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The Costs Of Mental Health
Parity: Still An Impediment?

Parity implemented in the context of managed care would have little
impact on mental health spending and would increase risk protection.

by Colleen L. Barry, Richard G. Frank, and Thomas G. McGuire

ABSTRACT: Parity in mental health benefits rectifies unfairness in health insurance cover-
age and reduces financial risk for those with mental iliness. However, increased coverage
for mental illness has been seen as creating inefficiencies and increasing total spending,
based largely on results from the RAND Health Insurance Experiment conducted in the
1970s. Newer evidence suggests that cost control techniques associated with managed
care give health plans alternatives to discriminatory coverage for containing costs. We re-
view both eras of research on mental health insurance and conclude that comprehensive
parity implemented in the context of managed care would have little impact on total spend-
ing. [Health Affairs 25, no. 3 (2006): 623-634; 10.1377/hlthaff.25.3.623]

since differences in mental and general health coverage first arose in the
early days of private health insurance.! The case for parity has been based
primarily on the fairness argument that insurance should not discriminate against
people with mental illnesses. Parity equalizes benefit design provisions, putting
them on par with other medical benefits in private insurance. Advocates have had
to contend with the question of why, if equalizing benefits was such an attractive
idea, purchasers of private health insurance did not demand parity. “Stigma” was
one answer, but economic analysis supplied another, based on the rational calcula-
tions of insurers and employers in markets subject to adverse selection. All com-
peting health plans might “underprovide” coverage for some health conditions be-
cause of risk-selection fears, even if potential enrollees value the coverage in excess
of the costs of providing it.?
Equity-in-access and adverse-selection arguments regarding parity have been
articulated for many years, but until recently they have not been on the winning
side of the debate. Against parity policies stood both efficiency and cost objec-

PARITY HAS BEEN THE STATED OBJECTIVE of mental health advocates
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tions.’ The efficiency argument is well known in mental health services research.*
Traditional welfare economics views the demand for mental health care as repre-
senting the consumer’s willingness to pay for care. Insurance coverage reduces the
price to the consumer, inducing more use; this is labeled “moral hazard.” Services
used only in the presence of the insurance-reduced price are not worth the cost to
the consumer, assuming that the demand curve represents willingness to pay. A
large literature has grown around the question of measuring this demand re-
sponse. Demand response was found to be greater for mental than for physical
health care, which implies that a given reduction in price resulting from insurance
would create more inefficiency in mental than in physical health care use.” This
finding sets up the main efficiency argument against parity: In the interest of
consumers, coverage should not be equal for physical and mental care.

It is important to emphasize that these arguments about parity have to do with
cost response, not the absolute level of spending. Policymakers and others have of-
ten argued that mental health care should not be covered because it is “too costly.”
Costly and unexpected adverse health events are what insurance should cover.
Furthermore, the converse argument—*“psychotherapy costs are low, so we
should cover them™—is also inconsistent with the principles of insurance. Man-
aged care matters to the economic principles bearing on coverage, as we shall see,
but not because it makes coverage less costly.

Managed care alters the efficiency arguments bearing on parity by changing the
methods of rationing health and mental health care.® Under managed care, benefit
design provisions are only one mechanism that affects the use of mental health
care. Because managed care introduces other mechanisms for controlling moral
hazard and cost sharing, a health plan need not rely exclusively on such benefit-
design features to control costs. Suppose, for purposes of discussion, that these
mechanisms reduce a good deal of the “low value” use of health services. Then,
consumer cost sharing need no longer trade moral hazard-induced inefficiencies
for the loss of financial protection. If moral hazard is better dealt with by other
mechanisms, benefits can be designed with a focus on risk protection. Formal
analyses of payment systems confirm that benefit-design features can be assigned
the task of protecting against financial risk, while policies aimed at affecting pro-
viders’ behavior, such as payment arrangements, can contend with moral hazard.”

Despite the dramatic changes that have occurred in mental health care delivery
during the past fifteen years, some health insurers and employers remain wary of
the cost of improving mental health benefits. Skeptics suggest that expanded
mental health services will yield few benefits and generate large cost increases. In
2003, Donald Young, then president of the Health Insurance Association of Amer-
ica (now America’s Health Insurance Plans), described federal parity legislation as
“a hidden tax” and “a misguided effort to provide additional treatment resources
for a wide variety of ill-defined and difficult-to-diagnose mental disorders.” In his
message vetoing a bill to expand the Maine parity law delivered 11 April 2002, then
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governor Angus King said: “As we look for ways to reduce the costs of health care,
we must not exacerbate the problem by adding new mandates. When you are in a
hole, the first rule is not to dig any deeper.” Fortunately, a rich body of research on
response of costs to changing mental health coverage means that policymakers
can base coverage decisions on evidence. Here we review this research with an eye
toward consolidating an evidence base.

Two Eras Of Economic Research

We distinguish two eras in our review of the empirical literature on the effects
of mental health insurance. The first era encompasses research on data from the
1970s and 1980s, before managed care. The second era dates forward from the mid-
1990s. Because the majority of studies are not randomized controlled trials, we
opted against conducting a formal meta-analysis. Rather, we qualitatively com-
pared the entire body of literature with attention to the methodological ap-
proaches employed and key evidence amassed in both eras.

The studies conducted in these two periods differ in their primary research
aims, methods, and implications for the cost of parity. Early studies focused on es-
timating the effect of prices on demand for ambulatory mental health care; more
recent studies exploited natural experiments to evaluate parity (or near-parity)
coverage expansions in the context of shifts to managed care and do not provide
direct evidence on price elasticities.'” Some studies followed an “experimental”
group over time and compared changes with those in an investigator-constructed
“comparison” group. Some of the managed care-era studies compare people living
in states that enacted parity laws with those living in other states. Because of the
complexity of these real-world interventions, it is not always possible to isolate a
response to price in these studies.

Most importantly, research findings from these two eras differ in their implica-
tions regarding the cost of parity. Early evidence supported employers’ concern
that outpatient parity would “break the bank.” In contrast, the managed care
studies, despite not always being able to identify price elasticity, indicate that en-
actment of full parity would not greatly increase total spending and would protect
families against financial risks associated with mental illness.

W Early evidence on demand response. When the first studies of price of and
demand for ambulatory mental health care were initiated in the 1970s and 1980s, it
was an open question whether psychotherapy should be covered by health insur-
ance. From the time mental health coverage was first offered as part of major medical
contracts in the 1950s, insurers worried that intensive or long-term psychotherapy
would drive up premiums. This concern prompted insurers to exclude or impose
special limits on coverage for mental health services. These limits were tolerated in
part because of the presence of a public safety-net mental health system to care for
those disabled by mental illness.

Early studies sought to understand whether and to what extent demand for
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outpatient mental health care (with a focus on psychotherapy) differed from that
for general medical care (Exhibit 1). Price elasticity indicates in percentage terms
how much the quantity of mental health services demanded by consumers re-
sponds to changes in price. A price elasticity of —0.5, for example, means that for
each 1 percent rise in price (such as that resulting from a change in coinsurance),
quantity demanded falls by 0.5 percent. At the high end, using a survey of psychia-
trists and their patients conducted by the American Psychiatric Association in
1973, Tom McGuire estimated that total demand for mental health services would
increase 1 percent in response to a 1 percent increase in insurance. This estimate
was somewhat higher than but broadly consistent with the other research cited in
Exhibit 1. Where comparisons could be made, demand response to price in mental
health was found to exceed demand response in other areas of care. Using data
from the National Medical Care Utilization and Expenditure Survey (NMCUES),
Carl Taube and colleagues reported estimates for mental health care much greater
than those for ambulatory medical care, and Constance Horgan’s estimates
showed the elasticities for mental health care as almost three times those for gen-
eral health care.

The most definitive evidence that better mental health coverage would increase
demand came from the RAND Health Insurance Experiment (HIE) (the Manning
study in Exhibit 1), in which the elasticity for ambulatory mental health care was
also estimated to be more than twice that for general medical care. The RAND HIE

EXHIBIT 1
Estimates Of The Price Elasticity Of Demand For Ambulatory Mental Health Care
Before 1990

McGuire Taube et al. Horgan Ellis and McGuire Manning
(1981)* (1986)° (1986)° (1986)" (1989)°
Data source JIS, 1973 NMCUES, 1980 NMCES, 1977 Massachusetts Blue RAND HIE,
Shield, 1981-83 1974-78
Type of elasticity  Point Point, level of use  Point, level of use  Point at 50% coinsurance,  Arc
level of use
MH/SA elasticity -1.00 -0.54 -0.44 -0.37 -0.8
General health - -0.13 -0.16 -f -0.3

elasticity

SOURCES: See below.

NOTES: JIS is Joint Information Service survey of psychiatrists conducted for the American Psychiatric Association and the
National Association for Mental Health. NMCUES is National Medical Care Utilization and Expenditures Survey. NMCES is
National Medical Care Expenditure Survey. HIE is Health Insurance Experiment. MH/SA is mental health/substance abuse.
2T.G. McGuire, Financing Psychotherapy: Cost, Effects, and Public Policy (Cambridge, Mass.: Ballinger Press, 1981).

"C.A. Taube, L.G. Kessler and B.J. Burns, “Estimating the Probability and Level of Ambulatory Mental Health Services Use,”
Health Services Research 21, no. 2 (1986): 321-340.

¢C.M. Horgan, “The Demand for Ambulatory Mental Health Services,” Health Services Research 21, no. 2 (1986): 291-319.
9R.P. Ellis and T.G. McGuire, “Cost Sharing and Patterns of Mental Health Care Utilization,” Journal of Human Resources 21,
no. 3 (1986): 359-379.

°W.G. Manning et al., Effects of Mental Health Insurance: Evidence from the Health Insurance Experiment, Pub. no. RAND R-
3015-NIMH/HCFA (Santa Monica, Calif.: RAND, 1989).

"Not applicable.
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randomly assigned subjects to health insurance conditions, thereby minimizing
the danger that insurance would be correlated with unobserved variables." The
HIE evidence on demand response applies primarily to outpatient psychotherapy
(not inpatient psychiatric care). Collectively, these five studies supported the
conclusion that higher cost sharing for psychotherapy was justified.

A consensus emerged by the end of the 1980s, on the basis of these studies, that
validated insurers’ decisions to limit mental health coverage and confirmed
policymakers’ concerns about the cost of regulating mental health benefits. The
consensus was embodied in the recommendations for mental health during the
1993-94 national health reform debate. The basic benefit package proposed under
the Clinton plan would have included thirty days of inpatient and residential care
and thirty outpatient psychotherapy visits, with $25 cost sharing for managed
care and 50 percent outpatient cost sharing for unmanaged care."

With the research supporting the status quo of differential coverage, mental
health benefits, if anything, decayed in relation to benefits for other conditions
during the late 1980s into the 1990s. Data from the U.S. Bureau of Labor Statistics
(BLS) indicate that private insurers augmented their limits on mental health ben-
efits over this period. In 1981, for example, 41 percent of full-time, privately insured
workers were subject to limits on inpatient mental health care, and 83 percent had
limits on outpatient care.” By 1995, 89 percent had inpatient mental health limits,
and 96 percent had limits on outpatient care."* The increased use of day and visit
limits was particularly pronounced. Unlike higher deductibles and coinsurance
for mental health services, use of such limits is harder to justify on efficiency
grounds because when sizable cost sharing is in place, limits offer only modest
savings. As a result, the decision to impose these limits has been viewed as moti-
vated largely by incentives to risk-select rather than to address moral hazard. In
fact, evidence from the Federal Employees Health Benefits (FEHB) Program sug-
gests that adverse selection worsened over this period. In the 1980s and 1990s, the
adverse selection—driven dynamics of coverage offerings in national FEHB plans
approached “death spiral” proportions, with plan restrictions leading to an even-
tual decline in the percentage of total dollar value of claims in behavioral health
services (excluding prescription drugs) from 7.8 percent in 1980 to 1.9 percent in
1997 Short-circuiting such market failures had been the economic rationale for
state benefit mandates during the 1970s and 1980s."° Although these mini-parity
laws were popular, they only placed a floor in coverage at a low level, and only for
plans subject to state insurance regulation. Furthermore, benefit mandates were
often denominated in dollar terms, and medical price inflation eroded their pur-
chasing power.

B Recent evidence under managed care. A second generation of research in
the late 1990s studied mental health coverage in the context of managed care. These
studies were more heterogeneous in their central research aims, methodological ap-
proaches, and outcomes of interest. Instead of focusing exclusively on estimating de-
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mand response to price, research addressed such questions as how total mental
health spending and consumers’ out-of-pocket spending changed in response to
parity-like coverage expansions. This virtue was born of necessity: The natural ex-
periments under study were multifaceted changes, with improvements in benefit
design often coupled with introduction of managed care. With the emergence of a
federal debate over parity in Congress in the early and mid-1990s, this period also in-
cluded debate over competing actuarial reports estimating how parity would likely
affect health insurance premiums.

Renewed interest in the effects of mental health benefit changes on costs was
prompted in part by emerging evidence of managed care’s role in controlling over-
all health care spending. The nature and extent of managed care varies tremen-
dously across health plans and over time, which makes measuring its effects diffi-
cult. (These measurement problems are exacerbated by risk segmentation if
managed care plan enrollees differ from those in conventional insurance.) Evi-
dence on the effects of managed care suggests that they have been instrumental in
reducing inpatient admissions, inpatient lengths-of-stay, and total spending on
inpatient care, with a concomitant increase in outpatient visit rates across the
health sector.”” In the mental health context, managed care contracts often take
the form of risk-sharing arrangements negotiated by employers or insurers with
specialized managed behavioral health care “carve-out” firms having expertise in
establishing specialty provider networks, negotiating payment rates, and manag-
ing use to affect the supply of mental health services. The carve-out industry has
grown rapidly: In 2002, 164 million people were covered, compared with 70 mil-
lion in 1993."® One stated goal of second-generation mental health coverage studies
was to examine whether managed care, largely done by carve-out companies,
would enable more-affordable implementation of parity.

In contrast with those of the earlier era, these second-generation studies did
not find large mental health spending increases attributable to parity, and all
studies that addressed risk protection identified sizable decreases in consumers’
out-of-pocket mental health care spending (Exhibit 2). All five studies examined
here are natural experiments structured to examine the effects of mental health/
substance abuse (MH/SA) benefit changes, using the period before the change as a
benchmark for comparison. The challenge of such before/after comparisons is that
the study population can change during the time period. These studies used vari-
ous techniques to control for secular trends. Three selected only those enrollees
who were continuously covered for the entire study period for analysis, and two
addressed case-mix considerations by studying outcomes in an affected popula-
tion in contrast to a comparable unaffected group. The outcomes of interest differ
across the studies, but most examined how parity affects mental health spending,
and some also considered its effects on consumer financial protection.

The consistent results of the FEHB evaluation, the Vermont parity evaluation,
and the study of Massachusetts state employees provide the best evidence on how
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EXHIBIT 2
Evidence On Effects Of Mental Health Care Benefit Changes, 1998-2006
H.H. Goldman Bao and Sturm  Rosenbach et Ma and McGuire W. Goldman
et al. (2006)° (2004)° al. (2003)° (1998)¢ et al. (1998)°
Research FEHB States with and State of VT parity Group Insurance Large group
setting without parity law Commission employer
laws (GIC) of MA
Data source FEHB claims Healthcare for Claims from two GIC enrollment Claims data from
data, 1999- Communities large health and claims data indemnity plans
2004 insurers
Estimation DD estimation DDD estimation Multivariate Multivariate Multivariate
methods regression regression regression
Managed care T in carve-out Unclear Introduction of a Introduction of Introduction of
contracting; new carve-out a carve-out a carve-out
network design contract in one of  contract (with contract
changes two large insurers  network
studied (with changes)
network changes)
Probability No change or L in  No change T in outpatient 1 in outpatient use; T in probability of
of use probability of use  (measuring users for both no change in any mental
for 7 of 8 plans easier/harder to plans; Tin inpatient health care use;
get good-quality inpatient users in admissions (but lin probability of
health care) one plan and lin shift to less inpatient use
the other intensive settings)
Level of use f f T in outpatient 1 in outpatient 1 in outpatient

visits for one plan
and | in the other;
no change in
inpatient use

visits per user and
in inpatient
length-of-stay

visits per user;
1 ininpatient
length-of-stay

Total spending

No change or | in

1 in outpatient

1 in price per

1 in average cost

per user spending per spending per outpatient visit; per outpatient
user for all plans user; Tin 1 in price per session; T in
inpatient/partial inpatient day average cost
hosp per user per inpatient
(p<.10) day
Out-of-pocket | ornochangein - linoutof-pocket | in outof-pocket -
spending out-of-pocket spending spending

spending per
user in 6 plans
and T in 3 plans

SOURCES: See below.
NOTES: FEHB is Federal Employees Health Benefits Program. DD(D) is difference in difference (in difference).

2H.H. Goldman et al., “Behavioral Health Insurance Parity for Federal Employees,” New England Journal of Medicine 354, no.
13 (2006): 1378-1386.

Y. Bao and R. Sturm, “Effects of State Mental Health Parity Legislation on Perceived Insurance Coverage, Access to Care, and
Mental Health Specialty Care,” Health Services Research 39, no. 5 (2004): 1361-1377.

¢M. Rosenbach et al., “Effects of the Vermont Mental Health and Substance Abuse Parity Law,” Pub. no. SMA 03-3822
(Rockville, Md.: Center for Mental Health Services, Substance Abuse and Mental Health Services Administration, 2003).

9C.A. Ma and T.G. McGuire, “Network Incentives in Managed Health Care,” Journal of Economics and Management Strategy
11, no. 1 (1998): 1-35.

¢W. Goldman, J. McCulloch, and R. Sturm, “Costs and Use of Mental Health Services Before and After Managed Care,” Health
Affairs 17, no. 2 (1998): 40-52.

"Not applicable.

parity coverage simultaneously affects service use, total spending, and out-of-
pocket spending on mental health. The FEHB parity initiative was the result of a
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presidential directive implemented in 2001 and constitutes the most comprehen-
sive parity policy enacted to date. An evaluation found that MH/SA spending in
the seven health plans studied was on par with or below that of other large, pri-
vately insured populations. In five of these plans, the parity policy was associated
with sizable reductions in out-of-pocket spending. The Vermont parity evaluation
also found that consumers paid a smaller share of the total amount spent on
MH/SA services after implementation of comprehensive parity. For those with se-
rious mental illnesses, the decrease in out-of-pocket spending following parity
was particularly large: Spending declined by more than half among people spend-
ing more than $1,000 annually on MH/SA services. Within the two plans studied,
the probability of using outpatient mental health services increased without
prompting much spending growth. Likewise, in evaluating MH/SA benefit expan-
sion by the state employees in Massachusetts, Ching-to Ma and McGuire esti-
mated a minimum of 30-40 percent overall MH/SA cost reduction after the simul-
taneous expansion of benefits and initiation of a carve-out contract. They found
decreases in consumers’ MH/SA spending, the probability of outpatient use, out-
patient visits per user, and inpatient length-of-stay, with no change in inpatient
admissions (but some shift to less intensive settings).

Although the studies by William Goldman and colleagues and by Yuhua Bao
and Roland Sturm did not examine out-of-pocket costs, their total cost and use re-
sults are similar to the broader literature in direction and significance. Goldman
and colleagues examined the simultaneous introduction of an expansion in
MH/SA benefits and introduction of a carve-out contract by a private employer.
They identified a sizable reduction in MH/SA costs following these changes, re-
sulting from fewer outpatient visits per user, a reduction in the probability of in-
patient admissions, reduced lengths-of-stay, and lower costs per unit of service.
They also detected an increase in the probability of using any mental health care
over this time period. Using a difference-in-difference econometric approach to
estimate the effect of parity laws enacted at the state level, Bao and Sturm found
no significant difference in perceived access to care among those with differing
mental health care needs in states with and without these policies.”

A key challenge in interpreting the findings from these studies involves separat-
ing the effects due to initiation of MH/SA benefit changes from those due to simul-
taneously occurring shifts in managed mental health care. Because supply-side ra-
tioning through managed care is inherently less transparent than control through
benefit limits, we know relatively little about how various managed care tools
contribute to changes in use and spending. Some studies cannot directly identify
managed care changes; this is true for all multistate studies comparing people liv-
ing in states with and without parity laws. Although researchers in four of the five
studies were aware of shifts to carve-out contracts concurrent with MH/SA bene-
fit changes, these research settings offer limited opportunity to peer inside the
“black box” of a carve-out contract to identify how various managed care mecha-
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“Opposition to parity on the basis of increased total spending no
longer constitutes an evidence-based objection.”

nisms affect outcomes. Although evidence is sparse, network incentives appear to
exert subtle but powerful control over the quantity of services used. Network in-
centives arise from the cooperation that a plan can expect from providers who
value being included “in network.” Ma and McGuire attempted to decompose the
quantity reductions identified among Massachusetts state employees that were
directly attributable to managed care (Exhibit 2). They found that network incen-
tives under managed care accounted for most of the MH/SA cost reductions ob-
served. In the case of parity in the FEHB, the Office of Personnel Management
(OPM) explicitly allowed plans to establish higher cost sharing and special day/
visit limits for out-of-network MH/SA services, implicitly recognizing the moral-
hazard problem.” All fee-for-service plans took advantage of this option.” To the
extent possible, Exhibit 2 includes available information on managed care changes
to signal that these findings should not be interpreted as the pure effect of insur-
ance changes.

The technology of treating mental illness also was transformed during this pe-
riod. Treatment innovations and associated spending increases were most notable
in psychopharmacology.”> The amount of spending on psychotropic drugs as a
proportion of overall mental health spending rose from 8 percent in 1987 to 21 per-
cent in 20017 Along with the increased availability of effective medications,
growth in psychotropic drug use is attributable to its comparatively generous
coverage.

The absence of quantity increases attributable to parity across these studies is
consistent with more recent actuarial estimates of the effect of parity on premi-
ums. Actuarial estimates are calculated as the expected change in total premium
as a result of parity. Studies conducted in the early and mid-1990s produced
widely disparate estimates, ranging from a 1 percent to an 11 percent increase in to-
tal premiums due to parity, with the Congressional Budget Office (CBO) estimat-
ing a 4 percent increase.” (Some of these analyses were commissioned by interest
groups such as the ERISA Industry Committee, the Association of Private Pension
and Welfare Plans, and mental health provider groups.) Lack of uniformity in esti-
mated effect on premiums due to parity led to an effort to incorporate managed
care effects into actuarial models using more recent cost data from the FEHB, state
parity experiences, the managed behavioral health care industry, and private em-
ployers.” After updating its estimation methods to incorporate managed care ef-
fects, the CBO scored comprehensive parity as raising group health insurance pre-
miums by an average of 0.9 percent.”® CBO analysts also forecast a net 0.4 percent
increase in total premiums after accounting for the offsetting impact of behavioral
responses by health plans, employers, and workers.
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Implications

A comprehensive parity bill, the Paul Wellstone Mental Health Equitable
Treatment Act, is pending in Congress. In the mold of the FEHB parity policy, this
legislation would prohibit higher cost sharing and deductibles or separate inpa-
tient and outpatient service limits for in-network private mental health insurance
coverage. The main argument against enacting a comprehensive federal parity law
of this kind is that generous coverage would drive up mental health spending, in-
crease premiums, and expand the number of people unable to afford coverage. Old
ideas about the cost of parity die hard. In our view, the relevant research implies
that parity implemented in the context of managed care would have little impact
on mental health spending and would increase risk protection.

Some non-cost-related objections to parity laws have been raised over the years.
Parity opponents often raise philosophical objections to government mandates
not limited to parity mandates. Some argue that insurance regulation is a state,
not a federal, function. Doubts about the effectiveness of the treatments for mental
disorders paid for under parity might also influence perceptions about the value of
the legislation, although one authoritative recent review by the U.S. surgeon gen-
eral addresses these concerns.” Even if quantity of use is unchanged, an improve-
ment in coverage would shift costs from the beneficiary to the insurer. Employers
and insurers might oppose parity policies because of these shifts, even if there is
no welfare loss. The bottom line is that while reasons for opposing parity might re-
main in the managed care era, opposition to parity on the basis of increased total
spending no longer constitutes an evidence-based objection.

Full parity will not cure all ills in the mental health care system.?® The very
mechanisms that have weakened the traditional cost control argument against
parity imply that competitive insurance markets might continue to supply ineffi-
ciently low levels of mental health care even in the presence of parity laws. Man-
aged care tactics substitute for demand-side cost sharing. Thus, parity laws regu-
late one dimension of cost and access control (benefit design) and leave others
(utilization review, network design, physician incentives) open for use by plans to
discourage enrollment by people with mental illnesses. As David Mechanic and
Donna McAlpine put it, “Parity in benefit structures means little if ADM [alcohol,
drug, and mental health] care is managed more stringently than other types of
health care.”® One could take comfort in the observation that parity fixes at least
one problem related to equitable access to mental health treatment (benefit de-
sign). But this fallback position has problems. A plan will presumably react by
tightening elsewhere if regulators force it to make demand-side cost-sharing pro-
visions more generous. One thing is clear: Parity leads to more financial protec-
tion. More research is needed to better determine how increased financial protec-
tions due to parity might differentially affect those with more or less severe mental
health conditions. However, it is important to remember that under parity, the tra-
ditional incentives to avoid enrolling people with high expected costs remain at
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least as strong as in the past, while the mechanisms available to health plans for af-
fecting selection have expanded with managed care.*

A sizable majority of people with mental disorders, even among the insured, do
not receive treatment in a given year.*! Remarkable scientific advances have led to
the availability of various effective treatments for most mental health disorders;
however, there is an urgent need to improve dissemination of evidence-based
treatment into real-world practice settings. Expanding benefits under parity
might help, but it does not solve the problem of unmet need or ensure use of
evidence-based medicine in mental health care. Other private and governmental
initiatives are better suited to advancing public policy in these areas. Passage of
comprehensive parity would allow policymakers, health care managers, and clini-
cians to shift attention away from benefit design and toward figuring out how to
get effective treatment for people who would benefit.
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Good morning Senator Harris, Representative Villano, Senator Kissel,
Representative Gibbons, and members of the Human Services Committee. For the
record, [ am Kevin Lembo, the State Healthcare Advocate. Our office is an independent
state agency with a three-fold mission: assuring managed care consumers have access to
medically necessary healthcare; edueating consumers about their rights and
responsibilities under health insurance plans; and, informing you of problems consumers
are facing in accessing care and proposing solutions to those problems.

I’m here to testify in support of certain aspects of Raised House Bills 5617, An
Act Delaying Implementation of and Making Revisions to the Charter Oak Health
Plan and 5618, An Act Concerning Revisions to the HUSKY Plan. 1 would like to focus
on 5617 first, since it contains some needed revisions to the Charter Oak Plan that [ have
supported since seeing the first iteration of the Plan last year. As you know from my
previous testimony on Charter Oak, I am very concerned with the state putting out an
insurance product that offers less consumer protections than the state requires other
health insurers to offer. The state should not be in the business of marketing and setting
the precedent for the proliferation of limited benefit plans as a part of the solution to the
problems of uninsurance. What will remain are a significant number of people who are
underinsured. The consumer protections in the insurance statutes should have meaning
for all residents of the state and [ appreciate that you are considering revising the Charter
Oak Plan to take into consideration the concerns raised by a wide range of advocates.

The revisions contained in Raised House Bill 5617 have become even more
important since the release of the Charter Oak RFP. DSS has represented that while
bidders must bid on the package in the RFP (which contains some changes that include
coverage of most of the consumer protections in the insurance statutes), we have learned
that bidders are also allowed to submit bids on a different benefits package of their
choosing that falls within or near the $250 premium DSS has established. This obviously
could result in changes to the possible package and benefit limits that Commissioner
Starkowski has guaranteed would be covered under Charter Oak. This would undercut
the work that has been done to ensure that Charter Oak is meaningful insurance coverage.

Beyond these concerns, there are two glaring and critical changes to Charter Oak
that are necessary and, thankfully, rectified in this bill. I am pleased to see language in
Raised House Bill 5617 that reflects the importance of the right to external appeal and
compliance with utilization review laws. But [ am especially pleased to see the inclusion
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of mental health parity which was essentially singled out for exclusion because of a
purported belief that it costs too much to provide. Study after study shows that this is not
the case. (Three of them to are attached to our testimony.) We cannot and should not
discriminate against people with mental or nervous conditions and the failure to include
mental health parity in the Charter Oak plan is discrimination. Thank you for your
attention to this issue by including mental health parity in the Charter Oak plan in Raised
House Bill 5617.

We also support the de-linking of the HUSKY contracts from the Charter Oak
contracts. The products are not similar in the populations targeted for coverage, the
regulations governing them or the delivery system for services. At first glance it might
seem logical that using the number of HUSKY covered lives (over 320,000) might be
leverage to attract bidders, but because the products are so different, that leverage
disappears. At least one large local insurer has expressed that exact sentiment to DSS —
federal laws governing HUSKY are detailed and more involved than any law governing
Charter Oak which is purely a state product. Additionally, Charter Oak has been linked
to HUSKY in terms of reimbursement rates and provider networks. We find it hard to
believe that providers who are already resisting taking HUSKY patients will treat Charter
Oak enrollees in a commercial model at similar reimbursement rates. Finally, the
HUSKY system is designed with a certain range of providers in mind and a focus on
concentration of care delivery at clinic settings. The Charter Oak population is targeted
to what typically would be a commercially insured population. Finally, care settings and
program design in Charter Oak are likely to be drastically different than the in HUSKY
program.

I have been clear since Charter Oak was proposed that it could work, but there
were many adjustments that needed to be made to make it work. While Charter Oak has
evolved from a universal health plan, to an affordable plan, to now a bridge to
commercial insurance, the need for the codification of consumer protections and the
prevention of ad hoc changes to the plan is clearly necessary. The inclusion of mental
health parity and the right to external appeal are common sense changes that allow
Charter Oak enrollees the same protections as you and [ already expect under our state’s
insurance laws as a matter of long-standing public policy.

We also support the inclusion of a medical loss ratio of eighty-five percent as a
mechanism to ensure proper performance under the Charter Oak plan.

I support the proposed changes to HUSKY in Raised House Bill 5618.
Restoration of continuous eligibility is a common sense measure to ensure longer-term
coverage for children. I also support Section 2 of the bill which would delay the new
contracting for HUSKY given the unsettled and current changes taking place. After such
a drastic change in the program, it makes sense to let things settle for a year to determine
whether the new system is working and more successful than the previous managed care
system. The disruption to enrollees and providers makes the decision to delay the new
HUSKY contracting vital.





Lastly, while I support the Governor’s attention to hospice services in the
Medicaid program in S.B. 34, I do not support the idea of waiting for a study on cost
effectiveness nor a requirement that the services have to be within available
appropriations prior to implementation. As only one of three states that does not
currently include hospice as Medicaid benefit, the time for studying the obvious need for
this benefit has passed. 1 also oppose Sections 1 and 2 of S.B. 34 which would reverse
coverage for interpreter services in the Medicaid program at a federal match rate of 50%
and would seriously inhibit access to Medicaid services by adopting the medical
necessity definition from the SAGA program. The current definition works effectively.

Thank you for your time today and I am happy to take your questions.
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I. Executive Summary

Milliman, Inc. was commissioned by Capitol Decisions, Inc. to perform an independent
study and actuarial analysis of the impact of behavioral health insurance parity legislation
on behalf of several interested parties. This report contains the authors’ analysis of HR
1424, cited as the “Paul Wellstone Mental Health and Addiction Equity Act of 2007,

HR 1424 would require that each group health plan or health insurance issuer offering
group health insurance coverage to employers with more than 50 employees provide
“parity” benefits for the diagnosis and treatment of all behavioral healthcare. In
particular, the mental health and substance-related disorder benefits would have to be
covered on the same terms as for the diagnosis and treatment of all physical health
conditions. This includes the same treatment limits and beneficiary cost sharing for both
in-network and out-of-network benefits. Additionally, HR 1424 defines a minimum scope
of coverage for mental health and substance-related disorders as the same range of mental
illnesses and addiction disorders covered by the health plan with the largest enrollment of
federal employees (under chapter 89 of'title 5, United States Code).

Findings

» Our estimates indicate that the legislation will increase per capita health
insurance premiums of “typical” plans in 2008 by 0.6%, or $2.40 per member
per month, if no increase in utilization management activities occurs in
response to parity. This is our “Baseline Scenario.”

» The legislation does not appear to prevent the use of utilization management
(UM), and under our “Increased UM Scenario”, where all benefit plans would
choose to further tighten their degree of behavioral healthcare management,
our cost estimates result in an aggregate premium increase less than 0.1%, or
$0.03 per member per month. Since some insured plans will likely increase
their utilization management while others will not, the actual cost increase
will likely fall between the less than 0.1% and 0.6% aggregate results.

» The Congressional Budget Office (CBO) has estimated that typical employer
responses to required coverages will result in cost reductions of about 60% of
the gross cost estimate.” Applying this CBO estimate, aggregate employer
contributions for health costs would rise by about 0.2% under our baseline
scenario, and by less than 0.1% under our increased UM scenario.

» We project that utilization of facility-based behavioral healthcare services
would increase by 9.7%, while professional services would increase by 30.0%
under the Baseline Scenario. Our Increased Utilization Management (UM)
Scenario shows much different results: a 21.3% decrease in use of facility-
based services (the majority from mental health services) and a 3.1% increase
for professional services.

» We project that member out-of-pocket costs for behavioral health services will
decrease by 18%, or about $0.20 per member per month under the baseline
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scenario. This reflects a balance between an increase in total out-of-pocket
costs from higher service use by members under the higher parity benefit
limits and a decrease in out-of-pocket costs per unit due to lower parity cost-
sharing. For every 100,000 fully insured lives, member out-of-pocket costs are
estimated to drop by $240,000 annually.

» We projected increased administrative costs in proportion to the benefit cost
increases due to parity. Administrative costs account for about 15% of the
total increase, or $0.36 or less per member per month.

» Increasing benefits for behavioral healthcare services may result in cost
offsets from other healthcare services, particularly visits to primary care
physicians and emergent/urgent care visits. Increasing benefits may also result
in increased use of pharmaceuticals. We did not consider the effects of any
such offsets or dynamics.

Limitations

Our analysis used actuarial data that reflect the experience of individuals covered through
commercially available benefit plans. To represent current coverage, we selected
“typical” PPO and HMO benefit plans’. We utilized a distribution of covered members
by type of benefit plan®. The estimates represent averages that may not be applicable to
any individual underlying population segment or any one plan.

Because the economy and the healthcare system are dynamic, there is an intrinsic
uncertainty in projecting healthcare costs, especially under healthcare reform, and that
uncertainty applies to our work. The estimates presented here are based on a number of
assumptions as described in Appendix A. Other researchers who use other assumptions
and methods may present different estimates, and the actual costs may depend in part on
factors we have not considered.

This report is not intended to support or detract from any particular legislation. It is
intended for the exclusive use of the parties who commissioned the study and not
intended to benefit any third party. This report should not be distributed without the
permission of Milliman, and any distribution should be of the report in its entirety. This
report reflects the authors’ analysis and should not be interpreted as representing
Milliman’s endorsement.

MILLIMAN





Actuarial Analysis of HR 1424 3 July 5, 2007

II. Key Actuarial-Related Elements of HR 1424

HR 1424 would bring parity in coverage for behavioral health benefits. HR 1424 would
only apply to large group business, with small group business covering 50 employees or
less and individual business being excluded from the requirement.

HR 1424 specifies that each group health plan or health insurance issuer offering health
insurance coverage in connection with a group health plan provided to employers,
provide benefits for the diagnosis and treatment of all behavioral healthcare, including
mental health and substance-related disorders, on the same terms and conditions as those
provided under the policy for the diagnosis and treatment of all physical health
conditions. This includes the same treatment limits and beneficiary financial
requirements. For coverage of inpatient hospital services, outpatient services and
medication, the same coinsurance, copayments, other cost-sharing, limits on out-of-
pocket expenses, and individual and family deductibles must apply equally to medical-
surgical benefits and to mental health and substance-related disorder benefits. This
requirement applies to in-network benefits and out-of-network benefits.

We have assumed that for parity benefits to apply, a licensed clinician would have to
provide the diagnosis and treatment, which is a typical requirement for any covered
benefit. We have also assumed that if a plan covers clinical trials or investigational
treatments for physical conditions, then such coverage would also apply to behavioral
conditions.

We have assumed that covered substance-related disorders are consistent with those
described in the Diagnostic and Statistical Manual of Mental Disorders, Fourth Edition
(SM-1V). However, in our analysis, we do not include treatment for tobacco use,
treatment of obesity or side effects of medication.

We have assumed the legislation would not prevent insurers from negotiating terms with
behavioral health care providers on reimbursement rates and other service delivery terms,
managing the provision of benefits, the use of pre-admission screening, step therapy, or
other mechanisms to enforce medical necessity requirements, or enforcing the terms and
conditions of a policy or plan of benefits.
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III. Healthcare Cost and Premium Impact

HR 1424’s mental health and substance-related disorder parity provisions would affect
commercial health plans’ costs principally by:

o Removing benefit limitations that often apply to mental illness and substance
related conditions, but not physical medical conditions

o Requiring beneficiary cost-sharing provisions for such services is equal to those
for care for all other physical diseases and disorders.

These plan changes would also likely result in increased premium rates in the absence of
compensating changes to plan design or plan operations.

We estimate that, under our Baseline Scenario, adding full parity to behavioral healthcare
benefits will increase costs, on average, by 0.6% for plans affected by the legislation. We
estimate that an average health plan in the United States will have 2008 monthly
premiums of about $450 for an employee with single coverage and about $1,200 for an
employee with family coverage. The increases in monthly premiums due to parity are
estimated to be $2.80 for single coverage and $7.40 for family coverage.

The increase for any specific insurance plan would vary, depending on the type of benefit
plan (PPO, HMO, etc.), the scope and design of behavioral and other benefits currently
covered, demographics of covered members, and the level of managed care applied to the
behavioral health benefits. While the cost increase for a specific plan or employer under
certain circumstances could be 1% to 2% or more (such as a plan without managed care
that currently has very little coverage for behavioral healthcare services), we believe such
plans cover a small portion of the people with group plans (probably less than 5%).

Following is a detailed discussion of our methodology, assumptions and findings.
A. Cost Estimation Approach and Baseline Results

To estimate the cost associated with HR 1424, we built actuarial models that reflect
current, typical healthcare coverage and then estimated the cost changes due to parity.
We assumed national average cost and utilization levels and note that both utilization and
cost can vary dramatically by location, and health insurance coverage varies greatly in the
scope of covered services and member cost-sharing.

We used two model benefit designs to represent typical insured plan benefits. One is a
PPO plan and the other an HMO plan, and the benefit designs are consistent with the
benefit plan descriptions in Milliman’s annual Group Health Insurance Survey.
Approximately 190 HMO plans and 210 PPO plans participated in the Survey in 2006.

We used these two model plans to represent the plan types and behavioral benefits that

are common today. They vary in benefit structure, limitations on choice of providers, and
level of managed care.
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For both model plans, we estimated current average per member per month (PMPM)
costs and average premiums charged by insurers. We also estimated the costs and
premium levels if the behavioral health benefits of these plans were increased to comply
with the modeled parity provisions.

We show percentage changes in premiums. The same percentage changes would also
apply to administrative expenses of health insurers or health plans, which reflects our
assumption that administrative expenses would change proportionately to the underlying
change in benefit costs. For benefit cost changes of the relatively small magnitude
presented in this report, we believe this proportionate assumption is reasonable.

In developing these estimates, we used the Milliman Health Cost Guidelines’, our
proprietary actuarial pricing guidelines. We also used certain trend, utilization and cost
data provided by health plans to the Milliman Group Health Insurance Survey for 2006°.
Appendix A provides more detailed information on our assumptions and approach.

Table 1 presents the estimated change in premium rates resulting from the expected
behavioral parity legislation for both model plans. These estimates assume no change in
benefits other than the behavioral health benefits, and they assume no change in the level
of utilization management within each plan. We refer to this as our “Baseline Scenario”.

We estimated the distribution of members for our model plans from information
contained in the Survey of Employer Health Benefits 2006, as published by the Henry J.
Kaiser Family Foundation and the Health Research and Educational Trust’. This
distribution is shown in Table 1 along with the resulting overall premium increase across
our model plans.

Table 1 — Estimated 2008 Change in Premium Rates for Model Plans
Baseline Scenario — No Change in Utilization Management

Model Plan Type Estimated Premium Change | Membership Distribution
HMO Plan 0.6% 25%
PPO Plan 0.6% 75%
Total 0.6% 100%

It is important to note that these premium estimates reflect the assumptions we have made
regarding average plan benefits. Based on the information available and our knowledge
of today’s health insurance marketplace, we believe these results represent a reasonable
estimate of overall average premium changes. However, actual plan provisions involve a
great deal more variation than exhibited by our model plans. If we could evaluate all
benefit plans actually applicable to U.S. residents, we would find a greater range of
premium changes than illustrated in Table 1. In particular, some plans have more limited
behavioral benefits than we have modeled, and the corresponding cost increases under
parity for these plans could be 1% to 2% or higher, while other plans will have very small
cost increases of under 0.2%.
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B. Role of Managed Care

Many HMOs and PPOs delegate management and administration of their behavioral
healthcare coverage to a specialty managed behavioral healthcare organization (MBHO),
often paying the MBHO a fixed, “capitated” premium. These business arrangements are
sometimes called “carve-outs.” MBHOs may apply utilization management techniques
and use provider payment arrangements to manage costs. Health plans that do not use
MBHOs may also apply these techniques “in-house.”

Under either the carve-out or in-house approach, we have observed managed behavioral
healthcare costs are often 25% to 50% lower than costs of non-managed benefit
packages. When legislative mandates require parity for mental health and substance-
related disorder services, increases in costs are significantly lower for managed care
plans.

Because of this dynamic, behavioral healthcare parity tends to encourage health insurers
to tighten utilization management controls, which is allowed by HR 1424. Typical
actions would include greater application of pre-authorization and concurrent review,
including stricter adherence to evidence-based clinical protocols. Employers may choose
to modify some of the benefit plans they offer to their employees, substituting plans with
greater degrees of managed care provisions. This could involve greater use of carve-out
MBHO vendors, or substituting HMO plans for PPO plans.

To illustrate the potential impact of such tightening of managed care, we developed a
scenario that reflects a greater application of utilization management (UM). This is our
“Increased UM Scenario”. Appendix A provides an explanation of the managed care
levels described.

The Baseline Scenario levels of managed care were chosen based on reported utilization
rates of behavioral healthcare services of health plans that participated in the national
Milliman Group Health Insurance Survey of 2006 and our knowledge of the managed
behavioral healthcare industry. Table 3 summarizes the estimated premium changes
under the Increased UM Scenario and compares them with those of the Baseline
Scenario.

Table 3 — Estimated 2008 Change in Premium Rates for Model Plans
Increased UM and Baseline Scenarios
Model Plan Estimated Premium Change
Type Baseline Scenario Increased UM Scenario
HMO Plan 0.6% <0.0%
PPO Plan 0.6% < 0.1%
Total 0.6% < 0.1%

Under the increased UM scenario, the cost of the additional parity benefits is offset by
savings from utilization management. Costs for the HMO Plan and PPO Plans would be
expected to barely change, despite the increase in benefits. This is consistent with our
experience, where introduction of managed care or increased intensity of managed care
related to behavioral healthcare services often produces significant reductions in costs.
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Some plans will react in the fashion described, while others may not make a change
(either because they are already managing their behavioral healthcare benefits or because
they would choose to not change after parity). Thus, the actual aggregate impact of the
parity legislation on premium rates would likely fall between the two high and low values
(<0.1% for the Increased UM Scenario and 0.6% for the Baseline Scenario).

When managed care is tightened for behavioral healthcare benefits, prescription drug use
for treatment of mental illness may increase as psychotherapy visits and facility-based
care fall. Some believe the cost of increased prescription drug utilization offsets some of
the savings due to increased managed care, although the widespread availability of
generic drugs could ameliorate this drug cost. We are not aware of studies of this
dynamic, and our cost estimates do not reflect any such increases in prescription drug
costs.

C. Impact on Employers

The increase in premium rates for specific employers will depend on the benefit plan(s)
and the level of coverage currently provided. Employers already providing full parity for
these benefits would incur no cost increase.

Employers could respond to a parity cost increase by changing benefit plans or by
increasing employee premium contributions, rather than absorbing the full increase. In
particular, they may choose to offer plans with greater levels of managed care or higher
insured cost-sharing. The Congressional Budget Office (CBO) addressed the issue of
potential employer responses to behavioral health parity in a 1996 report®. While CBO
estimates that approximately 60% of the gross increases would be offset by reductions in
benefits, the report also discusses the uncertainty inherent in such estimates, as follows:

“Projections of the relative magnitude of the possible responses are, inevitably,
speculative. The best studies of the effects of mandates on health insurance
coverage have large margins of error associated with their estimates. Some
empirical questions, such as the degree to which other components of health
benefits would be dropped in response to a mandate about a specific component
of coverage, have simply not been addressed by academic studies.”

The CBO continued to use this 60% offset assumption in their cost estimate of the Mental
Health Parity Act 0f 2007, S. 558.°
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IV. Impact on Access and Use of Behavioral Health Services

We expect access to and utilization of certain behavioral healthcare services to increase
with the proposed behavioral health parity because of two dynamics:

1. Calendar limits on the maximum number of covered inpatient hospital
days, outpatient professional visits and any other benefit limits for
behavioral health benefits cannot differ from those used for all physical
health benefits. While health plans currently include such limits on
behavioral healthcare benefits, members typically have access to unlimited
inpatient and outpatient physical healthcare.

2. Insured copayments and cost-sharing must be on par with physical health
benefits. Behavioral healthcare benefits often have higher levels of insured
cost-sharing, and higher out-of-pocket costs tend to discourage behavioral
healthcare use. = However, members may more frequently visit
psychotherapists if the per visit copay is $10 rather than $25.

In our model, we estimated the impact behavioral healthcare parity would have on
facility-based services (inpatient hospital, partial hospital and other outpatient hospital)
and on professional services (diagnosis, evaluation, therapies and medication
management). Facility-based utilization would increase by 9.7% and professional
utilization would increase by 30.0% under our Baseline Scenario. These increases reflect
both higher numbers of users of behavioral healthcare and greater numbers of services
used by some patients.

The expected utilization change would be much lower under the Increased UM Scenario.
Utilization management can significantly reduce utilization of behavioral healthcare
services — specifically those that may be deemed as not medically necessary. This
typically results in fewer and shorter inpatient hospital admissions, shifting some use to
outpatient settings, and shorter treatment duration for selected patients. In the Increased
UM scenario, we estimate that facility-based service utilization would decrease by about
21.3%. Professional service utilization would increase by about 3.1%.
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V. Impact on Member Out-of-Pocket Costs

As described above, behavioral healthcare parity is expected to reduce insured member
out-of-pocket costs as a result of lower cost-sharing. We modeled the impact of
behavioral health parity on these costs, using the benefit designs in Appendix B. We
project that insured out-of-pocket costs will decrease by 18%, or about $0.20 per member
per month under the Baseline Scenario. This is the net result of increase in member costs
due to additional service use and decreases in out-of-pocket costs per unit due to higher
coverage levels. For every 100,000 fully insured lives, insured out-of-pocket costs are
estimated to drop by about $245,000 per year under this scenario. These figures are for
behavioral health care only, but are spread across the entire covered membership, not just
the users of behavioral health benefits.

Our model PPO plan has an integrated out-of-pocket limit for all services (including
behavioral). If cost sharing shrinks for behavioral care, the contributions of this cost
sharing toward out of-pocket limits decreases. On average, across a population of
covered lives, this dynamic produces a very small increase in cost sharing for non-
behavioral services.
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VI. Impact on Health Plan Administrative Costs, Risk Margins and Profits

Health plans’ administrative expenses consist of true administrative cost, risk margins
and profits, and we assumed these would change proportionately to the change in benefit
costs. This reflects the expected impact on claims processing, utilization management
and other administrative functions, and risk margins. While a detailed examination of
administrative expense may show particular additional changes due to parity, the
relatively small magnitude of the changes relative to total plan expenditures make the
proportionate assumption reasonable. We note that this assumption should be revisited
when considering organizations such as managed behavioral health carve-out companies,
because their business is concentrated in areas affected by parity.

We have assumed that the covered services net of cost sharing represent 85% of the total
Health Plan premiums. Therefore, the remaining 15% of premium is for administrative
costs, risk margins and profits. We note that some programs may have smaller or larger
costs for these elements. In particular, self-funded programs often have different cost
structures, and the application of our figures to those programs may require adjustments.

We project that administrative costs, risk margins and profits will increase by 0.6% under
the Baseline Scenario and by less than 0.1% under the Increased UM Scenario. On a per
member per month (PMPM) basis, these increases account for $0.36 or less. By contrast,
15% of total premium for our 2006 Survey data trended to 2008 is about $59 PMPM, and
the expected annual trend forecast is about 12%.
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VII. Medical Cost Offsets

Many behavioral health advocates promote the concept that effective behavioral
healthcare can reduce medical costs, but this “cost offset” has been a controversial
subject. There is strong evidence that behavioral problems and medical problems are
associated with one another. '* '' '* Some of these associations have been recognized by
recommended medical practices; for example, screening for post-partum depression,
depression following heart attack, or alcoholism screening.'*'* In addition, the behavioral
component of wellness and disease management programs is well-recognized. For
example, behavioral components are recognized as important elements of smoking
cessation and obesity programs.'> '° Advocates believe the impact of effective behavioral
healthcare extends beyond these examples. Some health insurers are developing
integrated approaches to covering medical and behavioral illnesses.

Because specialty behavioral healthcare is generally a small component of total medical
spending, even a small percent reduction in medical costs through parity benefits could
amount to a significant cost offset relative to the increased cost of parity benefits.
However, we did not include any such offsets in this work.
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VIII. Preemption of State Laws

HR 1424 does not appear to preempt any State law that provides greater consumer
protections, benefits, methods of access to benefits, rights or remedies than would occur
under HR 1424. Therefore, any State laws that include broader requirements for access or
coverage of mental health or substance-related disorder benefits, such as additional
mental conditions or diagnoses or applicability to groups of 50 or less employees, are not
preempted by this legislation.
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IX. Evidence Based Practices and Medical Management

Evidence Based Practices

The evidence base for diagnosis and treatment of mental and substance-related disorders
is well established and on par with the medical evidence for diagnosis and treatment of
medical and surgical conditions. Mental and substance-related clinical practice
guidelines are broadly accepted in the medical community including the American
Psychiatric Association’s evidence based practice guidelines'’, those of American
Academy of Child and Adolescent Psychiatry'® and those of the American Society of
Addiction Medicine Patient Placement Criteria'’

Along with the expansion in the documentation of the science base of treatments for
mental and substance-related disorders, two recent seminal reports strengthen the
message that mental health is fundamental to health and that mental disorders are real
health conditions that are equally as important as general health conditions. The 1999
Surgeon General’s Report on Mental Health *° provides a review of the research
supporting the fact that evidence based mental health treatments are well established.
According to the Report,

o “The efficacy of mental health treatments is well documented, and
o A range of treatments exists for most mental disorders”

The 2006 Institute of Medicine (IOM) report Improving the Quality of Health Care for
Mental and Substance-Use Conditions *'takes the discussion a step further to examine
how well evidence based mental health treatments are being delivered. The report also
examines how the framework and strategies to improve the quality of health care
delivery, proposed in the IOM 2001 report Crossing the Quality Chasm: A New Health
System for the 21*' Century **, should be applied to mental health care. The IOM 2006
report highlights the lack of adherence to established clinical practice guidelines for many
mental health conditions and the importance of attending to the quality problems using
the recommendations in the IOM 2001 report.

Medical Management of Mental and Substance-Related Conditions

Medical management practices by payers can apply to medical as well as mental health
and substance-related utilization. As a matter of cost and quality control, payers often use
a process known as medical necessity determinations to identify particular patients who
do not meet indications for needing a particular service”. Medical necessity
determinations are intended to prevent inappropriate utilization of services which can
increase utilization and cost without improving quality.** Narrowly speaking, medical
necessity determinations do not affect the benefit design but influence utilization of
covered benefits for individuals. To oversimplify, although an MRI may be a covered
service, an insurer will not pay for the MRI unless it is reasonably needed for the
patient’s diagnosis or treatment. This distinction between covered benefits and
administration of benefits also applies to behavioral health.
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Payers making medical necessity determinations should rely on evidence based
guidelines™ or treatment protocols and indicate such in contracts with providers. HR
1424 does not appear to interfere with the ability of payers to make medical necessity
coverage determinations and we expect that some payers will increase their application of
this process in response to parity. As we note above, this application of managed care
could actually reduce costs under parity for some payers to below the pre-parity level.
Payers are in a position to assist in the measurement of effective evidence based practice
in mental health, a deficiency identified in the IOM 2006 report. Payers are also
positioned to incentivize providers to provide quality mental health care delivery. Under
parity, delivering evidence based mental health care and measuring the quality of mental
health care delivery would no longer be restricted by benefit limits.
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X. National Mental Health and Substance-Related Disorder Spending Trends™

National expenditures for the treatment of mental health and substance related disorders
(MHSRD) disorders increased to $121 billion in 2003, up from $70 billion in 1993 -- an
average annual growth rate of 5.6%. This was lower than the 6.5% average annual
growth rate during this period for all health services. The projected MHSRD
expenditures for 2006 were $145 billion. Future growth in MHSRD expenditures are
expected to continue to lag the growth in all health services, due in part to the lesser
impact of cost-increasing technology on MHSRD service delivery.

Mental health expenditures make up the majority of the MHSRD expenditures. In 1993,
they accounted for 78.6% of MHSRD spending at $55 billion, and grew to 82.9% of 2003
MHSRD spending at $100 billion. The 2006 projection is at 83.8% or $122 billion. The
rapid rise in prescription drug spending for mental disorders contributes substantially to
this trend.

Prescription drug costs within mental health service delivery have risen rapidly from just
7% of total mental health spending in 1986 to 23% in 2003, and are projected to hit 30%
of all mental health spending by 2014. Meanwhile, total hospital costs (including
inpatient acute services and outpatient services such as day treatment) dropped from 41%
in 1986 to 28% of total mental health spending in 2003. Physician services increased
from 11% in 1986 to 14% in 2003.

The distribution of expenditures by public-private payer differs significantly between
mental health and substance-related disorder services. Private payers (includes private
insurance, out-of-pocket, and other private sources) accounted for 46% of mental health
expenditures in 1986, reduced to 42% by 2003, and is currently expected to remain at that
level for many years. Private insurance accounts for 24% of all mental health
expenditures. Public payers (includes Medicare, Medicaid, other federal, and other state
and local payers) accounted for 54% in 1986 and 58% in 2003. The addition of the
Medicare Part D benefits increased the Medicare component from 7% in 2003 to an
estimated 11% in 2006, while the Medicaid component dropped from 26% in 2003 to
24% in 2006.

Private payers accounted for 50% of all substance-related disorder expenditures in 1986
but dropped to 23% by 2003, while the public payers accounted for 50% in 1986 and
77% in 2003. Private insurance accounts for just 9% of substance-related disorder
expenditures. Other state and local payers are the largest payer group of substance-related
disorder benefits at 46% in 2003. Current projections show the public portion of
substance-related disorder expenditures continuing to grow under current conditions, up
to 83% by 2014.

The largest category of expenditures for substance-related disorder treatment are
specialty substance-related disorder clinics, increasing from 19% in 1986 to 41% in 2003,
while total hospital costs dropped from 48% of total substance-related disorder
expenditures to 24% in 2003. Those levels are projected to remain fairly flat in the future.
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Appendix A

Assumptions

This section describes key assumptions and sources for our estimates. We also present
cautions about how the estimates should be interpreted and used.

We estimated costs for the currently insured commercial population in the United States.
This does not include individuals covered by Medicaid or Medicare. We used standard
Milliman demographic assumptions, intended to represent the age and gender mix of a
typical commercially-insured employee group with the demographics of the U.S. labor
force population.

We estimated per capita costs for two different typical benefit plans in the United States
commercial marketplace today — a PPO plan and an HMO plan. We applied the benefit
plan specification details described in Milliman’s 2006 Group Health Insurance Survey,
to set pre-parity benefit specifications. These details are summarized in Appendix B. We
also used an expected annual trend estimate from the Survey to project costs to 2008. We
note that trend for behavioral health benefits has been lower than for medical benefits as
a whole, and this means our trend assumption may cause our estimates for 2008 to be
overstated somewhat.

We used a 25%/75% distribution between the HMO and PPO plan designs, based on
information contained in the Survey of Employer Health Benefits 2006, published by
the Henry J. Kaiser Family Foundation and the Health Research and Educational Trust.

We applied cost estimates using Milliman’s 2006 Health Cost Guidelines (HCGs). The
HCGs are Milliman’s actuarial guidelines that show how the components of per capita
medical claim costs vary with benefit design, demography, location, provider
reimbursement arrangements, degree of managed care delivery, and other factors. In most
instances, these cost assumptions are based on our evaluation of several data sources, and
are not specifically attributable to a single data source. The HCGs are used by scores of
client insurance companies and health plans for premium rate setting, evaluating health
insurance products, and for financial management.

We used adjustment factors from the HCGs to modify our utilization and unit cost
assumptions for the modeled plans and included a typical allowance for administrative
costs, risk margins and profits. We incorporated estimates of the effect of managed care
delivery within each plan. We also applied our knowledge of the managed behavioral
healthcare delivery systems.

If HR 1424 were enacted, health insurers will likely choose to tighten utilization
management controls within their existing benefit plans, which is allowed under the
legislation. They would typically increase use of pre-authorization and concurrent review
requirements for mental health and substance-related disorder benefits, as well as require
stricter adherence to clinical criteria. In addition, employers may choose to modify some
of the benefit plans they offer to their employees, substituting plans with greater degrees
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of managed care provisions (for example, more restrictive networks) in place of plans
with lesser degrees of managed care provisions. This could involve greater use of carve-
out MBHO vendors, or substituting HMO plans for PPO plans.

Discounted fees are common in HMO and PPO plans for in-network healthcare
providers. We have assumed that the health plans could negotiate a discount of 25% for
all in-network professional behavioral services, 40% for all in-network facility services
for alcoholism and substance-related disorders, and 60% for all in-network facility
services for mental health disorders. These discounts are consistent with what we have
observed in managed behavioral healthcare contracts recently. We assumed that no
discount would be obtained for any out-of-network services provided in the PPO plans.

In our premium rate estimates, we considered the following items and benefit features as
appropriate:

e The maximum number of inpatient days and outpatient visits for treatment for
mental illness and substance-related disorders

e Deductible, copay, coinsurance, and out-of-pocket maximum adjustments
appropriate to various benefits

e Increases in utilization by service category due to benefit richness and induced
demand

Table 3 summarizes the estimated change in premium rates due to the behavioral health
parity provisions of the expected legislation under the Baseline Scenario and the
Increased UM Scenario. The premium values are on a per member per month basis,
meaning an overall average across all adults and children. Note that the premium
amounts for both individual and family coverage would be higher than these member
values.

Table 3 — Estimated Change in 2008 Premium Rates for Model Plans After Parity

Average Monthly
Premium per Member Increase in Premium
for Behavioral
Model Plan Healthcare Services
Type % of
Before After Amount Behavioral | % of Total
Parity Parity Health Premium
Baseline Scenario
HMO Plan $7.25 $9.60 $2.36 32.5% 0.6%
PPO Plan $8.15 $10.56 $2.41 29.6% 0.6%
TOTAL $7.92 $10.32 $2.40 30.2% 0.6%
Increased UM Scenario
HMO Plan $7.25 $7.25 $0.00 0.0% 0.0%
PPO Plan $8.15 $8.19 $0.04 0.5% <0.1%
TOTAL $7.92 $7.95 $0.03 0.4% <0.1%
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Appendix B
Summary of Modeled Benefit Plan Provisions
Pre-Parity Benefit Designs
Plan #1: HMO Plan
Benefit Description Medical/Surgical Behavioral
Deductible None None
Out-of-Pocket Limit None None

Coverage

100% Inpatient after $0 copay,
100% Outpatient after $10 copay

100% Inpatient after $0 copay,
100% Outpatient after $25 copay

Limits 30 IP days/CY,
No other limits 20 OP visits/CY
Plan #2: PPO Plan
Benefit Description Medical/Surgical Behavioral
In-Network Out-of-Network In-Network Out-of-Network
Benefits Benefits Benefits Benefits
Deductible $250 $500 $250 $500
Out-of-Pocket Limit $1,000 $2,000 $1,000 $2,000
Coverage 90% Inpatient 70% Inpatient 90% Inpatient 70% Inpatient
100% Outpatient 70% Outpatient 100% Outpatient 70% Outpatient
after $10 copay after $25 copay
Limits No other limits No other limits 30 IP days/CY, 30 IP days/CY,
20 OP visits/CY 20 OP visits/CY
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About Milliman

Milliman serves business, financial, government, and healthcare organizations with
expertise in managing and analyzing financial and other risk. Milliman employs more
than 900 qualified consultants and actuaries. The Milliman Care Guidelines are the
leading evidence-based clinical guidelines used by managed care organizations. The
company is owned only by its principals, not by an insurer, outsourcing company, bank
or accounting firm. Milliman does not sell insurance or benefits programs or broker
deals. The firm has helped thousands of managed care organizations, insurance
companies, payers, and healthcare providers measure their financial status, appraise
business opportunities, develop new products, and determine premium rates.

" American Association for Child and Adolescent Psychiatry, American Counseling Association, American
Society of Addiction Medicine, Bradford Health Services, Caron Treatment Centers, Hazelden Foundation,
NAADAC — The Association for Addiction Professionals, National Association of Addiction Treatment
Providers, National Board for Certified Counselors, and National Council for Community Behavioral
Healthcare.

* Congressional Budget Office Cost Estimate, S.558 Mental Health Parity Act of 2007, March 20, 2007

® We used the plan designs in Milliman’s annual Group Health Insurance Survey. See www.Milliman.com
* The Survey of Employer Health Benefits 2006 includes detailed trend information on health insurance
enrollment, premiums and contributions between 1988 and 2006. See www.kff.org/insurance/7527/.

> The Milliman, Inc. Health Cost Guidelines provide a flexible but consistent basis for the determination of
claim costs and premium rates for a wide variety of health benefit plans. The Guidelines are developed as a
result of Milliman’s continuing research on health care costs. First developed in 1954, the Guidelines have
been updated and expanded annually. These Guidelines are continually monitored; Milliman consultants
and many insurers use the Guidelines for a variety of actuarial and financial management purposes.

% The 15th annual Milliman, Inc. survey of the nation’s HMOs and fully-insured PPOs. Over one-third of
all companies responded to the 2006 survey. Data collected includes manual premium rates, employee
tiered rates, renewal rate changes anticipated, medical trend rates, inpatient utilization data, cost per
utilization data, physician reimbursement rates as a percent of Medicare RBRVS, and medical expense
ratios. Data reported in the survey includes straight average results, 25" percentile results, and 75"
percentile results from all contributing companies.

’ The Survey of Employer Health Benefits 2006. Op cit.

¥ Congressional Budget Office Cost Estimate, Estimates of the Impact on Employers of the Mental Health
Parity Amendment in HR3103; May 13, 1996

® CBO Cost Estimate, S558, op cit.

' World Health Organization press release; October 8, 2004; Dr. Matt Muijen, Acting Regional Adviser for
Mental Health

" David Whitehouse, MD, Improving Total Health & Well-Being: An Innovative Approach That Integrates
Behavioral Health Across the Health Care Continuum, Open Minds, September 2006

"2 Patrick R. Finley, et al “Impact of a Collaborative Care Model on Depression in a Primary Care Setting:
A Randomized Controlled Trial, Pharmacotherapy 23(9):1175-1185, 2003.

"> Agency for Healthcare Research and Quality, Research Activities, November 2006, No. 315,
“Depression among heart attack survivors can persist for a year after leaving the hospital”

!4 United States Preventive Services Task Force, Guide to Clinical Preventive Services.
http://www.ahrqg.gov/clinic/cps3dix.htm.

' Fiore MD, Bailey WC, Cohen SJ et al. Treating tobacco use and dependence. Clinical Practice
Guidelines. Rockville, MD. US Department of Health and Human Services. Public Health Service. June
2000.

'® Centers for Medicare and Medicaid Services, Decision Memo for Bariatric Surgery for the Treatment of
Morbid Obesity (CAG-00250R), February 21, 2006. Available at
http://www.cms.hhs.gov/mcd/overview.asp

' APA Practice Guidelines available at http:/www.psych.org/psych_pract/treatg/pg/prac_guide.cfim
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1% AACAP Practice Guidelines.

http://www.aacap.org/page.ww?section=Practice+Parameters&name =Practice+Parameters

' http://www.asam.org/PatientPlacementCriteria.html
9 U. S Department of Health and Human Services. Mental Health: A Report of the Surgeon General —

Executive Summary. Rockville, MD: U.S. Department of Health and Human Services, substance Abuse
and Mental Health Services Administration, Center for Mental Health Services, National Institutes of
Health, National Institute of Mental Health, 1999.

*! Institute of Medicine, Committee on Crossing the Quality Chasm: Adaptation to Mental Health and
Addictive Disorders. Improving the quality of health care for mental and substance-use conditions. 2006.
The National Academies Press. Washington, D.C.

*? Institute of Medicine Committee on Quality of Health Care in America, Crossing the quality chasm: A
new health system for the 21* century. 2001. The National Academies Press. Washington, D.C.

* For example, see Regence Blue Shield,
www.or.regence.com/provider/clinicalCorner/docs/behavioralHealthPracticeGuideline.pdf

** Dartmouth Atlas, http://www.dartmouthatlas.org/

2 Sackett, DL, Rosenberg WM, Gray JA et al. Evidence based medicine: what it is and what it is not. BMJ.
1996;312:71-72.

%% Levit KR et al. Projections of National Expenditures for Mental Health Services and Substance Abuse
Treatment, 2004-2014. SAMHSA Publication. Rockville, MD, 2006

*" The Survey of Employer Health Benefits 2006, op cit.
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key findings

Families of children with mental
health care needs who live in states
with mental health parity laws have
lower out-of-pocket spending and are
more likely to view their spending

as reasonable compared with those
living in non parity states. This sug-
gests that mental health parity laws
provide important financial benefits to
families of children with mental health
care needs.
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findings brief
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Financial Relief: The Effect of State Mental Health
Parity Laws on Families of Children with Mental

Health Care Needs

Historically, if health insurers have offered
mental health benefits, it has often been at

a lower level than benefits for other health
care. 'To help overcome this disparity in
coverage, Congress passed the Mental Health
Parity Act (PL. 104-204) in 1996. This law
barred health insurers from imposing annual
or lifetime dollar caps on coverage for
mental health care, but did not address other
differences in coverage.! Due to its limited
scope, this policy was viewed largely as a
symbolic change. Federal efforts to expand
it have stalled over the intervening decade.
Inaction at the federal level spurred 37 states
to pass their own parity laws. These state
initiatives range from mimicking the federal
law to broad reform efforts mandating
comprehensive mental health parity.

In 2006, HCFO funded Susan Busch, Ph.D.,
and Colleen Barry, Ph.D., at Yale University
to examine the impact of state mental health
patity laws on children and their families.
While a number of prior studies investigated
the effects of state mental health parity

laws, previous studies focused on the adult
population. Children with mental health
care needs, Busch argues, have significantly
different needs and characteristics than their
adult counterparts. Over 18 months, Busch
and Barry studied the impact of state parity
laws on out-of-pocket spending of families
with children needing mental health care.
The research team considered a sample of
children needing mental health care and
compared out-of-pocket spending and other
measures of financial burden for families in
patity and non-parity states.

Results indicate that state mental health
patity laws lowered the risk that families with
children needing mental health care would
incur large out-of-pocket costs. Those living
in parity states were less likely to have out-
of-pocket spending greater than $1,000.
These results highlight the value of parity
laws as a tool for protecting against the

risk of particularly high out-of-pocket costs
for families with children needing mental
health care.
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Description of the Project

Data

The researchers used data from the

State and Local Area Integrated Survey’s
National Survey of Children with Special
Health Care Needs, a large nationally
representative sample of children whose
parents report that they had more health
care needs or disability than other children,
and that the their condition is expected
to last for at least 12 months. The sample
was limited to children with only private
insurance coverage, since Medicaid
programs are not affected by parity laws.
Due to data limitations, the authors were
unable to identify families in self-insured
plans, which are exempt from state parity
laws under the Employee Retirement
Income Security Act (ERISA).?

Data on state parity laws were obtained
from the National Alliance for the Mentally
Il website and validated through other
sources.” The researchers used moderately
strict critetia to define parity states. For
example, they do not include those states
with parity laws that only applied to state
employees or states with laws that mirror
the federal law as parity states in this study.
Twenty-three states had mental health
parity laws that fit the authors’ criteria

and corresponded to the time period
covered in their data. The authors used
instrumental variable estimation controlling
for detailed information on a child’s health
and functional impairment. They compared
those in parity and non-parity states and
those needing mental health care with other
special needs children.

Variables

Busch and Barry measured financial
protection in four ways (all self-reported by
families):

1) Whether total out-of-pocket medical
spending exceeded $1,000 (yes or no);

2) Whether the child’s health care caused
financial problems (yes or no);

3) Whether a family required additional
income to cover the child’s medical
expenses (yes or no); and

4) Whether a family considered out-of-
pocket spending for care reasonable
(never/sometimes ot usually/always).

Utilization was measutred based on whether
the families reported that the child received
all necessary mental health care. While this
provides some measure of utilization, it is
limited in that it provides no information
on the relative need for care, the level of
utilization, or whether care was provided in
the primary care setting or in the specialty
mental health setting

Researchers controlled for child and family
characteristics untelated to state mental
health parity laws. These characteristics
included the child’s age, gender, race,
whether the interview was conducted in a
language other than English, whether the
mother had only a high school education
or less, and the number of adults in the
household. Disease severity and disease
characteristics were also controlled for.
Disease severity was based on responses to
several survey questions.*

Findings

Approximately half of the children with
special health care needs in the sample
lived in a state with a mental health parity
law, and more than 20 percent reported
needing mental health care.’ Fourteen
percent of families spent more than $1,000
annually out-of-pocket on their child’s care;
28 percent found out-of-pocket spending
on their child’s care “never or rarely
reasonable.” More than 17 percent of
families reported financial problems due to
their child’s health care, and more than 14
percent needed additional income to care
for their child. ¢

Busch and Barry found that families of
children needing mental health care had
greater financial burden than those with
children needing other types of special
health care. This burden was significantly
less for families living in states with a
mental health parity law compared with
families in non parity states.” Patity laws
reduced all four measures of financial
burden. For example, in parity states
about 30 percent of families with children
needing mental health care report that
out-of-pocket spending was never or rarely
reasonable. This number increased to

41 percent in non parity states. Minimal
differences in whether the child received
needed mental health care were observed
between parity states and non-parity states.

¢ Estimates show that the probability
that a family with a child needing mental
health care would have annual out-of-
pocket spending that exceeds $1,000
is 21 percent for families living in parity
states, as compared to 28 percent for
those in non-parity states.

* Parity reduces out-of-pocket spending:
Families with a child needing mental
health care are more likely to have out
of pocket expenses exceeding $1000 in
states without parity laws.

* Families in parity states are ten
percentage points less likely to report
that their child’s mental health care has
caused financial problems compared with
families in non-parity states (35 versus 25
percent).

* Parity reduces reports of financial
problems: Families in states without
parity laws (35 percent) are more likely
than those living in parity states (25
percent) to report that their child’s
illness has caused financial problems.

Policy Implications

Evidence from this study indicates parity

laws are beneficial to those in need of mental
health care. The reduction in the economic
burden of having a child with mental health
care needs is substantial. For example, the
authors estimate that parity laws can reduce
the share of families in this population spend-
ing greater than $1000 out-of-pocket on their
child’s care by 33 percent.

The authors did not find that these laws
affected mental health care utilization.

Yet, Busch cautions that the definition of
utilization in this study provides little detail,
and may not be an adequate representation
of actual service use.

This study’s finding that parity laws may ease
a family’s financial burden is important given
evidence of the substantial economic toll of
having a mentally ill child. In other work,
Busch and Barry have found that families
with children with mental health care needs
are more likely to cut work hours, to quit
work, and to spend more time arranging
their child’s care, compared to families with
a child with other special health care needs.?
Developing policies to address the economic
burden on such families should be a priority
for policymakers.
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Public Law 104-204. “Mental Health Parity Act.”
September 29, 1996. Also see: http://frwebgate.
access.gpo.gov/cgi-bin/getdoc.cgi?dbname=104_
cong_public_laws&docid=f:publ204.104.pdf.
Busch and Barry explore the effect of ERISA
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Barry, C. L., and S. H. Busch. “Do State Parity
Laws Reduce the Financial Buren on Families of
Children with Mental Health Care Needs?” HSR,
Vol. 42, No. 3, Part I, June 2007.
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