, hos-
pitals were paid according to their costs, and physi-
cians were paid their usual and customary fees. In
1965, the federal government spent $3.6 billion on
personal medical services; by 1975 it spent $31.4 bil-
lion, in 1980, $62.5 billion, and in 1985, $112 billion.
States spent $4.3 billion under Medicaid in 1965 and
in 1985 they spent $35 billion. While government
expenditures rose, private sector expenditures went
from $31 billion in 1965 to $250 billion in 1985.7

Changes from 1940 to 1970

Between 1940 and 1970 health insurance
changed dramatically. The percentage of the popula-
tion with health insurance rose from less than 10
percent to almost 78 percent, as more and more
workers insisted on health insurance as a fringe
benefit. By the 1970s, fringe benefit programs pro-
viding health care for employees were established by
most major employers and governmental bodies.
With more physicians, hospital beds, and private
insurance available, and with the government taking
an active role in making health care accessible
through enactment of Medicare and Medicaid, few
constraints existed to hold down the use of services,
or the prices charged by the increasing number of
providers. As a result, medical expenditures climbed
dramatically.
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Chapter 1.2
HMO’s 1971 to 1991

The Rising Cost of Health Care

In 1971, President Nixon addressed the rising
inflation in the country by imposing a wage and
price freeze. The Nixon Administration also
endorsed the HMO (Health Maintenance Organiza-
tion) concept in 1971, as a way to constrain the rising
cost of health care. Elliot Richardson, Secretary of
Health, Education, and Welfare, stated that “the
goals of the Administration are to develop 450 HMOs
by the end of fiscal year 1973.” This figure was to
increase to 1,700 by the end of fiscal year 1976, and
by the end of the decade there were to be “a suffi-
cient number of HMOs to enroll 90 percent of the
population if they [desire] to enroll.”

The term Health Maintenance Organization
(HMO) is attributed to Paul M. Ellwood, Jr., of
InterStudy, who used it in 1970 in advocating compe-
tition among alternative health-care systems as more
beneficial to the public than more government regu-
lation. The major prototype of the HMO, Kaiser-
Permanente, developed from a system serving
workers building the Los Angeles Aqueduct in 1933.
By 1945 the system was opened to public enrollment.
The Group Health Cooperative of Puget Sound was
formed in 1946 and the Health Insurance Plan of
Greater New York was established in 1947.¢

HMO Act of 1973

Although the Nixon Administration backed off
its advocacy of the HMO concept after pressure from
some members of the medical profession and the
health insurance industry, Congress enacted in 1973
the HMO Act, 42 USC 300e. The Act authorized
grants, loans, contracts, and loan guarantees to
HMOs. Employers with 25 or more employees were
required to offer their employees an HMO if a quali-
fied HMO was available in the area. The Act also
provided that federally qualified HMOs were
exempt from restrictive state laws, regulations, and
practices that would prevent the HMOs from operat-
ing in accordance with the HMO Act.

The HMO Act established organizational and
operational requirements that an HMO must meet to
be federally qualified. These include specified basic
health services provided or arranged through one of
four models: staff, medical group or groups, individ-

ual practice association, or direct service contracts.
The Act specified methods of payment and required
a community rating system. Each HMO must have a
fiscally sound operation and administrative and
managerial arrangements. When the HMO Act was
enacted there were few states with enabling legisla-
tion. That circumstance, along with the advantages
of federal qualification, caused most new HMOs to
seek that qualification.

Enactment of the HMO Act in 1973 caused new
HMOs to be established with the support of federal
loans and grants available under the Act. Through
fiscal year 1981, 657 grants, totaling $145 million,
were given. Through May 1983, $203 million was
loaned to 102 qualified HMOs. From 1974-1982
HMO enrollees increased 15 percent, as the number
of plans increased from 142 to 265. In 1983, however,
federal loans to HMOs were discontinued. HMOs
continued to grow, despite the loss of the funding.
Between December 1983 and March 1988, HMO
enrollment rose from 13.7 million to 31 million, with
an annual average increase of 25 percent.1

By 1988 employers were complaining that their
health care costs were rising, due to regulations on
payments to HMOs. There was also displeasure with
the HMOs community rate, as exceeding the HMOs
revenue requirements. The Administration believed
the HMO Act had achieved its purpose and wanted it
repealed. Congress refused to repeal the law, but
instead amended it.

1988 Amendments

Among other things, the 1988 amendments
allowed a federally qualified HMO to offer a pre-
ferred provider organization (PPO), an insurance
plan, or a non-qualifiable HMO. Reimbursement of
members for services received outside the HMO was
authorized if at least 90% of the physician services of
the HMO were provided through providers affiliated
with the HMO. Adjusted community rating was
added, to allow an HMO to set rates for a group,
prospectively based on the revenue requirements of
the HMO for providing services to the group.
Another change in 1988 prohibited an employer’s
contribution to an HMO from financially discrimi-
nating against employees choosing an HMO. How-
ever, the amendments end the ability of HMOs to
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mandate employer participation, effective October
24, 1995, and to receive equal dollar employer
contributions.

Distribution of HMOs

Today, HMOs cover approximately 14 percent of
the total U.S. population and 17 percent of individu-
als with health insurance. That is far less than the
prediction in the early 1970's that by 1980 HMOs

would be available to 90 percent of the population.
HMOs are distributed unevenly across geographical
areas and segments of the population. According to
the Group Health Association of America, 70 percent
of all HMO enrollees reside in the 27 largest metro-
politan areas. Twenty-five percent of HMO enrollees
live in either the Los Angeles or San Francisco
markets, although those areas account for only 10

percent of the U.S. population.!!
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Chapter 1.3

Health Care Expenditures from 1971 to 198912

Percent of GNP

In 1971 national spending for health accounted
for 7.5 percent of the gross national product (GNP).
Wage and price controls from 1971 through 1973 sta-
bilized the rising costs of health care. By 1976 Medi-
care had been expanded to cover the disabled and
health care spending rose to 8.5 percent of the GNP.
From 1976 to 1979 hospital costs and physician fees
were voluntarily controlled. In 1982 health care costs
were 10.2 percent of the GNP and Congress enacted
legislation that established a prospective payment
system (PPS) for Medicare. Since 1987 health care
spending as a percentage of the GNP has increased
each year.

Health Care Spending in 1989

In 1989, health care spending was 11.6 percent
of the GNP and amounted to $604.1 billion. On aver-
age, this meant $2,354 was spent for each person in
the United States. The major national health expen-
ditures in 1989 were:

Hospital Care $232.8 billion
Physician Services 117.6 billion
Pharmaceuticals 44 .6 billion
Nursing Home Care  47.9 billion
Dentist Services 31.4 billion

In 1989, consumers paid $124.8 billion in out-of-
pocket expenses and $199.7 billion for insurance.
Government programs paid $253.3 billion.

Burden of Health Care

The rising cost of health care becomes more of a
burden when growth in income and revenue lags
behind growth in health care costs. In 1970, govern-
ment spent 5 percent of its revenues on health care,
but in 1989 & spent 14.8 percent. In 1970, households
spent 4.1 percent of adjusted personal income, while
in 1989 that figure had risen to 5.1 percent. Between
1970 and 1989 it was business that was hardest hit.
In 1970, business health spending as a percent of cor-
porate profits after taxes was 36.1 percent. In 1989,
that figure had increased to 100.5 percent.
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Chapter 1.4
State Health Benefits Plan

The 1990-91 Plans

In 1990-91 the state health benefits plan con-
sisted of three state self-insured free-choice plans
and seven HMO plans. The HMOs operated only in a
55-county area. State employees who reside in the
other 65 counties were restricted to one of the three
free-choice plans and had no HMO options.

Increase in Premiums

Kentucky Kare, the state’s self-insured plan, has
provided state employees with a free-choice plan
since 1988-89. Prior to that time, Blue Cross/Blue
Shield of Kentucky held the contract to provide a
traditional free-choice insurance plan for state
employees. The total premium for single coverage
under BC/BS in 1980-81 was $28.86 per month and
for family coverage it was $72.06. The total premium
for single coverage under Kentucky Kare Standard
for 1991-92 will be $150 per month and for family
coverage it will be $315. That is an increase over the
period of more than 400 percent for single coverage
and more than 300 percent for family coverage.

HMO Options

In 1980-81 state employees had two HMO
options to the BC/BS free-choice plan. In 1981-82
there were no options. In 1982-83 there were again
two options and in 1983-84 there were none. Since
1985-86 state employees have had HMO options each
contract year. In 1986-87 state employees could chose
from 14 alternatives to the BC/BS plan. The follow-
ing year those options had decreased to 10. In 1988-
89, the first year of the state’s self-insured plan,
there were 9 options to the self-insured plan. In 1989-
90 there were 8 alternative plans and in 1990-91
there were 7.

Burden of Health Care

The rising cost of health care to state employees
has exceeded the salary increases appropriated,

which have generally been 5 percent or less per year.
The state contributes an amount equal to the total
premium for single coverage for each employee.
That contribution has gone from $28.86 per month in
1980-81 to $150 in 1991-92. An employee with single
coverage pays no premium, while those with family
coverage pay the difference between the state’s con-
tribution and the premium for family coverage. A
state employee with family coverage will have to pay
premiums out of his or her paycheck in an amount
from $165 to $200.92 per month under one of the
free-choice plans in 1991-92. The range of out-of-
pocket premiums under the 7 alternative plans will
be from $149 to $294.92 per month. That means a
state employee will spend from $1,800 to $3,500 a
year on premiums for family coverage. When
deductibles and co-payments are added, it is clear,
the state health benefits plan is becoming an increas-
ing burden on state employee households, even as the
state’s contribution continues to increase.

Unequal Burden

The burden of health care is not shared equally
by all state employees. Health care expenditures of
$3,000 for insurance premiums, deductibles, and co-
payments is about 17 percent of a take-home salary
of $18,000, but only about 8 percent of a take-home
salary of $36,000. This is an unavoidable inequity
among persons earning different salaries and it will
continue unless state contributions to premiums are
varied according to income levels. It is seen to be
even more of an inequity when one compares the out-
of-pocket premium expenditures of the $18,000
employee with family coverage to those of the
$36,000 employee with single coverage. But that is
an issue beyond the scope of this subcommittee’s
assignment. The inequity raised by HB 207, how-
ever, is that the burden of health care on state
employee households is unequal among members
within the group, in large part, because of an
employee’s place of residence.
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Figure 1: Areas Not Served by HMOs
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Figure 1: Areas Not Served by HMOs.
The 65 shaded counties do not have an HMO option under the state health insurance plan.
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Unit 2
Issues Raised by HB 207

HB 207 raises two issues for consideration by the General Assembly. The
first is the feasibility of requiring HMOs and other managed care plans to offer
their coverage statewide. The second addresses the cost savings resulting from the
use of HMOs and other managed care plans, as opposed to traditional health insurance.
These two issues originated with concerns raised by state employees who reside in
the 65 eastern and western Kentucky counties in which HMO coverage, under the
state health benefits plan, is not an option. HB 207 was enacted by the General
Assembly to address these concerns.

11
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Chapter 2.1

Feasibility of Requiring HMOs to Operate Statewide

Distribution of HMOs

The distribution of HMOs throughout Kentucky
under the state health benefits plan reveals a concen-
tration in the middle of the state. The highly popu-
lated areas of Louisville, Lexington and Northern
Kentucky are the bases for the HMOs. As noted ear-
lier, 70 percent of HMO enrollees nationally reside in
27 metropolitan areas. Thus, the uneven distribution
of HMOs in Kentucky reflects what is happening
nationally.

A major way HMOs control costs is by contrac-
tual agreements with health care providers to render
services to subscribers at a discount. This practice
requires an adequate number of health care provid-
ers and a large customer base. Providers agree to
discounts when increased volume can be shown to
result. In rural areas, where there are fewer provid-
ers and less population, volume is less of a selling
point. The state requires that HMOs have agree-
ments with providers within 50 miles or 30 minutes
of the subscriber’s work place or residence. HMOs
cannot enter a sparsely populated region and require
health care providers to contract to provide services
at a discount.

Population of Counties

Of the 65 counties without an HMO option, 34
have a population of 16,000 or less and 22 have popu-
lations between 16,001 and 40,000. There are, how-
ever, three two-adjoining-county areas that each
have populations in excess of 115,000.

Hopkins/Christian 115,067
Floyd/Pike 116,169
Daviess/Henderson 130,233

These three areas would thus appear to have
potential as bases for HMOs. Volume is not the
only consideration, however. There must be
providers who are willing to contract to render
services at a discount. In testimony before the
Subcommittee, hospital administrators from
Henderson County and Floyd County said their

hospitals have refused to provide a discount to
state employees covered by Kentucky Kare. The
reasons given were that discounts have only a
one-year impact, that it is hard to justify a dis-
count to one payor and not to others, and that
discounts result in cost shifting.

HMO Association of Kentucky

In testimony before the Subcommittee,!s the
Health Maintenance Organization Association of
Kentucky (HMOAK) stated that requiring HMOs to
provide coverage statewide “would severely impact
our industry.” It would “likely have the affect of
reducing, if not totally eliminating HMO options for
Commonwealth employees because most Kentucky
HMOs could not realistically offer statewide
coverage.”

HMOAK said the reason for this is:

the financial and administrative
resources necessary to develop and
maintain a statewide network of hospi-
tals and physicians are beyond the
capabilities of most Kentucky Health
Maintenance Organizations. A pro-
vider network is the critical compo-
nent of an effective Health Mainte-
nance Organization and the resources
involved in its initial development and
ongoing support are significant.

Commissioner Elizabeth Wright, Department of
Insurance, also told the Subcommittee that such a
requirement would not be feasible. She testified:

Health insurers (i.e., insurance
companies) have statewide certificates
of authority and usually, but not neces-
sarily, write health coverage over the
entire Commonwealth. However,
health insurers have different levels of
expertise on how to control costs. Each
insurer may or may not enter into dis-
count contracts with health care pro-
viders and may operate under varying
degrees of managed care. Although
cost containment measures such as

13
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preauthorization are common in com-
mercial insurance contracts, insureds
have a freedom of choice among pro-
viders and can elect to receive care
from providers which have not entered
into discount agreements. With this
freedom of choice scenario, health
insurers generally do not have the cap-
ability to manage health care and its
costs as well as HMOs.

When health insurers apply for a
certificate of authority they are
required to submit a plan of operation
which includes a marketing plan. Mar-
keting plans state what types of insu-
rance (i.e., Medicare supplement,
group or individual policies); the seg-
ment of the population they are target-
ing; and they may, but are not
required to, project the amount of busi-
ness they plan to write over the first
few years. Frequently companies start
writing in the more heavily populated
areas in order to acquire business
quickly.

HMOs were established in
response to escalating health care
costs. HMOs can be more cost efficient
within a specific area because they
contract with a limited number of pro-
viders and facilities. Like insurers,

HMOs differ in their level of care man-
agement. However, they are more uni-
form than insurers due to their geogra-
phic and provider limitations. When
an HMO provides a service outside its
service area, it is much less able to
manage costs.

All managed care plans depend
upon selective contractual arrange-
ments with efficient providers who
must be willing to participate in the
plan. Requiring an HMO or other
managed care insurance plan to oper-
ate statewide rather than within an
area served by such providers would
defeat the managed care concept.!¢

The uneven distribution of HMOs participating
in the state’s health benefits plan has meant that in
state employees in eastern and western Kentucky are
unable to participate fully in the state’s health benef-
its plan. It is not feasible to require HMOs to operate
statewide at this time. HMOs rely on volume and
tend to locate in highly populated areas. The uneven
distribution across the Commonwealth represents on
a smaller scale the operation of HMOs nationally.
This failure of HMOs to penetrate less populated
counties outside the Louisville, Lexington, Northern
Kentucky area has created an inequity in plan choi-
ces for state employees under the state’s health
benefit plan.

14
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Chapter 2.2
Cost Savings

HMO Studies

.There have been a number of studies on claims
that HMOs save employers money, as compared to
the traditional fee-for-service system (FFS). In tes-
timony before the Subcommittee, the Health Mainte-
nance Organization Association of Kentucky cited a
12-year, $80 million study by RAND Corporation
that found that HMO members have up to 40 percent
fewer hospital admissions and save up to 28 percent
on health care costs, compared to FFS plans.’® Other
studies have shown the total cost of medical care for
HMO enrollees to be 10 to 40 percent lower than for
persons under FFS plans. Also, there are approxi-
mately 30 percent fewer hospital days for HMO
enrollees. 16

1989 Survey

However, employers have expressed dissatisfac-
tion with the savings realized by HMO plans. A 1989
survey by benefit consultant A. Foster Higgins and
Co. Inc. found that 32 percent of employee benefit
managers did not believe HMOs were effective in
controlling costs, 35 percent of employers were ambi-
valent about HMOs’ potential, and 54 percent said
. their HMO rates were the same as or higher than
indemnity plan rates.!”

1991 Survey

A 1991 survey of employers conducted by Hewitt
Associates found that 31 percent said HMO premium
increases were rising more slowly than indemnity
plan increases. Thirty-seven percent of employers
with HMOs said HMO premium increases exceeded
those charged by indemnity plans.18

State Health Benefits Plan

Notwithstanding the findings of studies and
national surveys, under the state health benefits plan
for 1990-91, it appears that the benefits of most, if
not all, of the seven alternative coverage providers
save employees more money than the three free-
choice plans. In general, the alternative coverage
providers have lower deductibles and require lower
out-of-pocket expenditures for hospital charges,
office visits, and prescription drugs. Non-hospital
diagnostic tests, chiropractic coverage, maternity

care, well baby care, and tubal ligation require
generally lower out-of-pocket expenses under the
alternative plans than the free-choice plans. Birth
control pills, vision coverage, and audiometric exams
are not covered by the free-choice plans, but the
majority of alternative plans do provide coverage.

Uniform Contribution

The state contributed $124.27 per month per
employee for health insurance coverage during con-
tract year 1990-91. Four of the seven alternative
plans charged exactly that much for thejr single cov-
erages. That means state employees in 65 counties
were subject to more out-of-pocket expenses per state
contribution than those employees in the other 55
counties who opted for one of the alternative plans.

Shadow Pricing and Inequity in Benefits

Since 1985-86, Humana has always charged
exactly what the state contributes, so that the state
employee pays no premium for single coverage.
HealthWise did the same for contract years 1986-87,
1987-88, and 1988-89. In 1989-90, HealthWise
charged $3.94 more than the state contribution and
in 1990-91 it charged $2.98 more. Alternative Health
Delivery System (AHDS) charged the same for sin-
gle coverage as the state contribution in 1986-87,
1987-88, 1988-89, 1990-91. The only year AHDS
didn’t charge the same amount was 1989-90, when it
charged $7.87 more than the state contribution. (See
Appendix B.)

Two HMO plans have charged the same as the
state contribution only in their initial contract year,
1986-87. Since then, Choice Care and Lincoln
National Health Plan have charged more than the
state contribution. In 1990-91, state employees had to
pay $45.67 more for the single coverage under Cho-
ice Care, and that will remain the same in 1991-92.
In 1990-91, Lincoln National charged $12.17 more
for single coverage and will charge $9.73 more in
1991-92.

“Shadow pricing” is the term used to refer to
HMO charges which are the same or near the same
price as the free-choice plan offered by the employer.
Shadow pricing is not unique to HMOs participating
in the state health benefits plan. It is the pricing

15
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strategy of many HMOs. An HMO that uses less hos-
pital care can produce services at a lower cost. How-
ever, these savings are not passed on to the employer
as long as the employer makes a uniform contribu-
tion to both the HMO and free-choice plans. The
HMO passes the savings to its subscribers in the

form of increased benefits, in order to increase its
market share over the free-choice plan. The result is
that employers do not realize savings they expected
and their uniform contribution to both types of plans
creates an inequity in benefits.

16
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Unit 3

Inequities in the State Health Benefits Plan

State employees in 65 counties face inequities in choice and in benefits under
the state health benefits plan. The issues raised by HB 207 are based on these two

care burden on households.

inequities, which have taken on greater significance with the increase in the health

Inequity in Plan Choices

Kentucky’s state health benefits plan provides
three free-choice plans and seven HMO plans.
Employees in 55 counties can chose from at least one
of the HMO plans, in addition to the free-choice
plans, while those in 65 counties are restricted to the
three free-choice plans. This inequity in the availa-
bility of choices is due in part to the state’s interest in
providing employees with as many choices as possi-
ble, the failure of HMOs to expand into less popu-
lated areas of the state, and federal law that requires
health benefits plans to include the option of mem-
bership in federally qualified HMOs.

‘ Inequity in Benefits

In addition to the inequity in availability of plan
choices, there is an inequity in benefits. Part of this
inequity is inherent in the plans. HMOs restrict choi-
ces of hospitals and physicians, which allows them to
control costs through contractual arrangements with
health care providers. Free-choice plans lack these
cost-controlling restrictions. There is, however,
another reason for the inequity in benefits, which is
being addressed by the state in its current requests
for bids. It is the state’s method of determining its
contribution to plans.

The state contributes the same amount per
employee to the plan selected by the employee. On
the surface that appears fair. However, when
adverse selection and shadow pricing are considered,
it becomes apparent that HMO enrollees benefit

more by the uniform state contribution than free-
choice enrollees.

Adverse Selection. One function of insurance
underwriting is to prevent adverse selection. It
occurs when above-average-risk applicants purchase
insurance at average rates. The state’s contribution
is based on the experience of the employees in its
free-choice plans. It has been shown in studies that
younger employees are less concerned about freedom
of choice and are more likely to join an HMO at a
lower premium. If younger, healthy employees leave
the free-choice plan, adverse selection occurs, in that
the proportion of older, higher-risk employees in the
free-choice plan increases. The result is that the pre-
mium for the free-choice plans is inadequate and will
have to be increased. HMOs, on the other hand, find
their premiums more than adequate and may lower
premiums or increase benefits. This creates a situa-
tion where HMOs become more attractive and the
free-choice plans less so.

While the state continues to increase its premi-
ums to meet the rising claims of its increasing pool of

~ high health care utilizers, it continues to contribute

the same amount per employee to HMOs. The HMOs,
with this guaranteed state contribution, have no
incentive to lower premiums. The HMOs engage in
shadow pricing by charging at or near the same pre-
mium established for the free-choice plan. With this
more than adequate premium, HMOs increase benef-
its, making their plans more attractive. Thus, the
state’s equal contributions per employee creates an
inequity in benefits.
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Figure 2

Percentage of Age Groups in Self-Insured and
Managed Care Plans (Statewide as of January 31, 1991)

Percent in This Age Group
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Figure 2. Percentage of the Age Groups in Self-Insured and Managed Care Plans. (Statewude as of January 31, 1991)
Source: Kentucky Department of Personnel
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Unit 4
Recommendations

The inequities in the state health benefits plan create two classes of state
employees, based on where employees reside. All state employees work for the same
employer. The option to make choices between different plans offered by that employer
should not be determined by place of residence. If the employer has no choice, every
effort should be made to alleviate that inequity to the maximum extent possible.
Health insurance is a fringe benefit that the state provides to all its employees. That
benefit should be distributed fairly and equally across the Commonwealth. Health
insurance is as much a necessity for an employee in Letcher County as it is for an
employee in Franklin county. Each state employee works for the same employer,
is paid by the same employer, and should have equal access to the same employment

benefits.

1. A Single State Plan. If there were a single
health insurance plan available to state employees,
the problem of inequity would be eliminated. There
would be no distinctions based on place of residence,
benefits would be the same, shadow pricing would
not exist, and costs to the state could well be less.

The major obstacle to a single plan is federal
law. Section 300e-%(a)1) of the United States Code
Annotated requires the state to include in any health
benefits plan the option of membership in federally
qualified HMOs which provide basic health services
in HMO service areas in which at least 25 state
employees reside. Two of the HMO’s participating in
the state plan are federally qualified.

The state must allow those HMOs to participate.
Although the other three HMOs are not federally
qualified, if there isn’t going to be a single plan, they
should be retained, so that as many choices as exist
should be made available to state employees. This
obstacle shouldn’t exist after 1995, when this federal
law sunsets. In the meantime, the state should evalu-
ate the advantages and disadvantages of providing a
single plan for state employees after the expiration
of the federal law.

2. Expansion of Service Areas. A means of
reducing the number of counties without HMO
options is to require HMOs that seek to expand their
service areas to include several counties or all coun-
ties in a region when they expand. The state is cur-
rently doing this by dividing the 65 counties without
HMO options into 11 regions. An HMO that desires

to expand into any of the 65 counties must take all
counties within the region in which that county is
located. (See Figure 3.)

When this subcommittee asked four participat-
ing HMOs about this proposal, none rejected it out-
right. One suggested it could be workable if the
regions are determined after taking into account
existing referral patterns, travel and geographic cir-
cumstances, and the geographical size of the regions.

Rather than designating specific regions, an
alternative approach would be to require that all
counties bordering the expansion county be included.
Or, it could be required that a minimum number of
counties adjoining the expansion county be included.

The state’s designation of expansion regions is a
good step toward reducing the number of counties
without HMO options. It should be monitored and
refined, if necessary, to be certain that it accom-
plishes its objective without undermining HMOQ
financial performance or quality of service.

3. Two Rates of State Contribution. Because
of adverse selection and shadow pricing, it is argua-
ble that HMOs under the state health benefits plan
have a built-in profit margin that is more than ade-
quate. Figure 2 shows that the older state employees
are more likely to choose one of the free-choice plans,
while younger employees choose an HMO. This
leaves the free-choice plans with a higher percentage
of high health care users than HMOs, Because the
state makes the same contribution per employee to
all plans and bases that contribution on costs under
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the free-choice plans, the result is that the uniform
contribution provides the HMOs with a wider profit
margin than the free-choice plans. HMOs are then
able to increase their benefits for their enrollees
more than the free-choice plans could. This inequity
compounds the inequity in plan choices for those
employees in the 65 counties without options. The
effect is that the state and those employees in the 65
counties paying for family coverage are indirectly
subsidizing those employees in 55 counties with a
choice.

One way to address this problem is to establish
one contribution rate for the free-choice plans and a
lower rate for the HMO plans. Exactly what the dif-
ferential would be must be determined after analysis
of HMO experience. What is the average cost per
employee under HMO plans compared to free-choice
plans? How much is being paid in claims as a per-
centage of premiums? This is data that the state
should have access to in order to determine fair and
adequate rates.

The uniform contribution defeats one of the pur-
poses of the HMO concept, namely, to save employers
money through cost control measures. It is arguable
that the uniform contribution on a health benefit
plan that includes free-choice plans and HMO plans
is actually costing the state money.

4. Subscribers Outside HMO Service Areas.
The subcommittee asked four participating HMOs
about the feasibility of allowing state employees who
reside in counties outside the service area of the
HMO to subscribe to the HMO. None of the HMOs
ruled this out. They mentioned inconvenience to state
employees, the need to contract with additional pro-
viders, and penalties for failure to use the HMO
network.

One HMO suggested that 40 to 45 milesor 1
hour should be the limit on travel time. A subseriber
beyond those limits may have to use a non-HMO pro-
vider. Use of the non-HMO provider would limit the
HMOs ability to control costs and could require the

subscriber to pay for the services out-of-pocket.

This does seem to be a viable option for a limited
number of employees outside HMO service areas.
Guidelines designating who qualifies and the effect
of using a non-HMO provider would need to be estab-
lished by the Department of Personnel. Such an
option should be explored by the Department during
the remainder of the 1991-92 fiscal year.

5. Preferred Provider Organization. A PPO
is an organized system under which selected health
care providers agree to provide specified health care
services subject to certain utilization and cost con-
tainment procedures. Providers are paid on other
than a traditional fee-for-service basis. They are
assured of prompt payment and an increase in
patient market share. PPO’s retain the freedom of
choice concept in a restricted form. Insureds may use
a non-preferred provider but will have to pay higher
out-of-pocket expenses if they do.

A PPO established by the state, if made availa-
ble on a statewide basis, would alleviate some inequi-
ties in the current system. The state has taken steps
in that direction by negotiating discounts with hospi-
tals for persons enrolled in the free-choice plans. As
the Department of Personnel told this subcommittee,
a PPO would require the state to select some hospi- -
tals over others. Those excluded could suffer sub-
stantial income losses. Although the state has an
interest in providing its employees with affordable
health care coverage, it also has an interest in not
harming existing businesses.

For fiscal year 1991-92, the state will offer Ken-
tucky Kare Premiere for state employees in Allen,
Butler, Edmonson, Logan, Simpson, and Warren
counties. Contracts with hospitals, physicians, and
pharmacists in these six counties have been obtained.
State employees in those counties were restricted to
the free-choice plans prior to the creation of this PPO
by the Department of Personnel. Its success will
have broader implications for establishment of PPOs
by the state in areas where HMOs fail to penetrate.
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Figure 3: Alternative Coverage Expansion Regions
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Figure 3: Alternative Coverage Expansion Regions
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Appendix A

Appendix A
HB 207

AN ACT relating to insurance.

WHEREAS, state employees, teachers, and others have expressed dissatisfaction over the limited
availability of coverage by health maintenance organizations in certain regions of the state; and

WHEREAS, some legislators have proposed that insurance and health maintenance organization coverage
should be offered statewide whenever they are offered in Kentucky; and

WHEREAS, such a requirement should be carefully studied, since it carries the potential for disruption
of the insurance industry; and .

WHEREAS, health maintenance organizations and other managed healith care options account for an
ever-increasing share of the health insurance coverage possessed by Kentuckians; and

WHEREAS, these options are intended to save money for individuals and employers, but there is debate
on their efficiency as alternatives to traditional health insurance; -

* NOW, THEREFORE,
Bn':mactedbytleencmlAmblyoﬂM Commnwalthomeud:y:

Section 1. The Legislative Research Commission shall study the feasibility of requiring Kentucky health
insurers, health maintenance organizations, and other managed care plans to offer all their coverage statewide,
and shall further study the cost savings to Kentuckians resulting from the use of health maintenance
organizations and other managed care options as opposed to traditional health insurance.

9gelction 2. This report shall be submitted to the Kentucky General Assembly no later than September
1, 1991,
(sm%%cot)ion 3. Staff services to be utilized in completing this study are estimated to cost ten thousand dollars

These staff services shall be provided from the regular Commission budget and are subject to the limitation
and other research responsibilities of the Commission.

Approved March 21, 1990
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