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FOREWORD

On April 12, 1999, the Program Review and Investigations Committee directed its staff to
prepare areport on the feashility of reestablishing some form of a sdf-insured hedth plan for employees
and retirees of the Commonwedth. Staff was indructed to investigate the reasons for the financia
demise of Kentucky Kare, the state€'s previous sdlf-insured plan, and to discuss the conditions under
which anew sdf-insured plan might operate more successfully.

The Progran Review and Invedigations Committee adopted the doaff report and
recommendations on August 12, 1999.

This report is the result of dedicated time and effort by Program Review saff, Ginny Wilson,
Ph.D., Committee Staff Administrator, Dan Jacovitch and Doug Huddleston, and secretary Susan
Spoonamore. LRC intern Cory Birdwhigtel, and Tom Hewlett and Alice Hobson, of the Program
Review gaff, provided vauable assstance with the survey of other Sates.

Robert Sherman
Director

Frankfort, Kentucky
Augugt 31, 1999
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On August 12, 1999, the Committee approved a sudy of the hedth insurance market for
employees and retirees of Kentucky state government. The Committee had requested that staff review
the reasons for the demise of Kentucky Kare and to condder whether it is feasble for the
Commonwedlth to establish a new sdlf-insured plan to replace Kentucky Kare.

The mgjor concluson of the study is that Kentucky Kare failed primarily because it atracted a
disproportionate share of older enrollees who utilized more, and more expensive, medica services than
did enrollees in the regiond managed care plans with which it competed. A lack of accurate data about
enrollment, premiums, and claims serioudy hampered the ability of managers to adequately respond to

this Stuation.



The difficulties of Kentucky Kare were found to be smilar to those experienced in the Blue

Cross & Blue Shidd Key Care plan in 1987 and 1988. That both fully-funded and sdf-insured State-
wide indemnity plans suffered essentialy the same fate indicates that, unless structurd problems are
corrected, anew self-insured state-wide indemnity plan would encounter the same financid problems as
Kentucky Kare.

The report adso concluded that the current absence of reliable and comparable data on claims

patterns among members of the state group seriousy hampers the ability to develop and assess mgor
policy changesin the Structure of the state group hedth insurance program. Therefore, the study offered
the following recommendations.

The Commonwedth should assart ownership of dl enrollment, premium, and clams data for
members of the state group.

The Commonwedth should quickly develop the capability to andyze the hedth insurance data on
the State group.

A policy-making board should be crested to develop recommendations considered equitable and
technicdly feasible regarding how the sate contribution should be sructured, the desgn and
implementation of an adequate risk-adjusment mechanism, and the creation of a new sdf-insured
plan.

The Generd Assembly should require regular reporting of data and analysis about the performance
of the hedlth insurance market for employees and retirees of state government.

Questions or requests for additiond information should be directed to Dr. Ginny Wilson, Committee

Staff Adminigtrator for the Program Review and Investigations Committee.
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I ntroduction

The Program Review and Investigations Committee voted at its meeting of April 12, 1999 to have saff prepare
areport on the feaghility of reestablishing some form of a sdf-insured hedlth plan for employees of the Commonwedth.
Staff was ingructed to investigeate the reasons for the financid demise of Kentucky Kare, the stat€'s previous sdf-
insured plan, and to discuss the conditions under which a new sdf-insured plan might operate more successfully. This
report presents staff’ s response to the Committee’ s request.

The Committee’'s strong interest in the matter is understandable. The Generd Assembly appropriated more
than $350 million to defray the cost of hedth insurance for nearly 132,000 employees and retirees of the
Commonwesdlth in the current fisca year (Table 1). The withdrawa of Kentucky Kare as a plan option generated strong
statements of opposition from groups of education employees, state employees, and covered retirees. The purpose of
this report is to provide an overview of issues pertinent to a decison by state policymakers to again sdf-insure some, or
al, of the hedlth insurance plans offered to those employees and retirees.

Source: Agency Reports

TABLE 1
KENTUCKY EXPENDITURES ON HEALTH INSURANCE
FOR THE STATE GROUP
(All Dollars in Millions)
Active Employees Retired Employees

Fiscal State Boards of State Boards of
Years . _Agencies Education = Sub Total Agencies Education | Sub Total|Grand Total
1992 $70 $115 $185 $12 $10 $22 $207
1993 $78 $136 $214 $14 $11 $25 $239
1994 $77 $133 $210 $17 $11 $28 $238
1995 $78 $170 $248 $21 $11 $32 $280
1996 $83 $170 $253 $20 $12 $32 $285
1997 $89 $191 $280 $24 $12 $36 $316
1998 $94 $207 $301 $27 $13 $40 $341
1999 $101 $214 $315 $29 $13 $42 $357

The report is presented in three sections. The first section gives an overview of the recent history of date
employee hedth insurance in Kentucky, with particular attention devoted to the demise of Kentucky Kare. The second
section contains information on the methods other sates use to provide employee hedth insurance. Drawing on the first
two sections, the final section offers conclusions and recommendations.

Note that the Committee did not request, nor does this report address, the details of the final financia resolution
of Kentucky Kare, or the Hedth Purchasing Alliance with which it is inextricably bound. Staff had neither the time,
access, nor expertise to play a Sgnificant role in these matters, which are currently in the hands of the litigators, auditors,
and regulators who are atempting to bring them to resolution.



Also, at the time of this writing the Personnel Cabinet isin the fina stages of evauating responses to its request
for proposds of insurance offerings for the state group in the upcoming plan year. This gaff has not been involved in
that process, S0 this report contains no information about the specifics of that effort.

Description of Health Insurance Plans

It may be helpful to the reader to have a brief explanation of various types of hedth insurance plans discussed in
the report. The two basic digtinctions involve responsibility for the financia risks associated with the plan and how much
freedom the policyholder is given in choosing particular medical services.

The key difference between a fully-funded plan and a sdf-insured plan revolves around the matter of who
absorbs the risk that medical cdlams incurred by the employee group will exceed the total premiums paid for the group.
Inafully-funded plan, aprivate insurance carrier agrees to provide a specified set of benefits for an employee group at
a negotiated monthly premium amount per contract. |If the tota medica claims of the group exceed the totd premiums
paid, the insurance carrier sufferstheloss. Conversdly, if the premiums exceed the claims, the carrier keeps the excess.
Thus, in afully-funded plan, al the financid risk is born by the insurance carrier.

A dtate government, or other employer, that chooses a self-insured plan assumes dl financid risks associated
with the medical claims of the covered group. If daims exceed anticipated amounts, the employer must dlocate the
additiona funds to pay those clams. If clams are less than anticipated, then the employer gets to keep the extra funds.
However, both fully-funded and sdf-insured plans usualy purchase reinsurance to limit the total amount that can be logt.

Another important difference to note is between a traditiond indemnity plan and a managed care plan. An
indemnity plan normdly imposes an initid deductible amount, say $300, that a policyholder must incur before the
policy beginsto cover clams. After the deductible is met, the policy pays a specified share (for example, 80 percent) of
alowable charges for medicd services. The remaining share (say, 20 percent) is pad by the policyholder and is cdled
co-insurance. After some maximum out-of-pocket expense is incurred by the policyholder (for example, $1,500) the
policy pays 100 percent of dlowable claims up to a specified maximum (for example, $1 million). The policyholder has
complete freedom to choose dl hedlth care providers and has unconstrained access to al covered medica services not
deemed highly unressonable by the utilization manager.

Various managed care plans impose differing levels of redrictions on a policyholder’s freedom of choice in
location and amount of medica services, in return for lower out-of-pocket costs and, usualy, lower premiums for the
same coverage. In apreferred provider organization (PPO), policyholder choices are redtricted to a specified list of
providers. They pay a smdler amount for care ddivered by providers on the redtricted list. Care received from
providers not on the list comes at a higher cost. Otherwise, these plans are smilar to indemnity plans.

In ahealth maintenance or ganization (HM O), policyholders must sdlect a primary care physician. Charges
for medicd services are only covered if the primary care physician has authorized them, as in the case of a generd
practitioner referring a patient to a dermatologist.  Normaly, the primary care physician operates under financid
incentives to reduce the policyholder's use of medica services judged to be excessive (for example, a vist to an
expensive specidist for a problem that can be adequately managed by a generd practitioner). Per-vist co-pays are
impaosed rather than the deductibles and co-insurance imposed by indemnity plans.



Fndly, aPoint-of-Service plan (POS) isacombination of an HMO and an indemnity plan. If the policyholder
uses the HMO network and follows its rules, then the HMO coverage applies. However, the policyholder is given the
choice of seeking medical services outside the HMO rules, but must pay deductibles, co-insurance, and maximum out-
of-pocket expenses for the out-of-network services received, in amanner Smilar to an indemnity plan.

Explanation of Adverse Selection

The problems created by adverse sdection are a mgor focus of this report. An explanation of adverse
sdection and its effect on insurance carriers may darify the later discusson. Adverse sdection can occur anytime
policyholdersin a particular group may choose among two or more insurance carriers. Adverse sdection does occur if
one of the carriersis chosen by a disproportionate share of policyholders with higher than average clams.

The smple example shown below shows the dramatic effect adverse selection can have on the financid fortunes
of insurance carriers (Table 2). The example ligts 10 individuas with equa premiums of $100 per month and varying
average monthly clams. The digtribution of the dlaims follows that often found among insurance carriers.

20 percent of policyholders account for 80 percent of clams
25 percent of policyholders have clams that exceed premiums
90 percent of policyholders have some clams

10 percent of policyholders pay premiums but have no claims

In the Stuation with no adverse selection, Carrier A and Carrier B get a proportionate share of premiums and
cdams. Both have premiums that exceed dams and, if they are efficient, would be likely to cover adminigration costs
and make asmdl profit. Thisresultsin agructuraly stable market where carriers can compete on the basis of quaity of
care and efficiency.

Their respective financid fortunes change dramaticdly in the presence of adverse sdection, as shown in the
right-maost columns of the example table. By atracting a couple of policyholders whose premiums substantialy exceed
clams and repelling the smdl percentage of policyholders (only one in this example) with very expensive daims, Carrier
A can achieve sgnificant windfal profits, with premiums increasing to $600 and clams fdling to $169. Conversdy,
Carrier B's premium receipts fal to $400, while claims jump to $818.

Sgnificant adverse sdlection will result in an ungtable insurance market in which carriers have a strong incentive to atract
low-cost policyholders and repd high-cost policyholders, even if the total premiums paid by group membersis sufficient
to cover the clams of everyonein the group. A carrier facing sgnificant adverse sdlection will be forced to rase
premiums to cover the more expensive clams, which will drive away the hedthier individuas, who can find chesper
premiums with another carrier. This sets up aclassic death spird for the disadvantaged carrier which, unchecked, leads
to financid insolvency. Thus, adverse selection leads to an unstable insurance market in which carriers compete on the
basis of ther ahility to attract rdatively hedthy policyholders and repel relatively unheathy policyholders.



TABLE 2

HYPOTHETICAL EXAMPLE OF THE EFFECT OF ADVERSE SELECTION

Distribution of Claims
Individual Premiums ' Claims
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Total
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100
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10
12
25
$ 120
$ 350
$ 450
$ 982
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No Adverse Selection
Carrier A Carrier B
Premiums Claims | Premiums Claims

$ 100 $-
$ 100 $ 2
$ 100 $ 5
$ 100 $ 8
$ 100 $ 10
$ 100 $ 12
$ 100 $ 5
$ 100 $120
$ 100 $350
$ 100 $450
$ 500 $492 $ 500 $490

Adverse Selection
Carrier A Carrier B
|Premiums Claims Premiums Claims
$ 10 $-
$ 100 $ 2
$ 10 $ 5
$ 10 $ 8
$ 100 $ 10
$ 10 $ 12
$ 100 $ 25
$ 100 $125
$ 100 $350
$ 100 $450
$ 600 $169 $ 400 $818




Section 1. State-Employee Health Insurance in Kentucky

The Commonwedth first contributed funds for the hedlth insurance premiums of its employeesin 1972. From
that time until the mid 1980’ s, Blue Cross & Blue Shield was the only insurance carrier offered to the state group. After
experimenting with two HM O plansin 1981 and 1983, the Personnd Cabinet made more than a dozen additiond plans,
mosly HMO's, avallable to employeesin 1984. Stll, the indemnity plan offered by Blue Cross & Blue Shidd was the
dominant plan chosen. Of the 90,000 employees dligible for Sate-provided insurance in 1987, 64,000, or 71 percent,
were enrolled in the Blue Cross & Blue Shied Key Care indemnity plan.*

Cancdllation of the Key Care Plan

On September 14, 1987, Blue Cross & Blue Shidd notified state officias of its intention to cancel the Key Care
plan on October 15, 1987.? This date was the beginning of the second year of coverage that had been contracted for
the biennia period. The dated reason for the cancelation was consdently late premium payments by the
Commonwedth. However, the only significant delinquency specificdly identified by the carrier was a $4 miillion
payment by the Department of Education that was due June 1 but actudly paid July 1, because of a budget shortfal at
the end of the fiscd year.

Many date officids believed the redl reason Blue Cross & Blue Shield decided to canced the second year of its
contract was not because of the payment pattern of the Commonwedth, but because the carrier was losing a substantia
amount of money on the contract. According to an independent audit requested by the Commissioner of Insurance and
conducted by Arthur Young & Co., Blue Cross & Blue Shidd's estimated losses would have averaged approximeately
$1 million per month on the state contract from January 1985 to October 1988.

In the public documents reviewed, three explanations for the losses were given. Firdt is that they were, in part,
intentiond. The President of Blue Cross & Blue Shield testified that the corporation’s board had made a decision to
approve the 1987 — 1988 state contract for the Key Care plan at the negotiated premium, even though it expected
clamsto exceed premiums by $5 - $6 million ayear. The rationde given for this decision was that the corporation was
willing to make a $5 - $6 million “investment” in this plan because of the $84 - $96 million per year the corporation
redlized on the overd| state contract.

The Arthur Young & Co. report indicated that the Key Care plan paid $9.3 million more in dams than it
received in premiums in 1985, and $5.7 million more in 1986. This loss doubled to $11.7 million in 1987 and, a the
negotiated premium, was projected to increase to at least $14.4 millionin 1988.2 Thus, while Blue Cross & Blue Shidd
entered into the Key Care contract expecting some losses, actua losses turned out to be more than double what was
anticipated.

1 “Blue Cross cancels state workers' coverage,” Kentucky Post, September 15, 1987, p.1.

2 Information on the cancellation of the Key Care plan comes from reports, correspondence, newspaper articles, and committee minutes
that are contained in the September 24™ meeting folder of the Committee on Appropriations and Revenue.

® Rate Study for Blue Cross/Blue Shield Key Care Program, Arthur Young & Co., July 1987, Commissioned by the Kentucky
Department of Insurance.



Another reason given for the loss was that the wide variety of new, competing plans caused Key Careto lose a
sgnificant number of contracts in an unpredictable pattern.

(Blue Cross & Blue Shidd spokesman Tom) Ellis said the problems encountered by Blue Cross/Blue
Shidd had occurred in the last three years because of changes in the hedth care indugtry. State
employees were alowed to choose between the Blue Cross/Blue Shield plan selected by the state and
plans provided by different companies, including hedth maintenance organizations. It became very
difficult for Blue Crossto predict how many employees would use each plan, he said.*

This explanation is supported by Arthur Young & Co. According to its report, Key Care lost 12,000 contracts
during the 1986 open enroliment. The loss ratio on the contracts that |eft the plan was 21% better than on those that
remained.> Thus, policyholders who left the plan were, on average, hedthier than those who stayed.

A third reason offered was that the monthly premiums negotiated by the state were inadequate to fund the
stipulated benefits for the group covered.

In aletter Oct. 1, 1986, to Kentucky Supreme Court Chief Justice Robert F. Stephens, (Blue Cross
Presdent) Sutherland stated, “It has been evident for many months the state’ s benefit expenditures were
exceeding the monthly premiums.: Sutherland’ s letter said the state did not budget enough to pay for the
health-insurance contract in early 1986. And later the state asked for a contract that included high
benefits and low premiums, the letter stated.”It is not alack of our actuarid abilities or timely reporting
that is deficient,” Sutherland wrote. “A more meaningful understanding of this Stuation centers around
the unredligtic (bid request by the state) and a lack of commitment by the state to budget necessary
funds”®

Gil McCarty, then Commissioner of Insurance, concurred in that assessment, publicly stating that “The problem
is that state insurance premiums are too low for Blue Cross/Blue Shidd and many other insurers to make a profit....|
hope somebody has got alot of money in their pocketsif they are going to pick up this coverage at the same rate.””

Other than the smple fact that the state's long-time primary insurance carrier decided to cancel its contract,
there appeared to be two mgjor factors that caused the greatest concern for state policymakers. First was that losses
on the plan reached criss proportions with little advance warning for public officias. The cancellation notice came as a
surprise because gate officids had little or no knowledge that the clams of the Key Care group were running o far
ahead of premiums. Senator Michad Moloney, then Co-Chairman of the Appropriations and Revenue Committee,
acknowledged that state policymakers needed to have much better access to information on the medica costs of Sate
workers.

* Jordan, Jim, “Blue Cross blames changes in health care,” Lexington Herald- Leader, September 17, 1987, p. 1.

® A loss ratio is calculated by dividing total claims by total premiums. Thus, for total claims of $64 million and total premiums of $80
million, the loss ratio is $64 million/ $80 million, or 80%. A loss ration below 100% means that premiums are more than claims, a loss
ratio above 100% means that claims are more than premiums. Thus, the loss ratio is a standard measure of the financial health of an
insurance plan.

® Hershberg, Ben A. and Tom L oftus, “Blue Cross defends canceling state plan,” Louisville Courier-Journal, September 17, 1987, p. B-
1

" Jordan, Jim and Jack Brammer, “Blue Cross faced big loss on contract,” Lexington Herald-Leader, September 16, 1987, p. 1.



The second mgjor concern was that the cancellation of the policy a mere 30 days before the new contract year
was to start put a great dedl of pressure on state officias to quickly rebid and sdlect a new contract, a process that
normdly takes months, State officids were very concerned that 67,000 state employees and their families might have a
temporary lgpse in hedth insurance before dternate coverage could be arranged.  Some charged that the difficulty of
this task led Blue Cross & Blue Shield managers to believe that state officials would agree to their mid-contract request
for a 16 percent increase in the negotiated premium of $79.71 per single contract and $190.81 per family contract,
rather than alowing the cancellation to proceed.

In the end, dtate officids did not agree to the 16 percent increase. Blue Cross & Blue Shield agreed to extend
the Key Care plan for an additiona two weeks and the 1988 state contract was re-bid. New carriers were chosen to
provide coverage for state employees for the year, without algpse in coverage for any policyholders.

Kentucky Kare

Largely because of their experience with Key Care, state policymakers decided they were no longer willing to
be completely dependent on private carriers to provide insurance coverage to state employees. The 1988 Generd
Assembly amended KRS 18A.2281 to dlow the Department of Personne to establish a self-insured health insurance
plan for sate employees. The $5 million left in a reserve fund upon termination of the Key Care contract was
transferred to the Kentucky Kare Trust. No other direct gppropriations of state funds were made to the Trust.

The plan began operation in October of 1988 and offered a set of benefits smilar to the Key Care indemnity
plan. The origind third party adminigrator (TPA) of the plan was ICH Corporation, and Hedth Care Review
Corporation provided utilization management. Initid reserves were accumulated, since three months of premiums were
received before claims began to come due.

As part of extensve changes to hedth insurance laws adopted in HB 250, the 1994 General Assembly alowed
local governments to purchase employee coverage from Kentucky Kare. HB 250 aso established the “CommonHedlth
of Kentucky” program (more commonly known as the “buy-in" program), which alowed any Kentucky resident to
purchase hedlth insurance as part of the state employee group. Applications were to be accepted only between the time
the law became effective in July 1994 and the time that the Kentucky Hedlth Purchasing Alliance (the Alliance) was to
become operationd in July 1995. At that time, those in the buy-in group were to be transferred to the individua
segment of the Alliance group. Also, in 1995 ICH was replaced by Humana as the TPA.

The 1996 Genera Assembly mandated that Kentucky Kare offer only standard plans marketed through the
Alliance, and that the plans be made available to individua purchasers in the market who were not members of a public-
employee group. All premium and enrollment data was now collected by the TPA of the Alliance, origindly PlanSource
and later, United Chambers.

On January 31, 1997, Governor Patton signed an executive order creating the Kentucky Kare Hedlth Insurance
Authority to oversee the operations of Kentucky Kare and hire its executive director, and moved the Kentucky Kare
Hedlth Insurance Fund from the Personnel Cabinet to the Finance and Adminigtration Cabinet. HB 315, adopted by
the 1998 Generd Assembly, phased Kentucky Kare out of the private insurance market. Finaly, because of declining



enrollments and depletion of the reserve, the Authority voted in September 1998 to not submit a bid to provide a hedth
insurance plan to the state group in 1999, leaving Kentucky Kare in existence as a legd entity but ceasing dl hedth
insurance business, save for the payment of outstanding clams.

Table 3 and Figure A display the financid and enrollment higtory of Kentucky Kare from its first full year of
operation in 1990, through 19982 Plan enrollments peaked at 65,500 in 1992, declined dightly to 63,000 by 1994,
dropped sharply to 55,000 in 1995 and plunged to 33,000 in 1996. Although enrollments rebounded to 43,000 in
1997, they fel back to 33,000 again in 1998, when the decison was made to take al Kentucky Kare plans off the
market. Examination of total premiums versus totd clams indicates that premiums exceeded dams until 1995; in
subsequent years claims exceeded premiums by an increasing amount.

The difference between total revenues and tota expensesin any year, plus retained earnings a the beginning of
the year, equas the retained earnings at the end of the year. This is the reserve available to pay unexpectedly large
clams and those claims incurred but not yet reported (IBNR). Kentucky Kare's reserves at the end of the fisca year
grew steedily, from approximatdy $20 million in itsfirst full year of operation to near $90 million in 1994. Reserves &
the end of its last year of operation were estimated to be roughly $10 million. Because there is Sgnificant dispute asto
whether Kentucky Kare is owed money from dther the Alliance or its TPAS, due to Sgnificant underpayment of
premiums and ingppropriate payment of clams, and because there is dso sgnificant uncertainty about the find dollar
amount of IBNR dams, it is unknown at this time whether the find reserve will be sufficient to pay al outstanding
financid liabilities.

® Financial and enrollment data for plans offered through the Health Purchasing Alliance, including those of Kentucky Kare, is known
to be completely unreliable. Even though the reported data is drawn from official publications prepared by the Auditor of Public
Accounts (1990 — 1997) or Kentucky Kare (1998), figures for 1996 — 1998 may be significantly adjusted if a full reconciliation is ever
achieved. While the figures may not be accurate, they are reported here because they do present a reasonabl e picture of the demise of
Kentucky Kare.



Table3
Kentucky KareFinancial and Enrollment History

Financial History

$Millions
Category 1990 1991 1992 1993 1994 1995 1996 1997 1998
Operating Revenues
Premium Earned 92.52 111.01 136.64 155.33 151.97 139.53 115.55 107.10 109.75
Interest Earned 2.97 3.45 3.29 3.32 4.10 6.99 6.29 4.64 2.55
Miscellaneous Income 0.05 2.67
Total 95.49 114.46 139.92 158.66 156.08 146.52 121.89 111.75 114.97

Operating Expense
Interest Expense 0.07 0.18
Claims 78.87 94.37 118.64 124.87 142.52 145.14 129.02 132.63 145.00

Total 83.53 99.56 124.23 130.75 148.40 150.90 133.40 137.51 149.92
Operating Income 11.95 14.90 15.70 27.90 7.68 (4.38) (11.51) (25.76) (34.95)
Retained Earnings at Beginning of 9.18 21.14 36.03 51.73 79.63 87.31 82.93 71.41 45.65
Retained Earnings at End of Year 21.14 36.03 51.73 79.63 87.31 82.93 71.41 45.65 10.70
L oss Ratio 85% 85% 87% 80% 94% 104% 112% 124% 132%
Admin. As Percent of Expense 6% 5% 5% 5% 4% 4% 3% 4% 3%

Enrollment History

Category 1990 1991 1992 1993 1994 1995 1996 1997 1998

State Employees 16,914 17,608 17,964 16,905 15,391 12,257 5,645 5,372 4,461
Boards of Education 37,467 39,568 41,499 41,648 41,308 35,573 17,931 15,983 12,346
Local Health Departments 1,491 1,694 1,867 1,938 2,036 1,556 3,516 632 460
Retirees 3,794 3,784 3,777 3,945 4,045 3,933 3,245 8,530 8,735
COBRA 457 489 428 442 449 1,752 2,815

Buy-In 697 605
Universities 265 246
Other Public Sector 465 41
Commercia Small Group 4,275 3,283
Individuals 6,745 3,104

Total 60,123 63,143 65,535 64,878 63,229 55,071 33,152 42,964 33,281

Percent of Total

Boards of Education 62% 63% 63% 64% 65% 65% 54% 37% 37%
Active Employees 93% 93% 94% 93% 93% 90% 82% 51% 52%
Retirees 6% 6% 6% 6% 6% 7% 10% 20% 26%
Buy-in 0% 0% 0% 0% 0% 0% 0% 2% 2%
Perform Groups (Excluding Buy-in) 0% 0% 0% 0% 0% 0% 0% 27% 20%

1990 - 1997 from the Auditor of Public Accounts; 1998 from Kentucky Kare
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Factors Responsiblefor the Demise of Kentucky Kare

Many reasons have been offered for the demise of Kentucky Kare. Evauating those reasons is like conducting
an autopsy on a victim who has suffered multiple stab wounds. While it may be possible to digtinguish between injuries
that, taken sngly, might have been harmful but not fatd and those serious enough to have been fad, it is difficult to
specify exactly which particular wound was “respongible’ for the victim's death. When combined blood loss from al
wounds reached acriticd leve, the victim was log.

This section evauates various factors that may have contributed to the financia failure of Kentucky Kare as a
sf-insured plan for employees of the Commonwesdlth. Factors are categorized as elther less serious or more serious.
Less serious factors are those that may have been harmful but, in isolation, would not have been likely to cause the plan
to fal. More serious factors are those that, even in isolation, could have been damaging enough to result in financid
insolvency.

L ess Serious Factors

In the public discusson of thefinancial problems of Kentucky Kare, many factors have been raised. The ones
discussed in this section are not judged sufficient to have brought about the plan’s demise in the absence of the more
serious factors.  Included in this category are management performance, administrative costs, the requirement to offer
policies in the private market, sandard plans, and flexible spending accounts.

Management Performance. Officids of Kentucky Kare have come under intense criticism for not having been
more successful in managing its financia operations. Two particular aspects of management performance, inadequate
utilization review and inability to resolve problems with the TPA, alowed serious problems to develop. (These two
problems are discussed in the second category of factors) Staff does not offer an opinion on the overal qudity of the
management of Kentucky Kare. However, the conclusion is that it is unlikely that managers of any qudity could have
prevented the financid failure of Kentucky Kare under the conditionsin which it operated during the last 5 years.



Two areas in which the management of Kentucky Kare was dearly deficient were in the size of its gaff and in its
falure to adequately respond to problems that were identified. At its largest, the organization only had 10 employees.
For much of its history it operated with sgnificantly fewer than that number. Only after severd years of operation was
an internd staff person hired to monitor financia transactions. a bookkeeper was hired in 1996, and an accountant in
1997. It is unreasonable to expect that a staff this limited in scope could adequately oversee dl aspects of the TPA
contracts and evaluate plan data in order to recommend sound financid decisions for a health insurance operation with
over $100 million in annua transactions.

Even though it may be understandable that Kentucky Kare managers did not dways exercise adequate oversight
because of inadequate staffing, once serious problems were identified by outsde auditors, managers had the
respongbility of seeing that those problems were addressed. Appendix B presents a summary of serious concerns
rased by independent auditors in each year of Kentucky Kar€'s operation. From the beginning, auditors identified
wesknesses in the internd control structure for financia, enrollment, and claims data. 1t was found that, when control
procedures were designed into systems, processors sometimes purposaly overrode them. A reading of the annual
findings portrays a Situation where repeated warnings of problems were ignored, and where the scope and seriousness
of the warnings escalated over time until they reached crisis proportions.

Costs of Administration. In the early years of operation, administrative expenses accounted for
approximately 6 percent of Kentucky Kare's total expenses; they declined to 3 percent by 1998. Thisisfar below the
industry norm of around 15 percent. Thus, excessive adminigrative expenses were not a factor in the plan’s financid
problems. The red problem with the level of administrative expenses is that they may have been too low. As s
discussed below, the problem was that not enough resources were devoted to utilization management, TPA oversght,
and data collection & anays's, and thisled to the development of some of the more serious problems.

Requirement to Offer to Private Policyholders. Some have blamed Kentucky Kare's demise on
hedth care reform legidation adopted in 1994 (HB 250) and revised in 1996 (SB 343) and 1998 (HB 315). The
changes adopted in these pieces of legidation were varied and extensve. However, the one most often mentioned in
relation to the failure of Kentucky Kare was the requirement to offer policies to non-governmental employees. These
were comprised of three groups — individua policyholders, small employers, and the buy-in group.

Because the premium data from the Alliance is so flawed, it is not possible to cdculate a reliable loss ratio for
any of these groups. However, the limited information available supports the concluson that neither the individua nor
the smdll-group policies contributed in any significant way to the losses suffered by Kentucky Kare. As shown in Table
4, individud policies accounted for 12 percent of covered lives, but only 5 percent of clams. Small-group policies
accounted for 5 percent of covered lives and 3 percent of clams. These were the only two groups that had a smaller
percentage of clams than their percentage of covered lives. Evenif it isfindly shown that the loss ratios on these groups
exceeded 100%, their claims comprised such a smal share of the total that they could not have been a mgor factor in
the plan’sfinancid collgpse.



Table 4
Kentucky Kare
Covered Lives and Claims
CY 1996
Number of % of
Covered Claims Covered % of
Group Lives ($M™M) Lives Claims
Individual 7,979 $ 5.3 12% 5%
Small Group 3,446 $ 3.2 5% 3%
Buy-In 1,127 $ 4.1 2% 4%
Active State Employees 13,434 $ 218 19% 19%
School Employees 35,763 $ 59.7 52% 53%
Other Public Employees 1,696 $ 3.3 2% 3%
Retirees 5,587 $ 156 8% 14%
Total 69,005 $ 1129 100% 100%
Source: LRC Staff analysis of data supplied by Humana, Inc., the claims administrator for Kentucky
Kare and by PlanSource, former data administrator for the Kentucky Health Purchasing Alliance

There is no question that the loss ratio on the buy-in group was well above 100 %. They accounted for twice
the percentage of clams as they did covered livesin 1996. Kentucky Kare officids estimated that the average monthly
loss on abuy-in policy in CY 1997 was $179.13, for an annua average of $2,150.° Multiplying by the average buy-in
enrollment of 667 for the period July 1996 to December 1997 yields an estimated net |oss of gpproximately $1.4 million
per year on the buy-in group. While this represents a substantid loss, it paes in comparison to the estimated $2.5
million total Kentucky Kare loss per month projected by the Department of Insurance for asimilar period.”

Standard Plans. Another feature of HB 250 that was retained in SB 343 was the requirement that
insurance carriers sell only standard plans. The raionde was that, given a sandard set of benefits from which to
choose, policyholders would be more likely to choose plans on the basis of qudity of services and price, rather than
confusing variations in benfits offered.

A comparison of state-employee plan choices before and after the imposition of standard plans supports the
hypothesis that standard plans made purchasers more responsive to price differences. Andysis of dataon plan selection
indicated that, in the year prior to standard plans, price was not a satisticdly significant factor in predicting the market
share of any plan. In the year after the adoption of standard plans, it was determined that a 10% increase in price
resulted in a20% lower market share.

Thus, while stlandard plans may have had the intended effect, Kentucky Kare was one of the plans that lost
ggnificant market share when they were adopted. However, it is unlikely that the impodtion of standard plans done
would have killed Kentucky Kare. As will be discussed below, the combination of standardization and a single offering

° Finnegan, Robert, “Executive Director’s Report” presented to the Kentucky Kare Health Insurance Authority meeting on January 28,
1998.

1% 0On February 26, 1996, Kentucky Kare requested a reimbursement of $1 million for losses incurred on the buy-in group under KRS
18A.2251. A one-time payment in this amount was made to the plan. While this reduced the total loss suffered on the buy-in group, it
did not completely offset it.



(Anthem’s Option 2000 Advantage plan) that was priced substantidly below al other plans with the same benefits did
result in amgjor disruption to Kentucky Kare' s operations.

Flexible Spending Accounts. In September 1995, Governor Jones announced that, for the first time,
employees who chose a plan that was cheaper than the state’s contribution for single coverage would be alowed to
have the difference deposited in aflexible spending account. FHexible spending accounts alow employees to accumulate
before-tax funds and use them to pay for alowable health care expenses not covered by insurance. Here, again, the
expected effect would have been to make employees more price-sensitive in choosing plans.

Two additionad concerns have been raised regarding the flexible spending accounts. Firg is that alowing
employees who choose plans cheaper than the state contribution to, in effect, keep the difference means that the money
can no longer be used to subsidize others who choose more costly coverage. However, that amount was not large.
According to 1996 data analyzed by staff, 58,000 public employees chose coverage that was less expensive than the
date contribution of $175.50. The average difference was $19, for atota amount of approximately $1.1 million. Since
this amount was soread among dl plans, the loss of this subsdy opportunity would not have made a sgnificant
difference to Kentucky Kare.

A second concern is thet, given the option, hedlthy public employees might waive state-provided coverage and
deposit their state contribution into the flexible spending account.  This would mean the remaining, less hedthy, insured
would have higher average clam costs. This does not appear to be a sSignificant problem. First, employees of the sate
are only alowed to walve coverage if they have dternate coverage. However, employees may choose to waive
coverage for dependents.

According to enrollment data andyzed by staff, 8.5 percent of public employees waived dependent coverage in
1997, and approximately 90 percent of them said they did so because the dependent(s) had aternate coverage. Fewer
than one-half percent of those who did so said they waived the coverage because they didn’'t need it. Only if there is
some hias that results in hedthier people waiving coverage would the average clams experience of the remaining group
be worsened.

Absence of Reinsurance. It is normd for insurance carriers to reinsure themsdves for large unexpected
dams, ether for individua claims above a certain amount (say $50,000) or for totd claims above a certain amount (Say
$100 million). Kentucky Kare managers have been criticized for not purchasing reinsurance. However, reinsurance is
priced to cover unexpected clams on a plan-year bass. Given its continuing problems, it is unlikely that Kentucky
Kare could have purchased sufficient reinsurance to mitigate its problems at a price that would have been feasible.

Mor e Serious Factor

Three problems faced by Kentucky Kare were serious enough, by themselves, to cause severe financiad
difficulty for the plan. These are adverse sdection, inadequate premiums, and the absence of timey and reliable
enrollment, premium and claims data.

Adverse Selection. As was discussed in the example in the introduction, when policyholders within some
group are dlowed to choose among more than one plan there is the risk that adverse sdlection will occur. Adverse



selection occurs when one of the competing plans gets a disproportionate share of policyholders with higher than
average clams. Thisis particularly damaging to the plan that gets the disproportionate share if premiums are paid on a
community-rated basis that is not fully adjusted for risk factors, such as age, gender, or hedth status.

An example of the age and gender effects on claimsis shown in Table 5, based on 1996 Kentucky Kare clams.
The average clams of women between 21 and 30 were 2.5 times the clams of men in the same age group. Among
women, those between 61 and 64 had average claims 2.6 times those aged 21-30. Men who were 61— 64 had
average claims 6.7 times those aged 21-30.

TABLE 5
Gender and Age Ratios
Kentucky Kare
Claims Incurred in 1996

Female
Females Males to Male
Covered Total Claims per Covered Total Claims per = Gender
Age Lives Claims Covered Life Lives Claims Covered Life = Ratio
(A) B) (AB)
21-30 4,065 $ 4,924,887 $ 1,212 ((©) 3,004 $ 1,576,999 $ 525 ) 2.3
31-40 6,210 $ 9,104,510 $ 1,466 3628 | $ 3,362,796 $ 927 1.6
41-40 10,412 $19,655,735 $ 1,888 6,376 ' | $ 9,510,861 $ 1492 1.3
51-60 7,710 $19,428,310 $ 2,520 5,094 | $13,762,906 $ 2,702 0.9
61-64 2,497 $ 7,840,572 $ 3,140 (D) 1,667 | $ 5,863,697 $ 3518 (P 0.9
Total 30,894 $60,954,014 $ 1,973 19,769 | = $34,077,259 $ 1,724 1.1
Age Ratio | ---------mmmm- > 2.6 6.7
(DIC) (FIE)

Source: LRC staff analysis of data supplied by Humana, Inc., the claims administrator for Kentucky Kare and by
PlanSource, former data administrator for the Kentucky Health Purchasing Alliance.

For the same year it was determined that 20 percent of policyholders accounted for 80 percent of totd claims.
Among dl individuas covered, one percent accounted for 29 percent of total clams. If these digtributions are Smilar to
that for al policyholders in the group, it is clear that a disproportionate distribution of even a smal number of
policyholders, if they are in the higher-cost groups, would have a large negative financid effect on the carrier that got the
disproportionate share.

Note that, in Kentucky Kare's casg, it is not the conditions normally considered “high-cost” that accounted for
mogt of its clams. In 1996, the five specific diagnoses accounting for the largest amount of tota payments were
coronary atherosclerosis, back problems, gall bladder disease, breast cancer, and heart attack — conditions normally
associated with those middle aged and beyond. Together, these diagnoses accounted for $16.5 million in payments.
This is compared to less than $1 million for payments for digbetes mellitus, epilepsy, cydtic-fibross, multiple sclerosis,
Parkinson's disease, HIV and Aids, al combined. Thus, diseases associated with aging accounted for a much larger
share of tota claims than those often defined as high-cost.

Table 6 shows the share of the tota number of contracts in the state group held by Kentucky Kare, compared
to its share of tota contracts from employees of state agencies and boards of education, and from retirees. Since its



inception, Kentucky Kare held a disproportionate share of retiree contracts and a less than proportionate share of
contracts from state agencies. Until 1997, Kentucky Kare's share of contracts from employees of boards of education
has remained roughly 4 percent above its share of tota contracts education has remained roughly 4 percent above its
share of tota contracts.

Table 6
Kentucky Kare Enrollment as a Percent of
Enrollment of all Carriers

Percent of Total Enroliment of
Employees Employees
All State of State of Boards of

Years Contracts Agencies Education Retirees
1990 53% 43% 57% 62%
1991 54% 45% 60% 62%
1992 53% 44% 57% 58%
1993 51% 41% 55% 54%
1994 48% 38% 52% 51%
1995 40% 30% 43% 46%
1996 21% 15% 24% 35%
1997 21% 12% 20% 44%

There are two other important points to note from Table 6. First isthat Kentucky Kare' s market share began a
dow declinein 1993 —well before the market changes from mgjor legidative initiatives were implemented. Second, as
shown in Figure B, that decline was roughly proportionate for al three groups, until 1995. Between then and 1997, the
shares of total contracts, and those of state agencies and boards of education were roughly halved, while the share of
total retiree contracts rebounded to close to the 1995 levdl.

Figure B
Kentucky Kare's Share of Total Contracts
in the State Group
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Data shown in Appendix A indicates that, among active employees, the greatest movement of Kentucky Kare
policyholders from 1995 to 1996 was for single coverage in enhanced high and standard high policies. In fact, for these
two levels of coverage, nearly 15,000 employees switched to managed care policies while fewer than 13,000 stayed
with Kentucky Kare. The average age of those leaving was about 4 years less than those staying.

A more detailed picture of this group is reflected in Table 7, which compares the age and gender digtributions of
those who stayed in Kentucky Kare in 1996, those who left Kentucky Kare for a managed care plan, and those who
were in a managed care plan but did not come from Kentucky Kare. Of the employees with single enhanced high or
standard high policies that stayed with Kentucky Kare, 42 percent were age 50 or more, compared to 29 percent for
the former Kentucky Kare members who went to managed care. The gender breakdown shows that single enhanced
high and standard high palicies are predominantly held by femaes, and there was a dightly higher share of femadesin the
group that stayed with Kentucky Kare. In both age and gender, the composition of people leaving Kentucky Kare to
go to managed care mirrorsthat of al others aready under managed care.

Table?
Single Coverage, Enhanced High and Standard High Plans
Active State Employees
1996
In Managed Care
Stayed With Came From NOT From
KY Kare KY Kare KY Kare
Number of Policies 12,580 14,570 46,731
Age distribution
Age 50 or more 42% 29% 30%
Under age 50 58% 71% 70%
100% 100% 100%
Gender distribution
Female 75% 70% 71%
Male 25% 30% 29%
100% 100% 100%
Source: LRC Staff analysis of data provided by PlanSource, third party
administrator for the Health Purchasing Alliance.

In 1997, while the loss of exigting enrollees continued somewhat, retired teachers were added to the groups
eligible for coverage. The addition of this older group paired with declines in younger members was the primary reason
that Kentucky Kare' s clams began to exceed premiums so grestly.

Figure C graphicaly shows the dramatic redlignment of market shares among the plans offered to public
employees. In 1995, Kentucky Kare held 40 percent of the contracts in this group, Humana held 29 percent, and
Hedthwise held 13 percent, for a combined tota of 82 percent. Anthem and its associated plan, Alternative Health
Ddivery Systems (AHDS), held a combined 11 percent. In 1996, Anthem offered its Option 2000 Advantage POS
policy a asinglerate far below that charged for competing plans. As noted above, the advent of standard plans and the
flexible spending account option likely made employees even more responsive to the large price advantage of the plan.
As a consequence, the Anthem/AHDS totad market share jJumped to 42 percent, while the combined Kentucky Kare,
Humana and Hedthwise shares were cut in half.



Claiming that it lost agrest ded of money, Anthem dropped the Option 2000 Advantage POS offering in 1997.
Even with that move, the combined AntheVAHDS market share only declined to 32 percent, while the former market
leaders made no recovery at al. By 1999, Kentucky Kare was out of business, Hedthwise (now wholly owned by
United Hedlthcare) no longer offered a policy to the state group, and Humana s market share had only recovered to 14
percent. The Anthem/AHDS share dso fdll, to 22 percent, leaving CHA and Bluegrass Family Hedlth to pick up much
of the dack.






FIGURE C
Insurance Carriers' Share of Public Employee Market

1990-1999

Insurance Carrier 1990 1991 1992 1993 1994 1995 1996 1997 1998 * 1999
Kentucky Kare 53 53 53 51 48 40 21 21
Humana 30 30 29 27 26 29 10 11 14
Healthwise 10 10 11 12 12 13 11 10
Alternative Health Delivery Systems 4 4 4 6 7 8 5 16 11
Anthem BC/BS 1 3 37 16 11
Lexington Health Advantage/ 2 4 7 10 3
Advantage Care
CHA 3 9 24
Bluegrass Family Health 1 2 26
Other 3 3 3 3 3 3 5 5 11

* - Comparable data was not available for 1998.

Sources: 1990-95 Monthly Membership Reports provided by Kentucky Kare; 1996-97 Health Purchasing Alliance; 1999 provided by Personnel Cabinet.




There are three conclusons drawn from this andysis. Fird is that loss of market share and adverse selection
were growing problems for Kentucky Kare even before 1996. As shown in Figure A, totd enroliment and tota
premiums began to decline after 1993, even though tota clams were gill growing a a hedthy pace. Second isthat the
accelerated pace of adverse selection that occurred in 1996 put Kentucky Kare into a classic death spira whereby the
increased premiums needed to cover clams caused adverse selection to worsen, leading to a need for increased
premiums, and so on, until the plan was no longer financidly viable. Third is that, if adverse sdlection was the wound
that bled Kentucky Kare, then Anthem’s Option 2000 Advantage POS product was the instrument that enlarged the
wound to quickly fata proportions.

Within any group, the only cure for the problems caused by adverse sdection is a fully functioning risk
adjusment mechanism — insurance carriers who get a smdler share of policyholders with higher than average cdlams
must financiadly compensate carriers who get a larger share.  Although a Demographic Risk Adjusment Fund and a
High-Cost Case Fund were created, they did not become operationa quickly enough, nor were they broadly defined
enough, to significantly affect Kentucky Kare's outcome. Kentucky Kare received $2.3 million from the Demographic
Risk Adjustment Fund for the period May 1996 through May 1997. This represented about one twelfth of the plan’s
losses for the fisca year ending June 30, 1997. As noted above, the list of conditions digible for reimbursement from
the High-Cost Case Fund did not capture the largely age-related conditions that represented the bulk of Kentucky Kare
cams. The plan received a payment of $3 million from the fund for calendar year 1996 clams, againgt totd claims of
$116 million.

Managed Car e versus I ndemnity Policy

For dl practica purposes, Kentucky Kare was the only indemnity policy chosen by members of the state group.
All of the competing plans incorporated some form of managed care. Three aspects of this had negative impacts for
Kentucky Kare.

Requirement for State-Wide Coverage — Unlike any other carrier at the time, Kentucky Kare was
required to offer policiesin dl 120 counties. It is understandable that some carrier(s) had to offer in dl counties because
the Commonwesdlth has employeesin every one. However, forcing Kentucky Kare to be the only one to offer a policy
in areas where managed care networks were not developed, while other carriers were alowed to concentrate in areas
with well-developed networks, exposed it to higher costs. Table 8 indicates in which regions Kentucky Kare was
heavily chosen by active state employees as of March 1996. At the top of the list is Region 5 (Christian County), with
72 percent of active state employees choosing Kentucky Kare. Thisis in stark contract to the urban regions around
Jefferson, Fayette, and Boone Counties, where the comparable percentages were 3, 6, and 8 percent, respectively.



Table 8
Active State Employees
Enrolled in Kentucky Kare
as of March 1996

Number of Share of

Region Policies Region Total Counties in Region
5 1,347 72% | Christian
4 2,264 64% | Henderson and Daviess
1 1,051 33% | Greenup, Carter, and Boyd
7 18,489 25% | All other counties
2 544 8%  Boone, Campbell, Kenton, Gallatin, Grant, and Pendleton
6 773 6% | ' Scott, Bourbon, Woodford, Jessamine, Madison, Clark, and Fayette
3 513 3% | | Jefferson, Oldham, and Bullitt

Statewide 24,981 21%

Adver se Selection Revisited - Research has demondtrated that, when given the choice, policyholders
who are older and have chronic hedth conditions are more likdly to sdect an indemnity policy because of the lack of
restrictions on their access to medicd services™ * In a sudy of changes in pricing rules for employees of Harvard
Universty, Cutler and Reber concluded that, without adequate methods for risk adjustment among competing carriers,
plans offering characteristics desired by those with high expected claims, such as the unregulated access to care inherent
in the Kentucky Kare indemnity policy, would be unlikely to survive long-term. The authors argued that those with
higher expected claims are attracted to plans with generous benefits and greater freedom of choice.

One might wonder whether our results about adverse sdlection are unique to Harvard, or
whether they gpply to multiple-choice insurance arrangements more generdly. While we do not have definitive
evidence on this question, we suspect that our findings are quite generd. Harvard is not done in finding difficulty
maintaining more generous (indemnity) plans. Stanford University and the State of Minnesota, for example, dso
moved to equal contribution rules and were forced a few years later to discontinue their most generous plans.
Thereisasuggestion in each case that adverse sdection was to blame. Smilarly, the Massachusetts Indtitute of
Technology aso moved to an equa contribution rule in the 1980's and was forced in 1997 to discontinue its

indemnity policy.*®

Utilization Management - In addition to their propendty to lead to adverse selection, indemnity plans
are Imply more expensve. Once deductibles and maximum out-of -pocket expenses are met, the financid incentive for
both the policyholder and the provider is to increase the number and specidization of medica services delivered.
Kentucky Kare officias noted that they had ingtituted per-vist fee schedules (including a restriction on balance hilling)

" Homan, Rick K., Gerald L. Glandon, and Michael A. Counte, Perceived risk: thelink to plan selection and future utilization, Journal of
Risk and Insurance, Val. 60, No. 2, 1998, p.300.

2 Marquis, M. Susan, Adverse selection with amultiple choice among health insurance plans: asimulation analysis, Journal of Health
Economics, Val 11, 1992, p. 129.

3 Cutler, David M. and Sarah J. Rebner. “Paying for health insurance: The trade-off between competition and adverse selection,”
Quarterly Journal of Economics, May 1998, v113, n2 p433 (34).



and utilization review.™ However, per-visit fee schedules are largdly ineffective in controlling costs in the absence of
restrictions on the number of vigts.

Also, utilization review was obvioudy not effective.  According to minutes of the Kentucky Kare Hedth
Insurance Authority, as late as June 1998, the executive director noted that the plan’s “experience in hospitaization,
number of admits and average length of stay is extremely high."*> It was noted that 70 percent of the plan’s hospital
admissions were through the emergency room. This compares to 2 percent nationally. Pharmacy costs were $29 per
member/per month, compared to $14.50 for HMO's and $21 for indemnity plans, nationally.*®

I nadequate Premiums/ Insufficient Appropriations

No matter how high total claims if total premiums are sufficient then no financid problem develops. Obvioudy
this was not the case for Kentucky Kare. Three aspects of decisions about premiums are relevant to the plan’s financia
problems.

Policy Decision to Restrict Premiums — In 1993, Kentucky Kare had an $80 million reserve and an
80 percent loss ratio. The plan appeared to be so strong financidly that policymakers decided to place a moratorium
on premium increases until the reserve was reduced by about $50 million. As one aspect of this plan, the Department of
Education was to withhold $17 million in premiums due Kentucky Kare in FY 1994. Only after the Auditor raised a
concern about the failure to properly account for the receivable and the Attorney Genera raised a concern about the
legdity of the actions taken, was a $17 million transfer made from the Generd Fund Surplus to the Kentucky Kare
Trust Fund. What seemed reasonable decisions to redtrict premiums at the time were, unfortunately, made without the
benefit of crystd ball. Figure D shows the plan’s loss ratio plotted againg tota enrollment and the share that various
groups comprised of that enrollment.

The policy decison to hold the line on premiums is clearly portrayed in the upward shift in the loss ratio that
occurred between 1993 and 1994. It is assumed that the intent was to level out the loss ratio at somewhere around 94
percent, to leave money for the customary 6 percent adminigtrative expense.  Unfortunately, market changes aready
underway (declining enrollments and adverse selection) combined with events put in motion by HB 250 (Option 2000
Advantage POS, standard plans, modified community rating) to prevent managers from holding the loss ratio below 100
percent.

It is unlikely that the additiond reserves that would have been avallable if the premiums had been alowed to
grow on trend in 1994 would have “saved” Kentucky Kare. At best, they might have bought more time for managers
to develop a managed care approach that could have been viable for the 1999 plan year.

1 Staff interview with E. Jerry Philpot, July 14, 1999.

> Finnegan, Robert, “ Kentucky Kare Situation Report,” an Addendum to the Executive Director’s Report to the Kentucky Kare Health
Insurance Authority,” June 23, 1998.

1 Minutes of the December 16, 1997 meeting of the Kentucky Kare Health Insurance Authority Strategic Planning Committee.



However, given the abysma absence of data on premiums and claims, it is doubtful that a successful change could have
been made.

Figure D
Kentucky Kare Loss Ratio
Total Enrollment
And Group Percents of Total Enrollment

(Note: Read percents to the left and ernollment to the right.)
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The point to be drawn from this Stuation is that it is risky to impose politica consderations on decisions about
the management of alarge hedth insurance carrier. Blue Cross & Blue Shield suffered for this in 1987 and Kentucky
Kare suffered for it just afew years later. No matter the apparent reasonableness of a policy decision from a political
or equity standpoint, it should not be made without an understanding of the market forces that will determine its
outcome.

Adverse Selection, Again — Adverse sdlection sets up a difficult Catch-22 in the setting of premiums.
Lowering premiums makes an indemnity plan even more attractive to those with higher cost dlaims, and leaves the plan
with fewer resources to cover the clams. Raising premiums tends to drive away those who are not willing to pay the
increased premiums, usudly leaving a higher concentration of high utilizers. This can lead to a classc death spird from
leaving the premiums of fewer policyholders to cover the clams of those who are very expensve.

The reason for the mass exodus from Kentucky Kare's enhanced high and standard high single coverage by
active employees can be seen in the lower average premium prices under managed care -- $24 per month lower for the
enhanced high, and $8 lower for standard high (Appendix A). This trandates to a redized aggregate savings of over
$330,000 per month for these two groups done. Where smilar price relationships exist in the other types and levels of
coverage, the same large numbers leaving relative to those staying can be seen.

It is interesting to note that Kentucky Kare compared favorably on average premium price for al cases of the
three levels of coverage below standard high — standard low, economy low, and budget high. Also, al levels of



Kentucky Kare's family coverage had lower average premium prices. For these categories, dthough the numbers
leaving were not as greet relaive to those staying, people sill left Kentucky Kare to opt for a more expensive managed
care product. Thus, dthough the monthly premium is an important factor, it appears that many were willing to pay extra
each month in order to diminate the deductible, co-insurance, and maximum out-of-pocket expenses associated with
the indemnity product and replace them with known co-pays — even in the face of the regtrictions imposed by managed
care.

Inadequate Appropriations - There are two possibilities to consder in understanding why Kentucky
Kare lost money. The one discussed above focuses on the inadequacy of Kentucky Kare's premiums in covering the
asociated dlams. A more globa question that can be asked is whether any carriers were able to make money, given
the set of benefits mandated and the pressure to bid a premium close to the state contribution.

According to information reported to the Department of Insurance by carriers which account for approximately
90 percent of the state group, the overall loss ratio for this market was just over 90 percent for caendar year 1997.
This means that tota premiums were 10 percent greater than clams. While this is good news compared to the recent
history of Kentucky Kare, it should be remembered that adminigirative expenses must aso be covered by premiums.
For carriers that actively manage utilization, adminigtrative expenses often average around 15 percent of claims. Further,
those carriers that projected final loss ratios for caendar year 1998 dl projected loss ratios above 100 percent.

If these data are accurate, it would mean that only the most efficient carriers, or those who benefit from adverse
selection againg the others, would have any chance of making a profit on the state group. Of course, given that the data
were submitted by those seeking to increase premiums, and were not independently verified, the figures should be used
with great caution. Still, they highlight the need for additiona andlyss to determine whether the benefits offered can be
purchased for close to the state contribution for a group with the particular demographic and utilization profile of the
state group.

Inadequate Data

It would be difficult to overdtate the negative effect that data problems had on the ability of Kentucky Kare's
managers to successfully negotiate the treacherous conditions they faced. They were like physicians who have reason to
believe that a patient islosng blood, without access to any information about the location of the wound or the amount of
blood being lost.

With the advent of the Alliance, al premium and enrollment data for Kentucky Kare was processed by the Alliance
TPAs, firg PlanSource, then United Chambers. A flavor for the quality of this work is given in a report on procedures
conducted by the state auditor. The following are quotes from that report.

" PlanSource bank reconciligions — Due to the large volume of missng documents, unanswered questions, and
unexplained variances, we could not complete this work.

“ The (United Chambers) system dlowed Plan participants to enroll in plans not offered, converted inactive groups from
PlanSource into active groups, and did not dlow United Chambers employees to view information needed to
answer enrollment questions.

" United Chambers did not ingtitute procedures which ensured every individua or group received abill.



" Because of the condition of billing records, the Alliance would not permit United Chambers to terminate any enrollee
from coverage until May 1998.

" Billing registers and hills could not be re-run even if an error had been noted.

" United Chambers did not base payments to (carriers) on the amount due. Instead, the payments were based on the
availability of cash and gatements from (carriers) or an actuaria study.

" United Chambers did not have sufficient preparation time to assume responsibilities as the third party administrator.

" United Chambers computer syssem was not user-friendly. Initidly, customer service representatives a United
Chambers could not quote to a Plan participant the amount of a bill, how much had been paid, how much had been
posted to the system, or how much remained outstanding.

" United Chambers did not have sufficient personnd to handle the volume of deposits’

What this means is that, during the period when they faced sgnificant changes in business conditions, managers of
Kentucky Kare did not have access to rdiable data on two of the three most basic business questions: How many
customers do we have ? How much are they paying us? For example, the Executive Director of Kentucky Kare
presented the following information to the Authority in January 1998.

Based on information recelved from United Chambers, we were carrying about 44,000 contracts when
we actualy had about 38,000. Therefore we paid claims on persons who were not eigible which cost
Kentucky Kare about $1 million.™®

Data on the third basic question — How much does it cost to provide our product? —was aso difficult to obtain.
Humana was the TPA responsible for processng clams for Kentucky Kare. In April 1998, the Director made the
following report to the Authority Board.

In January of 1998, Humana reformatted their entire group identification system and changed dl group
numbers for their business including Kentucky Kare's group numbers. As a result of this change, they
have been unable to produce any membership breakdown reports since the first of the yesar...

Apparently, there continues to be some question as to whether claims data on Kentucky Kare members can be
reliably separated from the clams of Humana members. Whether they can or not is somewhat of a moot question now.
The fact remains that when the data was needed most — at the point which a decison had to be made about options for
continuing Kentucky Kare or closing it — there was no current and reliable data on the number enrolled, how much they
had paid in premiums, or what they had incurred in clams. It is not difficult to understand that the decision to close was
judged more prudent than one to proceed blindly forward.

Note tha the problems with enrollment and premium data affected dl carriers offering policies through the
Alliance, 0 these were not unique to Kentucky Kare. However, other carriers at least had some confidence in their
ability to access and andyze clams data. Kentucky Kare was particularly disadvantaged in this respect.

Y Hatchett, Jr., Edward B., Independent Auditor’s Report on Procedures Performed as Part of a Consulting Engagement for the
Kentucky Health Purchasing Alliance for the Period July 1, 1997 through April 30, 1998, Kentucky Auditor of Public Accounts.
'8 Finnegan, Robert, Minutes of the Kentucky Kare Health Insurance Authority Board Meeting, January 28, 1999.



Also note that the Department of Personnd is smilarly hampered by data unavailability and inconsstency in its
current evauation of proposds for the next plan year and in its planning for future options. Table 9 shows clams data
for the state group submitted by carriers as part of the current RFP process. Examination of the data indicates that no
two carriersin the group submitted comparable sets of clams data. Some included prescription drug claims, others did
not; some estimated incurred but not reported clams, others did not; some included the capitation fees paid to
providers, others did not; and some included the clams paid on riders to policies (such as vison and menta hedth
riders), while others did not. Thisisn't just like comparing gpples and oranges, it's like comparing gpples and oranges
and bananas and watermelons.  Using these data, there is no reliable way to estimate the tota claims experience of the
date group. Without that information it is very difficult to assess the reasonableness of bids in relaion to the Sate
contribution.

Conclusion about the Demise of Kentucky Kare

The conclusion is that Kentucky Kare failed because of the adverse selection created when it offered a state-
wide indemnity plan that competed againgt regiond managed care plans. The problems created by this adverse
selection were greatly exacerbated by artificid limits on premiums and inadequate utilization management. A complete
absence of rdiable data about enrollments, premium receipts and incurred claims made adequate response to these
problems dl but impossible.

TABLEC
CLAIMSINFORMATION SUBMITTED ON THE STATE GROUP

Reflect Rider

Capitation Reflect Reflect Capitation  Claims

Carie __NonRXClams _RxClams _ Charges __ Tod IBNR" _RX _Charges _Induded
Adna $ 16271331 X X X o no no yes

AltarativeHedlth| 3 38208887 | $ 1007620 | $ 1161075 | $ 40536261 yes | yes | yes | partid’
BlueGrassFamily] $ 24129965 | $ 6867803 $ 2145849 | $ 33143617 m yes yes yes
CHA $ 91693915 | $ 2151656 X $113210480| partid® | yes no yes
Humana $ 63527013 X $ 4082914 | $ 67609927 yes yes yes yes
Kentucky Kare X X X $110518122 o’ yes none yes
Medquest X X X $ 50616381] m no no no

a- incurred but not reported daims

b - not menta hedlth and prescription druas

- hon-prescription drug induded; prescription drug IBNR not indluded
d- padnotincurred

Source: Carrier submissionsfor the 2000 RFP for state employee insurance:

Section I1: State-Employee Health Insurancein the U.S.

Given the trouble Kentucky has experienced in the last 10 yearsin its sate-employee hedlth insurance program,
it may be indructive to examine how other states organize their programs.  All 50 states offer some form of hedlth
insurance coverage to full-time permanent employees of state agencies. However, the ways they choose to do that are
varied.

This section condgts of three parts. The first provides a generd overview of employer-provided hedlth
insurance. The second presents current information on hedlth insurance provided by each of the 50 states. The third



discusses particular issues, such as the setting of state contributions and responses to adverse selection, in the context of
decisons of specific sates. As requested by the Committeg, attention is given to sdlf-insured arrangements throughout
the section.

Overview of Employer-Provided Health I nsurance

Employer provison of hedth insurance benefits first became prevaent during World War |1 as one attempt to
circumvent a wage freeze imposed by the federd government. By 1997, over 61 percent of the U.S. population was
covered by employer-sponsored hedth insurance. The likelihood that an employer will offer hedlth insurance benefits to
its employees varies by sze (Figure E). Two-thirds of those working in firms with 1,000 or more employees have
employer-based hedlth insurance.”

Figure E
Percent of U.S. Workers with Employment- Based Health Insurance
by Firm Size
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While the focus of this report is on employer-sponsored health insurance, it isimportant to remember that health
insurance benefits are one part of the tota compensation package that employers use to attract and retain productive
workers. According to the Bureau of Labor Statistics, in March 1999 hedlth insurance comprised 5.4 percent of the
total compensation paid by private industry and 7.6 percent of that paid by state and local governments® (Table 10).
Between 1981 and 1992, employee hedth insurance costs increased at three times the rate of increase in wages &
sdaries and more than double the rate of increase in other benefits. Conversdly, between December 1992 and
September 1998, employer health insurance costs increased 15%, compared to 21% for wages & salaries and 19% for
other benefits™

¥ Bennefield, Robert L., Health Insurance Coverage, 1997, U.S. Census Bureau, P60-202, September 1998.

% Employment Cost Trends for March 1999, Bureau of Labor Statistics, June 1999.

# schwenk, Albert E., Trends in health insurance costs, Compensation and Working Conditions Online, Bureau of Labor Statistics,
Voal. 4, No. 1, Spring 1999.



Table 10
Components of Total Compensation
Private Industry and State and Local Governments
March 1999
Percentage of Total Compensation
State & Local
Component Private Industry Governments
Wages & Salaries 73.0 70.6
Total Benefits 27.0 29.4
Categories of Benefits
Paid Leave 6.3 7.8
Supplemental Pay 2.9 0.9
Life Insurance 0.2 0.2
Health Insurance 54 7.6
Disability Insurance 0.3 0.1
Retirement 3.0 6.8
Social Security 6.1 4.7
Federal Unemployment Insurance 0.2 0.0
State Unemeployment Insurance 0.5 0.1
Worker's Compensation 1.9 1.1
Other 0.2 0.1
Source: Employment Cost Trends, Bureau of Labor Statistics, June, 1999.

The periods of dow increases were due in pat to employer efforts to contain hedth care costs,
including cogt shifting to employees. The share of employees whose hedlth insurance premiums are wholly paid
by employers has declined sharply since 1980. Of full-time workers in medium and large private establishments
who participated in medical care plans, 21 percent had individua coverage wholly financed by their employer in
1997, down from 72 percent in 1980. The comparative rates for family coverage were 20 percent in 1997 and
51 percent in 1980.

Other cost containment strategies used by employers included changing hedth plan design to heighten
employer's control over the type or ddivery of hedth care sarvices indituting mgor medical
deductibles and coinsurance payments; eiminating basic coverage for certain types of care; and shifting
to managed care programs or self-funded plans.”

In 1992, 52 percent of employees had an indemnity plan obtained through work, compared to only 15 percent
in 1997. With 85 percent of covered employees, managed care plans now dominate the market for employer-provided
hedth insurance® The reason for that shift can be seen in the difference in the average totd cost of each plan per
employee. 1n 1997, the average annud cost per employee for an indemnity plan was $3,759, compared to $3,307 for
an HMO plan, $3,518 for a PPO plan, and $3,588 for a POS plan. Since 1987, there has been an increase, from 56

# Health care costs fluctuate with employer cost-containment efforts, MLR: The Editor’s Desk, Bureau of Labor Statistics, April 8,
1999.
% Fronstin, Paul, Features of employment-based health plans, Employee Benefit Research Institute, Issue Brief No. 201, September 1998.



percent to 63 percent, in the share of employees who must contribute some amount to the premium cost for thelr
coverage; however, the portion of the total premium they must contribute has not changed.”

The adoption of sdf-insured plans has not been as universd as the adoption of managed care, varying
sgnificantly by firm sze and governmentd satus. Wel over 50 percent of the employees of large private firms are
covered under a slf-insured plan, compared to 5 percent of those in smal firms and 30 percent of the employees of
gate and loca governments (Figure F). Employers with more than 200 employees who adopt HMO plans are much
lesslikely to sef-insure those plans than if they adopt plans with less stringent management of care (Figure G). Evidence
exigts that the percentage of sdf-insured firms declined between 1993 and 1997, as firms adopted fully-funded HMO
plans®

Figure F
Percentage of Participants in Employment-Based
Self-Funded Plans
by Firm Size
1996
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Thus, the indication is that fully-funded HMO plans and sdlf-insured indemnity, PPO, and POS plans are, @t this
stage, two dternate approaches employers have chosen to reduce their hedlth insurance codts. In areas with a strong
HMO presence, sgnificantly fewer firms choose to sdf-insure than in areas with awesk HMO presence® Employers
have not yet demonstrated a great willingness to organize the provider networks and directly impose the redtrictions on
access to medicd services that would be required to sdf-fund an HMO plan.”

# Fronstin, Paul, Features of employment-based health plans.

® Marquis, M. Susan and Stephen H. Long, Recent trends in self-insured employer health plans, Health Affairs, Vol. 18, No. 3,
May/June 1999, p. 161.

% Marquis, M. Susan and Stephen H. Long, Recent trends in self-insured employer health plans.

" Although it is becoming more common for HMOsto “rent” their networks to self-funded employers, this practice has not yet yielded
alarge rush for employersto self-insure HMO plans.



Percentage of Employees in Self-Funded Plans
by Plan Type
for Employers with 200 or More Employees
1998
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The Hedth Care Financing Adminidration is projecting that the annud rate of increase in private hedth
insurance expenditures will be more than double in 2001 (7.9%) what it was in 1996 (3.6%).

Recent stronger growth in red per capita income is expected to boost underlying demand for medica
sarvices, and higher medicd inflation is expected to fud increesng hedth-spending growth.  An
anticipated dowdown in the growth of private-sector managed care enrollment and a pause in the
downward trend for private hedth insurance coverage aso are expected to contribute to the
accderation in hedth spending growth.”

The fastest growing components of medica expenditures between now and 2007 are expected to be
prescription drugs and persond health care services.

It is doubtful that managed care plans will offer the savings in the future they have in the past. The remaining
markets without managed care penetration likely have barriers that prevent development of practice networks. Many
managed care insurers have hed premiums artificidly low to gan market share® These premiums will have to be
adjusted upward to more accurately reflect the costs of ddlivering care. Also, the current policy debate about consumer
and provider acceptance of managed care restrictions may lead employers to change coverage options or lead eected
officials to pass patient protection legidation that increases cogts for managed care entities.

A nationwide survey found that 55 percent of consumers with a managed care plan were at least “ somewhat
worried” that their hedth plan would be more concerned about saving money than delivering the best care if they got
sgck. This compares to 34 percent of consumers with an indemnity policy.* This concern is gpparently shared by
physicians and nurses as well.

Many doctors — between athird and two-thirds, depending on the type of denia — aso reported that (in
their judgement) hedlth plan denias of drugs, hospital stays, diagnogtic tests or referrds to specialists or

% Smith, Sheila, Mark Freeland, Stephen Heffler, David McKusick, and the Health Expenditures Projection Team, Health Affairs, Vol. 17,
No. 5, September/October 1998, p. 128.

# Ginsburg, Paul B. And Jon R. Gabel, Tracking Health Care Costs: What's New in 19982, Hedth Affairs, Vol. 17, No. 5,
September/October 1998, p. 141.

% |sthere amanaged care backlash?, Kaiser Family Foundation with the Harvard School of Public Health, November 1997.



mental hedlth services resulted in adverse hedth consequences for their patients. About haf of nurses
(48%0) said tha within the last two years a hedth plan decison has resulted in a decline in hedth for their
patients.®

Initsannud survey of HMOs, the National Committee on Quality Assurance found that 26.5 percent of patients
of the reporting HMOs said they had trouble getting the medical care they thought they needed.*

It should be remembered that none of these surveys spesks to the essential question of whether consumers
enrolled in an HMO have different surviva or treatment results than consumers enrolled in other types of plans, after
controlling for differencesin risk factors. However, this high alevd of consumer and provider dissatisfaction is likely to
result in industry changes, either voluntary or mandated. 1t is unlikely that those changes will lead to a further declinein
premiums in these products. Therefore, it is expected that employers will continue to experiment with methods to limit
their exposure to a new round of increases in hedlth insurance expenditures.

Employee Health I nsurance Provided by State Gover nments

Given the changes in the general market for employer-provided hedth insurance, it is not surprisng that states
have begun to pay close atention to the hedth insurance they provide to ther own employees. The Nationd
Conference of State Legidatures (NCSL) began tracking state employee hedlth insurance as a separate topic in 1999.
According to information provided on NCSL’s online Hedlth Policy Tracking Service, eighteen states identified state
employee hedth insurance as a priority for the 1999 legidative sesson.  This emphasis resulted in the introduction of
over 30 hillsrelated to the topic by March of thisyear. Most of the bills were either concerned with changes in benefits,
including mandating particular benefits, or controlling costs.

All 50 dates provide a contribution for hedth insurance premiums for employees of date agencies. Most
provide a contribution for retirees who are not yet digible for Medicare, and some make contributions for other groups
as wdl. The total expenditure on state employee hedth insurance premiums in 1997 is presented in Table 11. Note
that this only includes data on the premium contributions for employees of state agencies. Other groups that may be
covered in state plans, such as teachers, retirees, and locd government employees, are excluded for the sake of
comparability. The totd State government contributions for premiums were divided to get a per-employee monthly
amount, for comparison among states. Tota contributions were aso divided by the totd state budget for a measure of
the share of the tota budget devoted to state employee hedth insurance. Findly, total hedth care expenditures in the
date in 1995 were divided by the total state population to give an indication of relative magnitude of purchases of hedth
sarvicesin each date.

According to this data, the average monthly per-employee contribution for their employees hedlth insurance
among al states was $289, which represented about 1.3 percent of total state budgets. The per capita total hedlth
expenditure in all states was $2,896 for 1995. Kentucky had the 7" lowest per-employee monthly contribution for
hedlth insurance for state employees, at $147, and the 2 lowest share of its total budget devoted to this use, a one-

% New survey shows that providers and health plans clash often over patient care, Kaiser Family Foundation with the Harvard School
of Public Health, July 1999.
¥ The State of Managed Care Quality 1999, National Committee for Quality Assurance, July 1999.



half of one percent® The fact that Kentucky ranked 23 lowest on total per capita hedth expenditures makes it
unlikely that its low rankings on the other two indicators can be explained by unusudly lower hedth care costs or hedth
service utilization, compared to dl other states.

In order to provide information about the use of various types of hedth insurance plans offered to date
employees. LRC daff conducted a telephone survey of state employee hedth insurance officids in dl 50 state group
(excluding dependents), the number of HMO, PPO/POS, and indemnity plans offered, the number of each of those
plans that are sdf-insured, and the total number of contracts in the sdf-insured plans, but many were rductant to
provide specific information about that issue.

The results from that survey are shown in Table 12. According to this data, nearly 5 million employees and
retirees are included in state group insurance plans, not including dependents. Forty-four states offer a least one HMO
plan, 34 offer aPPO or POS plan, and 30 offer an indemnity plan. Only 4 states offer asingle choice of plantype. The
remaining 46 states offer multiple plan choices to at least some employees.

* The $148 calculated here is not exactly equivalent to the $185 per month actually appropriated for the employee contributions. The
$148 refers to actual expenditures, which, on average, would be lower than the appropriated amount because of factors such as partial-

year employment.



TABLE 11
State Expenditures for State Employee Health Insurance - 1997

State Total State | Number of | Total State | Monthly Rank Premium Rank Total State [Total State Per Rank
Budget State Employee | Premium |(1=lowest) |Expense as| (1=lowest) | Population | Capita Health | (1=lowest)
$M Employees Health Expense % Total Expenditure
Insurance Per Budget
Premiums | Employee
$M
1[{Alabama $ 11,852 35,741 $ 158.4] $ 369.32 36 1.3% 29 4,319,154 $ 2,792 29
2|Alaska $ 4,242 14,967 $ 59.3| $ 330.17 30 1.4% 32 611,300 $ 2,573 17
3|Arizona $ 13,808 39,321 $ 130.3 $ 276.15 22 0.9% 15 4,554,966 $ 2,335 7
4| Arkansas $ 8271 44582 $ 973 $ 181.87 13 1.2% 22 2,509,700, $ 2,435 11
5| California $ 96,251 271966 $  959.7[ $ 294.06 24 1.0% 18 32,383,000 $ 2,908 32
6|Colorado $ 9,266 67,242 $ 401 $ 49.70 2 0.4% 1 3,896,000 $ 2,584 19
7|Connecticut $ 13,737 50,570 $ 3482 $ 573.79 45 2.5% 45 3,269,858 $ 3,736 49
8|Delaware $ 4,049 25,992 $ 114.7( $ 367.74 35 2.8% 48 731,581 $ 3,089 43
9| Florida $ 40,101 125,401 $ 353.0] $ 23458 20 0.9% 12 14,783,236 $ 3,031 42
10| Georgia $ 19,824 62,203 $ 2723 $ 364.80 34 1.4% 30 7,353,225 $ 2,734 25
11| Hawaii $ 6,317 44,232 $ 1781 $ 33554 31 2.8% 47 1,186,185 $ 2,938 35
12{ldaho $ 2,963 16,309| $ 378 $ 19314 15 1.3% 25 1,210,000, $ 1,882 1
13| lllincis $ 28,163 67,134 $ 5553 $ 689.29 50 2.0% 40 11,895,849 $ 2,921 33
14|Indiana $ 15,212 36,594 $ 1504 $ 34250 32 1.0% 16 5,803,000 $ 2,826 30
15|lowa $ 9,407 27,828 $ 100.9( $ 302.15 26 1.1% 20 2,852,000 $ 2,574 18
16|Kansas $ 7,884 44,165 $ 1578 $ 297.75 25 2.0% 41 2,582,492 $ 2,673 22
17|Kentucky $ 11,983 33,832 $ 59.9] $ 14754 7 0.5% 2 3,860,219 $ 2,690 23
18| Louisiana $ 14,733 83,840 $ 2186 $ 217.28 18 1.5% 35 4,352,0000 $ 2,990 38
19|Maine $ 3,950 12,774 $ 678 $ 442.30 41 1.7% 37 1,242,051 $ 2,764 26
20|Maryland $ 15,054 71,468 $ 326.3] $ 38047 38 2.2% 42 5,042,438 $ 3,005 40
21{Massachuset| $ 20,942 65,900 $ 4814 $ 608.75 48 2.3% 43 6,118,000 $ 3,828 50
ts
22|Michigan $ 30,619 54,623 $ 4446/ $ 678.29 49 1.5% 34 9,773,892 $ 2,776 28
23|Minnesota $ 15,545 34,358 $ 120.6] $ 292.51 23 0.8% 7 4,734,830 $ 2,998 39
24| Mississippi $ 7,699 31,381 $ 50.5| $ 134.10 4 0.7% 2,730,000, $ 2,266 6
25| Missouri $ 12,974 55,656 $ 1136 $ 170.09 12 0.9% 10 5,402,058 $ 2,952 36
26|Montana $ 2,370 10,200 $ 265 $ 216.50 17 1.1% 21 890,000 $ 2,363 8
27|Nebraska $ 4546 15,648| $ 46.8| $ 249.23 21 1.0% 19 1,652,093 $ 2,663 21
28|Nevada NA 13,116| $ 69.9] $ 44411 42 NA 50 1,781,750, $ 2,103 4
29|New $ 2,306 11,181 $ 772 $ 57538 46 3.3% 49 1,177,000, $ 2,933 34

Hampshire




30[New Jersey $ 23,422 68,628| $ 4459 $ 54145 44 1.9% 39 8,052,849 $ 3,197 45
31|New Mexico | $ 6,616 23,215 $ 62.1] $ 22292 19 0.9% 14 1,720,000 $ 2,255 5
32|New York $ 66,929 223543 $ 10294 $ 383.74 39 1.5% 36 18,137,000, $ 3,696 47
33|North $ 20,693 243,925| $ 1096| $ 37.44 1 0.5% 3 7,427,480 $ 2,456 12
Carolina
34[North Dakota | $ 1,997 11,697 $ 199 $ 14177 5 1.0% 17 643,539 $ 3,140 44
35|Ohio $ 32,834 64,743 $ 24121 $ 31046 29 0.7% 5 11,200,000 $ 2,987 37
36| Oklahoma $ 8,567 39,114 $ 781 $ 166.39 11 0.9% 13 3,317,0000 $ 2,424 10
37|Oregon $ 12,895 43,956 $ 185.00 $ 350.73 33 1.4% 33 3,236,0000 $ 2,472 13
38|Pennsylvania| $ 33,209 85,500 $ 4413 $ 430.12 40 1.3% 28 12,056,122 $ 3,444 46
39|Rhode Island | $ 3,609 15,269 $ 85.1 $ 464.45 43 2.4% 44 923,929 $ 3,710 48
40| South $ 12,499 68,292 $ 1540 $ 187.92 14 1.2% 24 3,776,0000 $ 2,391 9
Carolina
41|South Dakota| $ 1,718 12,325 $ 14.8| $ 100.07 3 0.9% 9 737,973 % 2,646 20
42| Tennessee $ 14,750 48,2001 $ 1214 $ 209.89 16 0.8% 8 5,368,198 $ 3,018 41
43| Texas $ 39,855 268,955| $ 521.3] $ 16152 10 1.3% 26 19,513,000 $ 2,553 15
44|Utah $ 5,504 19,700 $ 720 $ 304.57 27 1.3% 27 2,048,753 $ 2,010 2
45|Vermont $ 1,658 6,994 $ 124 $ 147.75 8 0.7% 6 584,711 $ 2,564 16
46|Virginia $ 18,081 92,253 $ 158.6| $ 143.27 6 0.9% 11 6,734,0000 $ 2,477 14
47|Washington $ 18,651 93,682 $ 3489 $ 310.36 28 1.9% 38 5,606,800 $ 2,698 24
48|West Virginia| $ 5,309 31,157 $ 1413 $ 377.92 37 2.7% 46 1,815,717 $ 2,862 31
49| Wisconsin $ 17,939 35,7001 $ 250.00 $ 58357 47 1.4% 31 5,192,298 $ 2,774 27
50| Wyoming $ 2,012 12,500 $ 23.8[ $ 158.67 9 1.2% 23 479,743 $ 2,080 3
Total $ 782,815 2,977,572 $ 10,3334 $ 289.20 1.3% 267,268,989 $ 2,896

Note: Does not include education employees or retirees. Total budget not provided for Nevada.

Source: Milbank Memorial Fund, NASBO, the Reforming State Group, 1997 State Health Care Expenditure Report




TABLE 12
State Employee Health Insurance Plans - 1999

1|Alabama 2 99%
48,457 48,009

2|Alaska 100%:
12,000, 12,000

3|Arizona 5 0%
51,382 -

4|Arkansas 4 4 49%
60,000 29,594

5| California 1,063,638 15 17%
183,690

11{Hawaii 2 0%
49,167 -

12(ldaho 0%
18,200, -

13[lllinois 11 61%
242,809 149,264

14{Indiana 7 26%
36,345 9,323

15|lowa 12 0%

30,000




21|Massachusetts 6 57%
138,398 78,887

22(Michigan 18 66%
40,000 26,400

23|Minnesota 5 44%
45,000 20,000

24{Mississippi 100%
126,000 126,000

25|Missouri 15 0%
56,000 -

31|New Mexico 1 100%:
22,000 22,000

32(New York 24 0%
197,772 -

33|North Carolina 10 76%
359,441 273,618

34|North Dakota 1 0%
20,534 -

35({Ohio 10 32%
62,000 20,000




41|South Dakota 100%:
11,985 11,985

42|Tennessee 8 73%
64,055] 47,014

43| Texas 14 54%
257,744 138,317

44|Utah 1 100%:
17,835 17,835

45(Vermont 3 59%
9,400 5,570

Total

HHEHHA

335

71

44

36

33

29

B

43%

Source: LRC staff telephone survey of state employee health insurance officials, conducted July 1999.




Thirty-four Sates have at least one sdlf-insured plan. Forty three percent of dl state policies are sdf-insured. In
those dates offering self-insured plans, 53 percent of dl policies are in the sdf-insured options.  Eleven states have
developed at least one sdf-insured HMO, 20 states sdlf-insure a PPO or POS plan, and 20 offer a sdlf-insured
indemnity plan. Of the 34 states with a sdf-insured plan, eeven reported that the plans were losng money in various
amounts. Seventeen respondents characterized their plans as *breaking even” or better, and the remaining respondents
were unable to provide the requested information. Kentucky and Colorado were both in the process of closing sdlf-
insured plans because of mounting losses.

Unlike employers in generd, sates are gpparently increasing their use of sdf-insured plans, while maintaining a
srong commitment to offering HMOs. A 1994 survey of dtates found 25 with sdf-insured plans versus the 34 in
1999.* Forty-one states offered a least one HMO in 1994, compared to 44 in 1999. There has been virtualy no
change in the number of ates offering a least one indemnity plan, a 31 in 1994 and 30 now.

| ssues Relating to State Self-Insured Plans

It isinteresting to note that private employers and state government employers are moving in different directions
with regard to sdf-insuring employee plans. A mgor reason for this is that, other than seeking cost reductions, private
employers and Sate governments have very different incentives for sdf-insuring.

There are three mgjor differences between private employers and state government employers that affect their
incentives to sdlf-insure — regulatory differences, geographic differences, and political differences. One of the mgor
incentives for private employers is that private self-insured plans are regulated under the federa Employee Retirement
Income Security Act of 1974 (ERISA). Because of this, they are not subject to either state regulations or dtate
premium taxes. Private employers who operate facilities in multiple states argued that this would dlow them to
sandardize employee hedth insurance operations for greater efficiency. Since state governments are not subject to
date insurance laws and premium taxes, this absence of regulation would have no effect on their decisons to sdlf-insure.

Although private employers may operate in various locations, they generdly face hedth insurance marketsin a
farly smal st of locations that are often rdaively disant from each other. Particularly if they include teachers, date
governments must cover employees in every area of a date and, in the case of retirees, areas outsde the date. This
requirement to offer a heath insurance plan that is workable in every market condition is a difficult problem for Sate
governments that is rarely faced by either private or loca government employers.

Another mgor difference between private employers and state government employers is the ability of date
employees to exert sgnificant influence on management decisons, even in non-unionized states. Subject to the need to
attract and retain a productive workforce, private employers have a fair amount of latitude in making hedth insurance
decisonsthat reduce costs.  In contrast, state policymakers are congtrained by the fact that they owe their jobs to
the electorate.  Within an increasingly disengaged electorate, state employees often represent an organized group of
active voters who understand how the system works. This, coupled with the fact that the media usudly covers issues

¥ Macigjewski, Matthew, Bryan Dowd, and Roger Feldman, How do states buy health insurance for their own employees?, Managed
Care Quarterly, Vol. 5, No. 3, 1997, p. 11.



that affect large numbers of state employees, means that policymakers have to tread carefully around sensitive issueslike
hedth insurance.

While state policymakers might look to private employers for particular ideas about cost containment practices,
because of the significant differences outlined above, private employers are not judged a good source of dtrategies for
developing the overdl dructure of date employee hedth insurance plans. Therefore, in the discusson of particular
issues reating to employee health insurance, the practices of state governments are referenced as the relevant case
sudies.

The mgor issues rdevant to the establishment of a sdf-insured state-employee hedth insurance plan are
discussed in turn.  These include the need to offer state-wide coverage, solutions to the problem of adverse selection,
development of adequate utilization management, data requirements, and location of adminigiration responsbilities. A
final congderation of the decision to salf-insure concludes the section.

Need to Offer State-Wide Coverage

No date offers just an HMO option to its employees and retirees. It is likely the need to provide insurance
coverage in every part of aate, and even out of state for retirees, that prevents states from experimenting with full use
of this option. The limitation, of course, isthat HMOs have not generdly formed in rurd areas, and employers have not
been successful in fostering their cregtion.

A recent sudy concluded that managed care penetration into an area is sgnificantly more likely the greeter the
number of physcians in group, rather than single practice, the more competition that exists among hospitds, and the
lower the average hospitd occupancy rate. It was aso determined that areas with a greater number of large non-
governmenta employers, a higher population dengity, and a higher percentage of college-educated individuads were
more likely to have higher managed care penetration into the market for hedth insurance® Another study noted that,
athough there has been a sgnificant increase in the percentage of rural counties across the U.S. that are listed in the
sarvice area of a least one HMO, this has not trandated into actud rurd enrollment, which has remained very low.*®

The factors that foster development of viable managed care networks are not likely to exist in rura aress and are
not generdly under the control of state governments. This means it is very difficult for states to create or rent managed
care networks in rura areasto provide hedth insurance for state employees. South Dakota first attempted to develop a
sate-wide managed care network, to be anchored by its state employee group, but which would aso be open to
private groups. It quickly became gpparent that this task was too large and difficult to accomplish in one effort, so the
decison was to implement the plan only in the capita city of Pierre, which had 2,400 state employees out of a tota
population of 10,000. Although the plan became operationd in 1994 and enrolled 74 percent of the igible employeses,
date officids found that that it was difficult to implement a typicad managed care modd in the rurd setting. The rurd
physicians rejected a capitated fee system and the single loca hospital refused to join the network. Reviewers of the
effort offered three lessons from South Dakota s experience.

* Danrove, David, Carol J. Simon, and William D. White, Determinants of managed care penetration, Journal of Health Economics, No.
17,1998, p. 729.

% Moscovice, Ira, Michelle Casey, and Sarah Krein, Expanding rural managed care: enrollment patterns and prospects, Health Affairs,
Vol. 17, No. 1, January/February 1998, p. 172.



1. “Without supportive market pressures, the success of ambitious managed care initiatives in rurd aress,
particularly when collaborative relationships among employers are sought, depends crucidly on strong
leadership. But, leedership of this type may be difficult to sustain.”

2. “Where there are not significant market pressures for the adoption of managed care, rura providers are
in reldively strong positions to influence the ultimate form of managed care initiatives”

3. “Contracting with individuad provider groups to edtablish provider networks for employees is
adminigratively time consuming and chalenging for rurd employers”

The aress of greatest government influence over the development of managed care networks in the future are in
Medicaid and Medicare. Those efforts have not yet gotten off the ground in rurd Kentucky. Also, the high percentage
of employees who enroll in managed care plans when given the choice indicates that the fixed co-pays and absence of a
deductible are dtractive, even with the associated limits on freedom of choice. It is unlikely that employees who prefer
the fee structure of a managed care plan would welcome a return to a non-managed care fee structure. Therefore, the
conclusion is that Kentucky officials will, for the foreseeable future, face two digtinct hedlth insurance markets for Sate
employees — an urban market with sgnificant managed care penetration and a rurd market with few established
provider networks. The task will be to take advantage of the savings available in each market, without letting either
unfairly disadvantage the other.

Adver se Selection

Any time paticipants in a hedth insurance group are free to choose among more than one plan, adverse
section is a posshility. If the market for hedth insurance were uniform throughout the State, officids would have the
option of keeping the group together under one carrier, ether fully-funded or sdf-insured, and not have to worry about
a disproportionate didtribution of clams. However, the concluson that Kentucky state employees will continue to be
digtributed into two distinct health insurance markets means that designers of the structure of options available to sate
employees must incorporate adequate controls for adverse selection, or risk continued ingtability and price spikes for
certain segments of the insured group.

There are two categories of adverse sdection to consder — that between categories of plans (HMO, PPO,
indemnity) and that between particular plans within a category (such as between two HMOs.) As was the case with
Kentucky Kare, the adverse sdlection that can develop when some employees choose an HMO plan, while others
choose an indemnity plan, can quickly cost millions of dollars and disrupt insurance marketsin large geographic aress.

There are four mgor reasons that the cost structures of managed care and indemnity plans are different.
Indemnity plans tend to be disproportionately selected by policyholders who are more likely to need medica care.
Because of the absence of utilization controls, policyholders tend to use more medicd services, and those services are

3 Christianson, Hon B. And J. Patrick Hart, Importing employer-based managed care initiatives to rural areas: the experience of the
Sough Dakota state employees group, Journal of Rural Health, Val. 13, No. 2, Spring 1997,
p. 145.



more likely to be higher-cost specidty services. Also, because of the absence of capitation and network price
agreements, providers tend to charge higher pricesto patients with indemnity coverage.

This difference in cogt structures can have sgnificant implications for the setting of state contributions and
premium rates when employees have access to managed care and non-managed care options. The state contribution
amount becomes somewhat of a target for carriers. On average, they don't want to set a premium significantly lower
than the state contribution so that they can capture dl of the profit avalable in that contribution, even if it means enriching
the level or quaity of services offered. They dso don't want to set a premium much higher than the state contribution,
because, in the face of large monthly out-of-pocket costs, employees will seek dternate plans. When the indemnity plan
is sdf-insured, thereis often strong palitical pressure to hold premiums to an amount close to the State contribution.

If the state makes a fixed-dollar contribution for all employees, and this amount is close to the average cost of a
managed care plan, then the indemnity carriers will be forced to have sgnificantly higher premiums or lose large amounts
of money. On the other hand, if the fixed- dollar contribution is close to the average cost of an indemnity plan, then
managed care plans will regp large windfal profits. Nether of these Stuations is desirable.

In deciding how to st its contribution policy, a state must consider what it istrying to achieve. As noted above,
contributions for hedth insurance are part of the totd employee compensation package. An equa fixed-dollar
contribution for each employee ddlivers the same addition to tota compensation for dl employees. This may be
intended as an equitable arrangement. The problem is that a fixed-dollar contribution greetly accelerates the pace at
which adverse selection will destabilize the hedlth insurance arrangement when both managed care and indemnity plans
are offered. Various states have used different gpproaches to reduce this effect.

Unequal Contributions. Some states contribute more for plans that cost more, to protect employees from the
extracost. For example, New Jersey contributes $86 per month for its self-insured indemnity plan and $78 per month
for its sdf-insured POS. The problem with contributing more for more expengve plans is that it gives employees an
incentive to choose the most expensive plans, thus raising aggregate Sate costs and removing the incentive for plans to
control costs.

Recent research indicated that companies who contributed more for higher-priced plans, usualy in an attempt to
sugtain a sdf-insured indemnity plan, were found to experience higher growth in premiums than companies who did not.
In effect, these employers “pad more twicg’ by giving the extra contribution and by reversng the incentive for
employees and providers to move to lower-cost coverage.® One way that New Jersey attempted to reduce this effect
was by imposing an employee contribution of $31 per month on the indemnity plan, with zero employee contribution for
the other plan.

In an opposite approach, some states preserve the incentive for employees to move to lower cost plans by
contributing more for them and less for higher-cost plans. For example, Virginia contributes $304 per month for its sdif-
insured POS plan, compared to $205 per month for its saf-insured indemnity plan. While this sets up the incentive for
employees to sdlect the lower-cogt plans, it may raise equity concerns. Employers do not require a higher contribution
for insurance from femae employees, or those who are older or have chronic hedlth conditions. This is seen as

* Hunt, Kelly A., SaraJ. Singer, Jon Gavel, Derek Liston, and Alain C. Enthoven, Paying more twice: when employers subsidize higher-
cost health plans, Health Affairs, Vol 16. No. 6, November/December 1997, p. 150.



inequitable. However, charging more for the indemnity plans, which these individuas are mogt likely to choose, in one
sense, does exactly that. That iswhy it isimportant to consder the reasons indemnity plans are more expensive.

An argument can be made that it is unfair to require employees to pay more for insurance because of factors
mostly beyond their control, such as age, gender and hedth status® It may aso seem unfair to impose higher costs on
employeeswho livein rurd areas that do not meet the conditions for development of managed care. On the other hand,
it may seem unfair to give an extra contribution to those who smply prefer to be unfettered by the restrictions on access
to specidty care faced by those in managed care plans. Also, much of the additional cost for indemnity coverage
actually accrues to providers who charge more to those not covered by network agreements.

In most dates, the state contribution covers most of the cost of single employee coverage. Employee
contributions are relatively low; however, research has shown that employee choices are sengtive to reatively small
differences in out-of-pocket costs.® In this Stuation, the state could impose smdl employee contributions as an
incentive to sdlect chegper plans, then dlocate its contributions in whatever manner achieves the lowest total cost. The
problem with this gpproach is that many employees are till faced with out-of-pocket costs for dependent coverage.
The totd dlocation that is leest cogstly for the state may impose higher costs on some employees for dependent
coverage.

To get around this problem, some sates make sgnificant contributions for dependent, as well as employee
coverage. For example, Arizona, Connecticut, Massachusetts, Oklahoma, Florida, Michigan, Washington, Virginia,
New Jersey, and North Carolina are all among the states that contribute mogt, or al, of the cost of dependent coverage
for a least one of the plans offered. Tennessee pays 80 percent of the employee and dependent cost of its highest
priced plan. This means that employees who choose the higher priced indemnity plans pay 20 percent of the monthly
cost, while those who choose the lower priced HMO plans pay only about 15 percent. Because employees are not
subject to significant out-of-pocket costs from the state’' s management of its insurance options, these states have more
flexibility in solving the problems associated with adverse selection.

However, this solution also raises concerns, both about equity and labor market effects. Hedlth insurance
contributions are one part of the tota compensation package. Labor economists would argue that the amount of
compensation paid any employee should be related to the productivity of that employee in achieving the employer’s
gods. Making an additiond contribution for dependent hedlth insurance coverage, in effect, gives an across-the-board
raise to employees who choose to cover their dependents under a state insurance plan, while denying that raise to those
who either don't have dependents, or who choose to cover them elsewhere.

Unless there is some reason to believe that employees with dependents in a state insurance plan are more
productive than those without, then the contribution for dependent coverage can distort the labor market for state jobs.
By offering a contribution for dependent coverage, the state will attract gpplicants who want dependent coverage and,
al ese equd, will not attract employees without dependents. The state will pay considerably more for its insurance
offerings, and will not necessarily atract the most productive employees. Also, under this arrangement private

¥ Although many make a strong case that individuals do have significant control over their own health status, the tradition has not
been for employers to impose higher insurance contributions on employees with conditions such as cancer or heart disease.

“ Buchmueller, Thomas C., Does a fixed-dollar premium contribution lower spending? Hedth Affairs, Vol.17, No. 6,
November/December 1998, p. 228.



employers are able to shift some of their insurance costs to the state. For example, say a state employee has a spouse
working for a private employer who offers insurance. |If the State pays for dependent coverage, the private employer
can develop an incentive for the spouse to seek coverage as a dependent on the State policy, rather than on the
employer's policy.” These types of problems are a mgjor reason that some large private employers have adopted a
“cafeterid’ style gpproach to benefits. They offer a set contribution for al benefits, then let employees alocate that total
amount among leave time, retirement options, and hedth insurance coverage according to ther individud priorities.
State governments have not generally adopted this approach.

There are severd conclusions from a review of thisissue. Fird is that employees are very responsive to the
incentives that exist in a Sa€'s contribution arrangement.  Second is that the way these incentives are structured can
have profound financia impacts on individual employees, on the competing insurance plans and on the state itsdlf. Third
isthat decisions about contribution arrangements must incorporate both equity and technical considerations that interact
in very complex ways. Thus, the decison cannot be made smply by technicians. 1t must be made by policy makers
who are informed about the technica consegquences of the various options they consder as they seek an arrangement
congdered equitable.

Risk Adjustment. Adverse sdection is not smply a phenomenon that occurs between managed care and
indemnity plans. Any time policyholders can choose amnong more than one plan there is the chance that one of the plans
will get a disproportionate share of policyholders with higher than average cdlams. The plan with the greeter share of
such policyholders will have higher average codts, while the plan with the smaller share will have lower average costs.
This represents a sgnificant incentive for plans to attempt to attract low-cost policyholders and repel high-cost
policyholders. If some plans are successtul in this attempt, they can force the other plans into an adverse selection desth
soird. This creates market ingability and can impose a harsh financid burden on policyholders in the disadvantaged

plan.

The most common toal for minimizing this incentive isto gpply arisk adjustment mechanism, whereby plans with
a less than proportionate share of expensive policyholders pay some of their premiums to the plans with a greater than
proportionate share of expensive policyholders. The state of Washington has been a leader in developing and using a
risk adjusment mechaniam.

The gate of Washington implemented a risk adjustment mechanism in its state employee hedth insurance market in
1988. Initidly, the payment adjustments for plans were caculated on the basis of various demographic characterigtics
of enrollees. These included age, gender, member status, family type, COBRA satus, and retiree status. Recently the
date has begun a phase-in of a*“hedth status-based risk adjustment gpproach which will expand the risk cdculation to
include ameasure of hedlth status based on enrollees’ recent diagnostic experience.” “ The stated policy objectives for
this move are asfollows.

1. “Providing a leve playing fidd via equitable reimbursement. Our interest is in providing reasonable
payment to hedth plans based on the predictable differences in the hedth risk of their enrollees. Risk
adjustment is an approach that increases the sengtivity of hedlth plan payments to the trestment needs,

“! This could be in the form of a negative incentive, such as requiring a significant employee contribution for the private employer’s
plan, or apositive incentive, such as offering a cash payment to the employee for not choosing to enroll in the private employer’ s plan.
“2 Washington Health Care Authority, Annual Report to the Legislature, January 1998, p. 3.



and therefore codts, of enrollees with different risk profiles, without undermining the insurance aspect of
managed care plans.”

2. “Encouraging the management of care, not the management of risk. Risk adjusment is one toadl to
provide an incentive to hedth plans to enroll any individud, regardiess of illness burden. The tool is
particularly geared to provide an incentive to enroll and care for, rather than avoid, individuas who have
achronic illness and who carry a higher than average iliness burden.”

3. “Increasing the accuracy of hedth plan bids. The Washington Hedth Care Authority believes that, in
the long run, reducing uncertainty about the risk profile of a population dlows hedth plans to be more
confident in their bid caculations and therefore lessens their need to ‘guess consarvatively' (i.e,
higher).”

4. *Enhancing the Heath Care Authority’ s opportunity to understand the unique health care needs of its
population and use that information in designing appropriate benefit coverage.”

The key features of the Washington risk adjustment method are the mandatory participation of al plans offered
to the state group, that funds are shifted among plans based on their mix of risks reative to the average for the whole
group, and that the total amount paid by the dtate is not affected by the risk adjustment process. In a smulation of the
mechanism on actud prior year data, about 5 percent of total premium payments were redistributed among plans
because of unequd didribution of risks. Data on actua transfer amounts during the first year of operation have not yet
been published.

Note that risk adjustment is important whether one of the plans is sdf-insured or whether dl of the plans are
fully-funded. Left unaddressed, adverse selection can destabilize the insurance offerings to any group, possibly until only
oneviable carier isleft.

Utilization Review

In order to be able to afford to offer non-managed care options to certain segments of its employee group, a
date must impose some kind of adequate management of cods in those options.  This is particularly true if the non-
managed care plan is sdf-insured. The absence of the provider networks and capitation arrangements does not mean
that the state cannot impose some control on the costs of claims.

Andyss of its employee cdams by officids in Massachusetts showed that employees in the sdf-insured
indemnity plan were charged significantly more for the same procedure requiring the same length of stay in the hospitd
than were employees in amanaged care plan. For example, the claims dataindicated that the state plan was charged an
average of $19,700 for a hip replacement, compared to $7,500 in an HMO, even though the hospita stay was the
same.

* Wilson, Vicki M., Cynthia Smith, Jenny Hamilton, Corolyn Madden, Susan Skillman, Bret Mackay, James Matthisen, and David
Frazzini, Case study: the Washington State Health Care Authority, Inquiry, Val. 35, Summer 1998, p. 178.



The indemnity plan has been paying an average of $18,268 to treat a heart attack while amanaged care
plan pays an average of $8,168 for the same care. The indemnity plan pays 123% more. The
indemnity plan pays an average of $7,277 for maternity services, while other plans pay $4,659 on
average, a difference of 59%.*

State officiads reasoned that, given the large penetration of managed care arrangements, those costs should be
defined as the “reasonable and customary” indicator of the cost of services. Therefore, they specified that their self-
insured indemnity plan would adopt a reimbursement schedule tied to the average payments received from managed
care plans. According to a state officid, this saved the plan over $20 million in one year.”

Data Systems

The one congtant among states that are attempting to gain control of codts in their employee hedth insurance
plans is a focus on developing the ability to monitor and andyze clams data. Severd dates assert ownership of the
clams data of policyholdersin their groups, and require any carriers that provide coverage to agree to submit the clams
data to ate officids. Access to complete and accurate enrollment and claims data is criticd if sate officias want to
offer their employees adequate and equitable insurance coverage at a reasonable cost.

“ Massachusetts Group | nsurance Commission, home web page, accessed and printed on July 15, 1999.
“* Telephone conversation with Helena Rubinstein, Massachusetts Group I nsurance Commission, July 30, 1999.



Adminigration of Sdf-Insured Plans

The issue of who does the enrollment processing, clams-processing and utilization review for a sate salf-insured
plan is actudly fairly smple. The entity(s) that can deliver adequate quality service at the least cost should be chosen.
Mogt states contract with one or more outside firms to complete these tasks, while a few complete the tasks in-house.
For example, the Group Benefits Program of Louisiana uses gpproximatdy 300 state employees to do dl enrollment
and clams processing, audits, and andysis. In Pennsylvania, the Commonwedth and the state employee union jointly
administer the Employees Benefit Trust Fund. In this saf-insured plan, when accumulated reserves exceed three months
of dlams, amoratorium on monthly premium collectionsisindituted until reservesfal back to the target leve.

Three mistakes can be made in the process of sdlecting an adminigtrator. First is sdlecting an adminisirator who
has even the appearance of a conflict of interest in processing the clams data for the state's plan. If competing carriers
are used for this purpose, the question of a conflict of interest will be raised any time difficulties occur, even if they are
entirdly innocent. This issue is compounded for an administrator who also provides medica services to enrollees. A
provider charged with processing its own claims payments would have to continualy deliver error-free auditsto dlay the
perception of sdlf-interest. A more reasonable course would be to choose non-competitors and non-providers as the
plan administrator.

The second serious mistake is to choose the administrator on any criteria other than technical competency and
price. Given the critical importance of accurate clams data in managing the insurance program, technica competency
should be weighted more heavily and evauated more stringently than any other criterion.

The third serious midtake in the process is for date officids to fal to impose adequate oversght on
adminigrators. No maiter who completes the adminigtration of enrollment, claims, and utilization review, Sate officids
should regularly expose dl aspects of their operations to independent audit review and data vaidation, and should
require that problems be corrected when they are found.

Sdf-Insured Versus Fully-Funded Plans

A find point to note is that much of the discusson about the problems created by adverse selection, insufficient
gtate contributions, poor utilization review, and inadequate data analysi's applies whether a state chooses to sdf-insureits
employees or contracts with private insurance carriers for coverage. These problems can cause disruption in the state
employee insurance market for any carrier. A state cannot trade these problems away smply by contracting with a
private carrier, because the carrier will either fail or drop the contract, leaving the state to find aternate coverage under
difficult conditions. Nor will the problems be solved smply by sdf-insuring. States may be able to absorb some losses
associated with a self-insured plan, but when those losses start to mount by the tens of millions, they cannot be ignored.

A decison about whether to sdf-insure or fully-fund any of the plans offered to state employees is not terribly
complex. It should be made on the basis of atechnical assessment of who can provide the desired coverage in the most
cost-efficient manner. The mgor difference between the two approaches is who bears the risk for unexpectedly large
clams. Since some form of reinsurance usualy covers these, the red difference comes down to who can deliver the
best product at the least adminigtrative cost.



The most important, but difficult, decisons involve how to organize a sate employee hedth insurance market
that

is stable and has adequate protections againgt adverse selection
attracts productive employees
is efficient and provides accountability in the use of tax dollars
equitably baances the needs of urban and rural employees
equitably balances the cogts of employees who have few medica expenses and those who have many
equitably balances the preferences of employees who would choose the fee structure of a managed care plan and
those who would choose fewer redtrictions on access to medical services.

If these conditions are met, the program will be a success whether it is self-insured or fully-insured. If these
conditions are not met, employees will face continuing disruption in their hedth insurance coverage, and policymakers
will face continuing controversy.



Section I11; Conclusons and Recommendations

The Program Review and Investigations Committee ingtructed staff to evaluate the reasons for the demise of
Kentucky Kare and to assess the feasibility of the Commonwedth’s establishing another sdf-insured plan to provide
hedlth insurance to state employees and retirees. This section presents the conclusions regarding these issues and offers
recommendations intended to improve the stability and equity of the market for state employee hedth insurance,

Conclusions

Kentucky Kare failed because of the adverse selection created when it offered a state-wide indemnity
plan that competed against regional managed care plans. The problems created by this adverse
selection were greatly exacerbated by artificial limits on premiums and insufficient utilization
management. A complete absence of reliable data about enrollments, premium receipts and incurred
claims made adequate response to these problems all but impossible. Adverse selection occurs when one of
two or more insurance plans offered to a group attracts a disproportionate share of policyholders with higher than
average clams. Evidence exigts that Kentucky Kare was faced with rgpidly declining totad enrollment and was
retaining policyholders who were older and had higher average claims than the policyholders it was losing. Policy
decisons to redrict premium increases added to the plan’s financid problems. Insufficient utilization management,
which dlowed 70 percent of hospital admissons to occur through the emergency room, caused clams losses to
mount much more quickly. Enrollment, premium and clams data was ether unavailable or completely unrdiable, to
an extent that managers did not know how many policyholders they had, what their total premium receipts were, nor
what their claims cogs were.

The problems experienced by Kentucky Kare were larger in magnitude, but smilar in nature, to those
which caused Blue Cross & Blue Shidd to suddenly withdraw its Key Care indemnity plan for state
employeesin 1987. Blue Cross & Blue Shidd gave a 30-day notice that it was cancding its indemnity plan with
the state group for the second year of a two-year contract. The officid reason given for the termination was late
premium payments by the Department of Education. However, the cancellation notice came immediatdly after state
officids refused to agree to a 16 percent increase in premiums.  An independent audit commissioned by the
Department of Insurance indicated the plan had lost nearly $50 million in the previous three years, and that the rate
of losseswasincreasing. Shortly before these |osses began to accrue, the Department of Personnd had opened the
state employee market to over a dozen competing HMO plans. Also, a the time of the crisis, state officials raised
serious concerns about inadequate premiums and insufficient data on which to make decisons.

That such smilar problems occurred in both a fully-funded plan and a sdf-insured plan, and over a
sgnificant period of time, indicates that the Commonwealth has a structural instability in its state
employee health insurance market that must be addressed. The ingability in the market primarily comes from
these circumgtances.  the Commonwedth attempts to seek equity by setting a sngle state-wide contribution and
benefit policy, when employees are distributed into (at least) two digtinct hedth insurance markets — an urban
market, with significant managed care penetration, and a rura market, with little managed care penetration. Even
within the urban market some policyholders, particularly those with chronic hedlth conditions, prefer to chose hedth
plans with fewer restrictions on accessto care. There is sgnificant pressure on al plans offered to the state group to
bid a premium somewhere close to the state contribution. |If that contribution is set closer to the average costs of a



managed care plan, the non-managed care plans will lose large amounts of money. If that contribution is set closer
to the costs of a non-managed care plan, then the managed care plans will regp windfdl profits.

Thereislittle expectation that penetration of managed careinto rural areas will increase significantly in
the foreseeable future. This means that state officials must devise methods to ensure equitable
treatment of employees in each of the different markets. Managed care penetration into an area is more
likely when

physicians are organized into group practices

there is competition among hospitas

hospital occupancy rates are low

the ared s population has a high proportion of college graduates
there are many large non-governmenta employers.

These conditions are largely out of the control of Sate officids. Neither of the governmenta managed care inititives, in
Medicaid and Medicare, has yet been implemented in rural Kentucky, so they are not expected to change the current
gtuation soon.

Employees, retirees, and insurance carriers respond to the incentives that exist in the structure of the
health insurance program. How the incentives are designed can have a significant financial impact on
individual policyholders, insurance carriers, and the state itself. Policy makers will be under pressure to
develop a gate contribution policy that is perceived to be fair and equitable to both taxpayers and employees.
However, the contribution policy must aso promote stability, rather than ingtability, in the multiple markets for Sate
employee hedth insurance. Decisions about this policy must take into consideration a technical assessment of the
likely effects of the policy on the operation of these markets.

Risk adjustment is a valuable tool for addressing the problem of adver se selection among plans. A risk
adjustment mechanism takes some premium income from plans that attract fewer than the average number of higher-
cost policyholders and redlocates it to plans that atract more than the average number. A successful risk
adjustment mechanism reduces the incentive for plans to make money by avoiding policyholders with chronic hedlth
conditions. This adjusment helps to stabilize the market for dl carriers. However, the task of congtructing and
implementing an adequate risk adjusment mechaniam is technicaly complex and will require sgnificant time and
expertise.

Compared to those of other states, Kentucky’s premium contribution per employee is low. Data was
obtained that showed the total gppropriation for health insurance premiums for employees of state agencies in every
date in FY 1997. This was divided to get a monthly per-employee appropriation in each state. The tota amount
gppropriated for health insurance was aso divided by the tota state budget to get the share of the tota budget
devoted to thisuse. Kentucky had the 7" lowest monthly per-employee appropriation for hedlth insurance, and the
2" Jowest share of the total budget devoted to this use. Since the state as a whole had the 23 lowest per capita
hedth expenditures, it is not likely that average lower cost or lower utilization of medicd services in the Sate
accounts for these results.



In the future, it should be entirely feasible for the Commonwealth to establish a sdlf-insured plan.
However, this step alone will not solve the structural problems that exist in the markets for state
employee health insurance. Thirty-four Sates operate sdf-insured plans. Most of these are for plans with fewer
managed care features than a traditiond HMO. These plans insure about 43 percent of the employee groups
insured by al state governments. Whether this will be a preferred gpproach for Kentucky primarily reduces to the
question of who can administer the program most chegply. Neither afully-funded plan nor a sdf-funded plan will be
able to long absorb the losses if the problems of adverse sdlection, utilization management, insufficient premiums,
and poor accessto reliable claims data are not adequately addressed.

We do not currently have adequate data to allow state officials to make rdiable decisions about how to
best change the structure of the state employee health insurance market. Rdiable decisons about the
best ways to structure the program to provide hedlth insurance to state employees and retirees depends critically on
access to vaid and complete enrollment and clams data.  Decisions about how to change the market should
depend on a good understanding of the ways employees and retirees sort themsalves among the various plans they
are offered, and the patterns of costs they incur as they seek covered medical care. Datafor those purposes is not
currently available.

Recommendations
Based on the above conclusions, the following recommendations are offered.

Recommendation 1. The gate should assert ownership of all the enrollment and claims data for the
policyholdersin the state group. As noted in the conclusions, this data is criticd in any effort by state policymakers
to efficiently and equitably manage the hedth insurance options provided to state employees and retirees. As a
condition of offering a plan to this group, insurance cariers should be required to provide complete and detailed
enrollment and daims data on atimely basis.

Two points should be made. Firgt, it is not necessary to impose uniform data systems or formats on al carriers.
Competent data anadysts should be able to take individud-level clams data from various sources and make the
adjustments necessary to combine them into a usable master data set. However, it is important that al carriers be
required to report comparable types of data that are unique to the state group. For example, an inability to separate
pharmacy codts for state-group policyholders from those in other books of business, or an inability to incorporate
incurred-but-not-reported claims as part of the tota reported for any period, should be considered unacceptable.

Second, concerns about confidentidity of the medica clams data for individua employees are not difficult to
address. It should be afairly direct procedure to develop a unique identifier for each claimant thet is stripped of any
information that would dlow andysts to determine his or her identity, but dill dlow andyss of dams on the bass of
factors such as age, gender, and location. Encryption technology can be used to provide a secure ability to link the
anonymous data back to particular individuas for the purposes of data vaidation or other legitimate needs that arise.

Recommendation 2: Immediate priority should be given to two paralld efforts that will improve the
Commonwealth’s ability to manageits state employee health insurance options. The first effort should target an



improvement in data handling and analysi's capabilities, and the second effort should target creetion of a group charged
with making the difficult policy choicesin badancing questions of equity and cod.

Recommendation 2A: The Commonwealth should invest adequate resources in the
development of sufficient technical capabilities to monitor and analyze state employee health
insurance data. It will take some time to develop a working system for the collection, vadidation, and
andyss of enrollment and clams data for the whole state group. However, that capability is consdered
necessary to provide policymakers with the data they need to make informed decisons. Development
of this cgpability should begin immediately and be given atop priority.

One of the continuing failures of both Kentucky Kare and the Hedth Purchasng Alliance was the
inability to adequately oversee the operations of ther third party adminigtrators, due to a lack of staff
resources and expertise. Therefore, even if the Commonwealth chooses to hire outside contractors to
do the bulk of the required data analyss, sufficient technica capabilities and staff resources should be
maintained in-house to provide independent verification and oversght of results submitted by
contractors.

Recommendation 2B: A board should be established to make the complex policy decisons
pertaining to the provision of health insurance to state employees and retirees. Suggested
membership of the board includes:

Secretary of the Finance and Adminidration Cabinet

Secretary of the Personnel Cabinet

State Budget Director

Auditor of Public Accounts (Ex-Officio)*

Commissioner of Insurance (Ex-Officio)

Representative for active employees of state agencies and boards of education
Representative for retired employees of state agencies and boards of education.

The board should reconsder the manner in which the state contribution is set, should evauate the
posshility of incorporating an improved risk adjustment mechanism into the process, and should
determine whether another sdf-insured plan ought to be established. The dternatives considered for
each of these decisions will have different effects on various groups of policyholders, insurance carriers,
and taxpayers. Determining what is an equitable digribution of costs and benefits is a matter for
policymakers. However, decisons on these matters should be informed by sound technical information
about the likely market consequences of esch dternative.  Therefore, if this recommendation is
implemented, it is dso recommended that the policy-making board be supported by a dtaff with
expertise in employee benefit design, analyss of hedth insurance markets, estimation of actuarid risk,

“ There may be a concern about a possible conflict of interest in having the Auditor of Public Accounts serve, even as an ex-officio
member, of a board that makes policy decisions for an entity that he or she may later have to audit. However, the long history of this
office in raising repeated warnings about problems with both Kentucky Kare and the Health Purchasing Alliance, indicates that the
Auditor could play avaluable role in designing a successful and accountable program. |f the possible conflict is considered a serious
problem, an outside auditor could be used to compl ete any required independent audits.



prudent financid management, and appropriate accounting protocols. Even if outside contractors are
hired to do mgor components of the required technical andyss, the board should have a regular staff
who are familiar enough with the technica details to provide independent clarification and verification of
technical conclusons.

Recommendation 3: The General Assembly should expand its oversight of the management of the
state employee health insurance program. In particular, the General Assembly should require regular and
detailed reporting on the distribution of enrollment, and claims, and on the financial stability of the program.
There are two reasons for this recommendation. First, when there were problems in the program in the past, members
of the Generd Assembly were in a pogtion of having to conduct policy ddiberations and respond to congtituent
concerns without adequate information on program operations. Regular reporting would  reduce the chance that
legidators will remain uninformed of problems until a crisis develops, and may dlow them to require earlier corrective
action. Second, the exigtence of a requirement for regular and detailed reporting of information to the Generd
Assembly will necessitate the crestion and maintenance of the critical data systems specified in Recommendation 2A. A
regular reporting requirement will reduce the likelihood that commitment to the effort would wane.

Recommendation 4: Entitiesthat provide either health insurance productsor covered medical services
to the state group should not be selected as administrators or contractors for the program, unless thereis
some overriding reason for an exception. There is no reason to believe that contractors and administrators with no
connection to the program would necessarily provide higher quaity service than those who do have a connection to the
program. No matter who manages them, complicated information processing systems rarely run perfectly. Problems
often develop, usudly because of the complexity of the system and because of a nationwide shortage of skilled
personnd to maintain such sysems. However, if the administrator has even an indirect financid interest in the operation
of the program, it is difficult to alay the suspicion that, when problems occur, they were somehow intentiond.

Recommendation 5: The 2000 General Assembly should not expect to solve the structural problemsin
the state employee health insurance program during the upcoming Regular Session, but should understand
that along-term commitment to developing a solution isneeded. It will take consderable time and effort to fully
asess the current status of the program, much less evauate the impact of mgjor changes. Given current dissatisfaction
with ther hedth insurance options on the part of many members of the state group, policymakers may be under
sgnificant pressure to make mgor changes during the 2000 Session of the Generd Assembly. Unfortunately, there are
no quick or chegp solutions to the problems facing the state employee hedlth insurance program. The lack of data and
the need for a thorough evauation of options will make it difficult for the 2000 Generd Assembly to develop a long-
term solution. It is entirely reasonable to adopt short-term measures to temporarily address some of the more pressing
financid and equity concerns. However, unless policymakers make a long-term commitment to resolving the underlying
gructurd problems, they will be faced with periodic variations of the crises caused by the withdrawa of Key Care and
the demise of Kentucky Kare. Band-aids won't cure a patient in need of mgjor surgery.
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APPENDIX B

Summary of Independent Auditor Reports on the Operation of Kentucky Kare

Statewide Single Audits

Statewide single audits dating from 1990 through 1997 have reported problems with interna
controls and lack of overdght of the Kentucky Kare Plan. The Auditor of Public Accounts (APA)
performs a daewide sngle audit of the Commonwedth annudly in conformance with generaly
accepted government auditing standards and the Single Audit Act of 1984. The Kentucky Kare Plan is
part of the statewide effort. Each year the APA report contained financial statements and an opinion of
the Kentucky Kare Plan. The supplementa report aso contained reports on the internal control
Sructure and compliance with laws and regulations.

FY 1990

In 1990, the Kentucky Kare Plan was operated by Department of Personnel and the ICH
Corporation, an outside contractor. As the third party administrator, the ICH Corporation was
respongble for mantaining digibility files, issuing bills for premium payments, processng dam
payments, producing accounting reports and actuarial data and reconciling bank accounts. The
Department of Personnd performed adminidtrative duties, including receiving and depositing premium
receipts, investing plan funds and reconciling bank statements.

In the 1990 single audit, the APA noted severd weskness in the internal accounting control over
the recapt of premiums. Accounting reports by ICH Corporation were not reconciled to bank
gatements and sufficient follow-up was not performed by the third party adminigtrator to determine
whether claims errors detected in the review process had been corrected.

FY 1991

The 1991 single audit reported continued problems with the internd control structure for the
Kentucky Kare Plan. The APA reported insufficient accounting procedures pertaining to the financia
and membership data. Claims payments were processed inaccurately, and duplicate payment controls
overidden. The APA dso reported that payments were made to indigible participants and
recommended an accountant be made responsible for implementing proper accounting procedures over
the financiad and membership data  The procedures at a minimum should have included preparing a
monthly trial balance and generd ledger from which to prepare the financid statements; developing and
documenting a comprehensive understanding of the plan’'s internd control structure, both in  the
department and & the third paty adminisrator; establishing standards for documentation; and
reconciling membership data.
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The APA adso recommended that procedures regarding claims payments be improved. During
the review of the claims processing system at ICH, the APA noted three areas where errors occurred at
a rate requiring management's atention. Errors in the first instance (incorrect calculations) were made
by benefit andysts and involved incorrectly applying a participating hospital discount, incorrectly totaing
a hill, faling to rgect an emergency room deductible, and trangposing numbers.  Payment and/ or
discount for 4 of the 59 tested claims were incorrectly caculated. Errors in the second area (duplicate
payments) were made by benefit andyss after examining computer edits for possble duplicate
payments. They overrode the computer edit messages and dlowed the payments, when further
examination would have reveded the duplicate payment. The third area dedt with errors resulting from
the Depatment of Personnel not submitting termination and change information for the nondate
participantsto ICH in atimey manner.

FY 1992

The Department of Personnel and three third-party administrators operated the Kentucky Kare
Planin 1992. The ICH Corporation was responsble for maintaining digibility files, processng medica
benefit clam payments, producing accounting reports and actuarid data and reconciling bank accounts.
ACMG Incorporated was responsible for processng dental benefit clams payments and producing
accounting reports. Hedthcare Review Corporation (HRC) was responsible for pre-admission review
and weekly reports of gpprovals.

The 1992 single audit again reported weaknesses involving the internd control structure for the
Kentucky Kare Plan. The APA reported that claims processed by the third-party administrator, the
ICH Corporation, reveded severd payments that were either paid after the uninsured cancellation date
or pad for a dependent when the insured had single coverage. Additiondly, the APA noted three
clams payments, from a sample of 80 possible duplicate payments, that were paid twice. The report
went on to state that the duplicate payment errors resulted from the benefit andyst’s ability to override
the computer's detection and rejection of a duplicate payment. The APA recommended the
Department of Personnd inform the third-party adminisirator of insurance changes within a month of the
quaifying event. Also recommended was the possibility of ICH reviewing the daims higory file when
inputting coverage changes for dependents, to ensure previoudy paid clams on the dependents were
actudly digible when paid. Findly, the APA recommended that the Depatment of Personnd
emphasize to the third-party administrator, ICH, the need for benefit andysts to thoroughly check the
medica higory of aclam to ensure clams paid are not duplicated before overriding the system.

The APA noted that Kentucky Kare had not developed an accounting system, as
recommended in the previous single audit for 1991. The APA noted that improvements in procedures
over clams payments had been partidly resolved since the 1991 audit, and the qudity control follow-up
on corrective action for overpayments had not been completely resolved.



FY 1993

In 1993, the Kentucky Kare Plan was operated by the Department of Personnel and the three
third-party adminigtrators identified in the 1992 sngle audit. The APA again identified problems with
the accounting syssem. The APA indicated the Department of Personnel had not established a system
to accumulate and control accounting and membership data relative to dl facets of the Kentucky Kare
Plan. The report indicated there was no centralized system for setting standards for financia records, or
for accumulating, safeguarding, monitoring, and recording financid and membership information.
Financia and membership data was accumulated by numerous sources within the Department and by
third-party administrators. It was then given to an independent contractor who compiled the financia
datements. The APA reported that by not having accounting and membership records, management
could be without ready access to information necessary for decison making and accurate financia
reporting. The APA recommended, asit had in previous years, that accounting information be centraly
correlated through an individua knowledgesable about and responsible for the overal accounting control
of the plan. The APA further recommended a staff accountant be made responsible for implementing
proper accounting procedures over the financial and membership data of the Kentucky Kare Plan.
Responghilities & minimum should have included ensuring the accuracy of recorded receipts and
expenses, maintaining a generd ledger from which financid statements could be prepared, preparing a
monthly trid balance and reconciling membership data between the state and dl third-party
adminigtrators.

The APA noted severad recommendations involving the qudity control review & the third-party
adminigtrator, ICH. In the department response, it was indicated that the third-party administrator
contract would be re-bid to be effective for the plan year beginning January 1, 1995.

FY 1994

The statewide single audit for 1994 continued to cite problems appearing in previous years.
The plan continued to operate by the Personnd Cabinet and three third-party administrators, ICH,
ACMG and Hesdlthcare Review Corporation.

The APA noted deficiencies in the operation of the interna control structure that could have
adversdy affected the ability to record, process, summarize and report financia data consigtently with
the assertions of management in the basic financid satements.  The reportable conditions noted that
accounting procedures over financid and membership records were insufficient and controls over
premium recei pts were not adequate to ensure that al premiums due were collected and deposited.

Additiondly the APA noted the monthly membership totals used by the third-party
adminigrators to cdculate their retention fees did not agree.  The Division of Benefit Adminigtration did
not monitor this activity or reconcile the membership numbers used by each third-party administrator to
caculate retention to verify the appropriateness of the amounts drawn. The APA aso reported the



Cabinet did not monitor their third party administrator’s procedures for recouping overpayments. No
reports were issued from the ICH Corporation showing the status of the overpayments.

The APA reported that during FY 94, ICH Corporation did not require al hospital bills of
$10,000 or more to be audited by a registered nurse or qudified professiond, as required by ther
contract. Their most current procedures, for admission dates after January 1, 1993, were to require an
audit only when the total ancillary charges (dl charges except room and board) exceeded $10,000,
except for specified hospitds, for which audits were performed only when the hospitd hills tota
ancillary charges exceeded $20,000. Although Cabinet officids were able to provide documentation
showing approva to peform an audit only when ancillary charges exceeded $15,000, no one in the
Cabinet could provide documentation authorizing the raise to $20,000 or to change the audit
requirement. Additiondly, the single audit reveded that from data obtained from the Claims History
File, only .8% of total clams paid during FY 94 was recovered by the ICH Corporation through the
coordination of benefits, athough the contract stated the contractor must provide coordinaion of
benefits recovery that guarantees the Commonwedlth will exceed the nationd average. A minimum of
3% of tota claims paid should have been recovered.

The APA dated there was no evidence for either of the above instances that a change order
was executed to officidly amend the origina contract requirements. As aresult, ICH wasin violation of
their contract with the Commonwedth. Additiondly, the Cabinet dlowed the noncompliance to
continue.

The single audit noted that prior audit comments for the previous year had been partialy
resolved, with the exception of the accounting system and certain internal control procedures.

FY 1995

The single audit for 1995 reported responsbilities for operation of the Kentucky Kare Plan did
not change from the previous year. Executive Order 93-182 gave the respongbility for administering
the state employee hedlth insurance program to the newly crested Division of Benefit Adminigiration.

The APA again recommended that an accounting system should have been developed to
provide control over Kentucky Kare transactions. The report indicated the monthly membership totas
used by the third-party adminigtrators did not agree. The report stated without proper monitoring of
third-party adminigtrator activity, the possbility of errors being made and going undetected greatly
increases. Once again the APA noted there had been no resolve on this issue from previous audits and
that it remained unresolved a the time of the report. Additiondly, the APA recommended the
monitoring of third-party administrators should be increased. The audit indicated the Personnel Cabinet
did not monitor their third-party administrator, ICH, during FY 94 for procedures for recouping
overpayments. No reports were issued to the department from ICH showing the status of the
overpayments. The APA went on to recommend the department require the third-party administrator
to issue reports detailing al overpayments and show the status of the recoupment process. The report
adso recommended the Cabinet establish a written policy concerning the dollar amount of



over/underpayments that the third-party administrator would be required to take appropriate steps to
resolve. The report indicated that the third-party administrator (ICH) did not require al hospitd bills of
$10,000 or more be audited by a registered nurse or qudified professona, as required by ther
contract. The APA recommended the Department monitor third party-administrators to ensure
compliance with contractua requirements.  The cabinet, in their response to this recommendation,
indicated as of January 1, 1995, the Cabinet had contracted with Humana Hedth Plans as the third-
party administrator.

On January 1, 1995 the Personnel Cabinet changed third-party administrators from the ICH
Corporation to the Humana Corporation. ACMG Incorporated and Healthcare Review Corporation
continued their contractud relationship with the Personnd Cabinet.

The 1995 single audit listed as a reportable condition that the Divison of Benefit Adminigration
did not adequately monitor the expenditures made by the third-party adminigtrator. The materid
conditions noted were: controls over premium receipts were not adequate to ensure that dl premiums
due were collected; accounting procedures over financia and membership records were insufficient; and
the Cabinet did not obtain assurance that generd and application computer controls were operating
properly, as verified through an independent audit.

The audit reported that Kentucky Kar€'s receipt function lacked proper segregation of duties.
Eight types of receipts were processed for Kentucky Kare. Rather than assgning duties, so that a
specific employee performed certain functions for al types of receipts, thereby establishing a check and
balance system, duties were assigned by receipt type. The same individuad performed every step of the
process for each type of receipt, except in some instances, data entry. The report went on to state that
without the proper segregation of duties, the potentid for mistakes and fraud to occur and go
undetected increases sgnificantly.

The report indicated that bank reconciliation did not include procedures to reconcile the balance
per checkbook and the balance per Kentucky Kare's deposit listing to the balance per bank account.
Comparing deposit dips retained by the agency to bank statements was the only procedure performed.
That procedure was not performed by someone independent of the receipt and check writing functions.
Asareault of the interna control weakness, the report noted a net difference of $167,329 between the
total depodits per books and the deposit per bank. The APA sated that without a reconciliation
between the checkbook and the bank statement, it was impossible for management to ensure thet al
receipts were deposited.

In the agency response, Kentucky Kare indicated an accountant had been hired on November
1, 1995. The accountant was to review information received by the third-party administrator and
reconcile information to the bank accounts.

The report indicated the Divison of Benefit Adminisration did not monitor the expenditures
made by ther third party administrators. The third-party adminigtrators withdrew funds from the
Kentucky Kare accounts to pay pharmacy fees, adminidtrative expenses, utilization, subrogeation, and



other expenses. The Cabinet did not monitor these withdrawals to ensure the payments were legitimate
or for the proper amount. The lack of monitoring led to the following exceptions, according to the APA
report:

Humana assumed the role as third-party adminisirator effective January 1, 1995. Part of the new
contract provided that dental fees that were in the past paid directly to ACMG would now be
included as part of Humana's monthly charge. However, from January until they were notified in
August, a separate withdrawa was made for the ACMG fees. This resulted in an overpayment of
dental fees of $138,718. According to the APA, the Divison of Benefit Adminigtration was
unaware thet this overpayment had occurred.

In April, Humana submitted a checking account debit draft for $124,735. No one in the Division of
Benefit Adminigtration was aware that the withdrawa had occurred or for what purpose.

The APA recomputed the utilization review retention fees based on monthly membership. The APA
computations determined this fee should have been $484,441; yet according to bank statements
and third-party administrator records, the actua amount drawn was $612,356.

Humana provided the APA with a monthly breakdown of fees which should have been paid from
the benefit account. For June their computation of fees owed was $497,723: yet $499,364 was
withdrawn for the account.

Humana and ACMG reconciled the Kentucky Kare bank accounts through which the hedth and
dentd benefits are paid. The Personnd Cabinet did not review or perform these reconciliations.
Allowing third-paty adminisrators to reconcile accounts without monitoring could result in
€rroneous payments being made without detection.

The bank statement was not reviewed to ensure bank administration fees were properly charged. A
review by a Personne Cabinet employee in December 1995 indicated the bank had overcharged
Kentucky Kare by $20,753.

The report stated failure to adequately monitor the expenditures by the third-party administrator
has resulted in duplicate and overpayments and expenditures for which no one knew the cause or
reason. Thislack of monitoring increased the possibility of errors being made and going undetected.

In response to the APA audit, Humana submitted a check to Kentucky Kare for the $138,718
mentioned above on September 25, 1995. The Cabinet also contended the $124,915 was for clams
kicked out of the system and had to be processed manudly. The APA dated that even though the
$124,915 was an dlowable expense, the fact remained that no one was monitoring or verifying
withdrawals by the third-party adminigtrator.

FY 199
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The statewide single audit for 1996 identified smilar problems that were reported in previous
years. The plan continued to operate by the Personnel Cabinet and three third-party adminigtrators,
Humana, ACMG and Hedlth Review Corporation.

The APA recommended the Divison of Benefit Adminigtration develop procedures to verify
payments made by the third-party administrators, and for overpayments to obtain refunds plus interest.
Additiondly, the APA recommended the Cabinet require the third-party administrator to obtan
independent verification of the computerized clams processng system, in accordance with the
Statements on Auditing Standards, section AU 324. The audit further recommended the Cabinet
incorporate this into the third-party administrator contract.

In response to the recommendation of severd previous single audits that the interna controls
over receipts and invesments be strengthened, the Cabinet hired an accountant who monitored
investments and, as a result of the Kentucky Hedth Care Reform Act, the responsbility for billing and
collecting premiums was transferred to the Kentucky Hedth Purchasing Alliance effective January 1,
1996.

FY 1997

On January 31, 1997, the Kentucky Kare Plan was renamed the Kentucky Kare Health
Insurance Fund and transferred from the Personnel Cabinet to the newly created Kentucky Kare Hedth
Insurance Authority, adminigratively attached to the Finance and Adminigration Cabinet by executive
order 97-146. The Kentucky Kare Hedth Insurance Authority was operated by four third-party
adminigrators. Three had been mentioned in the previous audit, with Medco Review being added.
Medco Review was responsible for performing hospitd audits on behdf of the Kentucky Hedth
Insurance Authority.

The single audit identified premium receipts that were not adequate to ensure dl premiums due
were collected and deposited. The APA recommended Authority personnd develop and implement
written procedures to track or monitor the premiums collected by the third-party administrator for the
Alliance. The audit report further recommended a reconciliation be performed on the premiums to be
collected by the third-party administrator, Plansource, with the actua deposits made by the third-party
adminigrator, and the reconciliation and al supporting documentation retained by Authority personnd.
The report further recommended the Authority implement adequate accounting controls relating to the
financid and membership data. The APA noted during the course of their audit that controls were not
adequate to ensure clam payments were made to digible enrollees. Data from the clams processing
third-party adminigtrator were not being updated in atimedy fashion.

The APA dso noted that 974 outstanding health claims checks written in prior years (FY 95 and
96) were neither written off nor voided by the agency, as well as 84 outstanding denta claims checks
written in prior years (FY 94, 95 and 96). The APA recommended the Authority personnd instruct
ther third-party adminigtrator to write off any outstanding liabilities older than one year or the operating



cycle, whichever is longer. At the time these checks were written, the funds to cover them were
deposited into the checking account by Humana/lK entucky Kare.

Report on Claims Audit of Humana, Inc. by Coopers & Lybrand

In June 1998, Coopers & Lybrand (C&L) issued its fina report on the clams audit of Humana
The report represented the results of a review of the Kentucky Kare Plan administered by Humana on
behdf of the Kentucky Kare Health Insurance Authority. The key objectives of the review were:

To measure the accuracy of medica clams processing during the period of March 1, 1997 to

February 28, 1998;

To measure the accuracy of processing and to assess the qudity of medicad case management

during the aforementioned period for high dollar claims (payments over $100,000); and,

To evduate certan controls in place over the cdams processng operation, including medica

management.

The extrapolated results indicated Humana was processng clams within acceptable industry
dandards, although C&L indicated there was room for improvement. Coopers & Lybrand used
examples of errors resulting from reimbursement of charges for blood products, a service which is
excluded by the contract, as indicators of room for improvement. The report indicated these errors
were attributable to processors and suggested that additiond training and quality review procedures
possibly would be warranted. The report indicated some errors arose from the incorrect gpplication of
facility discounts and appeared to be attributable to the incorrect discount amount being loaded to the
system. The report indicated a grester concern for errors which may have resulted from failure of the
cdams sysem. Humana officias had no ready explanation for the errors; it could not be stated whether
such errors were caused by the processor or system malfunction.

Specific areas of concern related to the administration of Kentucky Kare were to determine the
datus of the tiered facility discount project, enrollment report problems, unbundling issues, and the
overal medica management process. Coopers & Lybrand provided brief summaries of each area:

Tiered Discounts — Prior to the C&L on-Ste review, Kentucky Kare was informed by Humana
that tiered facility discounts had not been agpplied. When questioned by C& L representatives as to why
the discounts had not been applied, Humana could not explain why this issue was not addressed for the
past two years. However, they were very close to completing the evauation of discount arrangements
and estimated that Kentucky Kare is entitled to gpproximately $500,000 in retroactive tiered discounts.
Humana has begun recouping these amounts through a remit “deduct” arrangement againgt future
charges. Coopers & Lybrand acknowledged that it was not known how long it would take to recoup
these funds or if interest would be factored into the recovery amount calculation. Coopers & Lybrand
dated it was evident that consideration had not been given to thisissue.
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Enrollment Reports—In anticipation of assuming billing and digibility responghilities from United
Chambers, Humana made changes to the Kentucky Kare group structure. The changes made it difficult
to identify previoudy identifiable groups. Humana continued to work at resolving this problem and was
hesitant to release enrollment reportsin the current format.

Unbundling — Humana utilized a vendor software package that identified unbundling and other
issues (eg., upcoding) from a standpoint of certain provider service codes. However, C&L
recommended that Humana determine whether the vendor offers various products that were capable of
assessing awider range of services or supplies that may be hilled. If so, Humana was to ensure that it
was utilizing the package that was most aggressive in identifying unbundling and upcoding. Coopers &
Lybrand stated the software did not appear to be capable of identifying unbundling of supplies that do
not have CPT codes. The report indicated that certain services or supplies not included in the HIAA
database were determined to be sgnificantly in excess of the usud cost of such items (e.g., such surgica
supplies as cotton swabs were vaued a approximately $4,000).

Medical Management — Numerous concerns existed about the entire process, including a
percaved lack of proactive involvement; concurrent review; and coordination between the utilization
review case management areas. In addition to the concerns about the vendor, a complete eectronic
link did not exist between Humana and the vendor. This Stuation required most documentation to be
conveyed by paper or phone, thus exposing the process to lost documents or misinterpretation,
according to the audit.

The report concluded by gtating that Humana unwittingly contributed to the medica management
problems identified during the audit and the plan design lent itsdlf to cogt shifting that was only partidly
controlled by the use of U &C limitations and system logic designed to identify ingppropriate billing or
practice patterns. Cogt shifting arose from the fact that the plans contained few managed care features
that could control overall cost. The report suggested that to the extent possible, Kentucky Kare should
consder indtituting additiona cost control mechanisms in the plans design, such as a PPO component.



