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I ERISA 

I. 	 BACKGROUND 

II. 	 THE PROBLEM 

A. 	 INSURANCE REFORMS CANNOT BE EXTENDED TO SELF-INSURED 
PLANS 

B. 	 ENROLLEES IN MEWAS ARE INSUFFICIENTLY PROTECTED 

C. 	 ERISA AS A POTENTIAL ROADBLOCK TO REFORM 

D. 	 REMEDIES MAY BE INSUFFICIENT 

III. 	 THE PROBLEM WIlli THE PROBLEM: INTEREST GROUP POLITICS 

IV.. 	 POSSIBLE OPTIONS 

OPTION 1: 	 To continue the present structure of having federal and state regulation. 
of health insurance bought from insurance companies and only federal 
regulation of self-insured employment-based health plans . 

. POSSIBLE INITIATIVES 

RETAIN CURRENT ERISA PREEMPTION: STATUS QUO 



OPTION 2: 	 To apply minimum federal insurance reforms to all health plans with 
options for additional state regulation. 
(NOTE: Administration-wide staff agieement on this matter -- as was 
the case in almost every bill last year; no consensus on appropriate state 
role beyond minimum standards, however.) .! 

POSSIBLE INITIATIVES 

A. 	 APPLY HEALTH INSURANCE REFORMS THROUGH· 
FEDERAL REQUIREMENTS FOR ALL HEALTH 
INSURANCE PLANS, INCLUDING SELF-INSURED PLANS. 
STATES WOULD NOT BE PERMITTED TO IMPOSE 
ADDITIONAL REGULATIONS ON ANY PLANS. 

R 	 APPLY HEALTH INSURANCE REFORMS THROUGH 
FEDERAL REQUIREMENTS FOR ALL HEALTH 
INSURANCE PLANS, INCLUDING SELF-INSURED PLANS. 
STATES WOULD BE PERMITTED TO IMPOSE 
ADDITIONAL REGULATIONS ON FULLY-INSURED 
PLANS. 

C. 	 APPLY MINIMUM FEDERAL HEALTH INSURANCE 
REFORM TO ALL HEALTH PLANS, INCLUDING SELF- . 
INSURED PLANS. STATES WOULD BE PERMITTED TO 
IMPOSE ADDITIONAL REGULATIONS ON PLANS BELOW 
A CERTAIN THRESHOLD NUMBER OF EMPLOYEES (Le., 
5000, 1000, 500, etc.) 

D. 	 APPLY FEDERAL INSURANCE REFORMS AND REQUIRE 
STATES TO REQUEST WAIVERS TO IMPOSE FURTHER 
REQUIREMENTS ON PLANS BELOW THE THRESHOLD 
NUMBER 

OPTION 3: 	 To facilitate state and federal enforcement of existing regulations of 
MEWAs. 

POSSIBLE INITIATIVES 

CLARIFY EXISTING LAW AND, IN ADDITION, REQUIRE 
MEWAS TO 	FILE COPIES OF THEIR STATE LICENSES WITH 
THE DEPARTMENT OF LABOR (NOTE: Administration-wide staff 
agreement on this compromise initiative). 



OPTION 4: 	 To allow states to implement their own health care reforms by 
promoting express legislative waivers of ERISA preemption. 

POSSIBLE INITIATIVES 

A. 	 RETAIN CURRENT ERISA PREEMPTION WITH A LIMITED 
EXCEPTION FOR STATE lAWS ON COST CONTAINMENT 

B. 	 RETAIN CURRENT ERISA PREEMPTION WITH AN 
EXCEPTION FOR CERTAIN STATE lAWS'RElATING TO 
FINANCING AND COST CONTAINMENT 

C. 	 RETAIN CURRENT ERISA PREEMPTION WITH BROAD 
LEGISlATIVE EXCEPTION FOR STATES THAT ENACT 
lAWS WITH EXTENSIVE COVERAGE EXPANSION 

D. 	 RETAIN CURRENT ERISA PREEMPTION BUT GRANT A 
LIMITED NUMBER OF INDIVIDUAL STATE WAIVERS 
THROUGH A LEGISlATIVE OR ADMINISTRATIVE 
PROCESS 

OPTION 5: To enhance the remedies available to emollees in ERISA plans. 

POSSIBLE INITIATIVES' 

A. 	 EXPAND FEDERAL REMEDIES AVAILABLE TO PARTICIPANTS 
FOR "BAD FAITH" ClAIM DENIAL 

B. 	 PROVIDE FOR FEDERAL CIVIL PENALTIES FOR CASES OF BAD 
FAITH DENIALS 

C. 	 MAKE STATE lAW REMEDIES AVAILABLE TO ERISA PLAN 
PARTICIPANTS 
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November 21, 1994· 

BACKGROUND 

The Employee Retirement Income Security Act (ERISA) was enacted in 1974 to deal 
with pension fraud and mismanagement by comprehensively regulating employee pension 
plans on the federal level. Under pressure from large employers and unions concerned that 
they would be faced with multiple sets of differing state regulations of their health insurance 
plans, Congress agreed to include such plans in ERISA's federal sc4eme. However, Congress 
did not impose many substantive standards on health plans. 

ERISA applies to all private employment-related group health plans,· of which there 
are currently more than 3 million, covering over 120 million Americans. ERISA does· not 
apply to church plans, governmental plans and most workers' compensation plans. 

PROBLEMS 

1. INSURANCE REFORMS CANNOT BE EXTENDED TO SELF-INSURED PLANS: 

background: ERISA allows states to regulate health insurance carriers and the group 
health policies they sell to employers but prevents states from regulating self-insured 
employee benefit plans. . 

problems: In order to assure that all individuals with employer-based health . 
coverage benefit from "basic" insurance reforms (e.g., requiring guaranteed issue and renewal, 
prohibiting pre-existing conditions exclusions), federal legislation is necessary. Even if the 
decision to establish these reforms at the federal level is made, the question remains whether 
to accord states the flexibility to go beyond the federal reforms by enacting their own 
reforms. 

Currently, insurance reforms enacted at the state level cannot be applied to self
insured plans. Ntany argue tha~ firms choose self-insurance not because it is the most 
efficient way to provide health care to its employees but because they w.ish to evade state 
regulation. 

2. ENROLLEES IN MEWAS ARE INSUFFICIENTLY PROTECTED: 

background: MEW As, or Multiple Employer Welfare Arrangements, are 
arrangements in which two or more employers pool their resources to purchase health plans 
for their employees. In many places, self-funded MEWAs (sponsored by stable trade 
associations) ~re an alternative source of health coverage. Under ERISA, fully-insured 
MEW As are subject to state insurance laws that regulate solvency and self-insured MEW As 



are subject to state insurance laws that are "not inconsistent" with the rest of ERISA. 

problems: MEWAs frequently lack financial stability because they are often without 
a stable funding source, adequate reserves, or actuari~illy sound contribution levels. 

According to a 1992 GAO Report MEW As were operating in 46 states. The report 

estimated that from 1988 to 1991, unpaid claims by MEWAs totalled over $123 million and 

affected almost 400,000 enrollees. 


The Department of Labor is currently investigating 70 MEW A civil caSes and 36 
criminal cases. Since the Department began its nationwide criminal MEW A effort in the late 
1980s, it has obtained 77 criminal indictments and 70 convictions. 

Federal authorities are . often unaware of an insolvent MEW A's existence until enrollees 
begin to complain that they have been denied benefits. The time it takes the authorities to 
investigate and litigate a case against a MEW A is long enough to allow many enrollees to be 
defrauded. The lack of effective enforcement on the federal level is detrimental to effective 
regulation of MEWAs in general because a MEWA will often operate in several states at 
once. This means that federal authorities would be able to shut down an insolvent MEW A by 
themselves; a MEW A challenged by authorities in one state would be able to continue 
operations in other states unless and until the authorities in those states took action. 

State authorities are hindered in their attempts to enforce their insurance laws against 

MEWAs by the MEWAs' argument that state licensing requirements are "inconsistent with", 

and thus preempted by, ERISA. Although most courts eventually reject the MEWAs' 

argument, they do not do so promptly because (1) the statute is worded in a confusing way 

and (2) it is not easily apparent, especially to judges who are not familiar with ERISA, 

whether a state regulation is consistent with ERISA. 


3. ERISA AS A POTENTIAL ROADBLOCK TO REFORM: 
.... ;.... 

background: ERISA preempt{state regulation that "relates to" health plans except 
that states may impose insurance regulations on fully-insured plans. 

problem: This regime hampers state attempts to reform health care because· 
regulations involving cost containment (e.g. provider rate setting), plan administration (e.g. 

'uniform claims procedures), and coverage expansion and financing (e.g. employer "pay-or
play" taxes) are either clearly preempted by ERISA or likely to provoke a time-consuming 
and costly court battle because they are vulnerable to a claim of ERI,SA preemption. For 
example, the United States Supreme Court has recently agreed to review an appellate court 
decision invalidating a New York law that imposed varying surcharges on hospital care over 
the basic rate depending on the patient's type of coverage. 



4. REMEDIES MAY BE INSUFFICIENT: 

background: The remedies and claims procedures provided by ERISA are severely 
limited. 

problems: The only remedy provided by ERISA for enrollees in ERISA'plans 
(whether self-insured or fully-insured) whose benefit claims are denied in bad faith is 
recovery of the initial cost of the benefit denied. Even enrollees in fully-insured plans cannot 
recover for bad faith claim denials under state tort or contract law. This is because laws 
applied to insurance companies in state courts "regulate insurance" under ERISA only if they 
are specifically directed at the insurance industry. 

A recent case in the Court of Appeals for the Fifth Circuit involved a self-funded 
health plan that required enrollees to obtain pre certification for certain procedures. The 
organization hired to perform the precertification review denied a hospitalization request for a 
woman experiencing a high-risk pregnancy despite her doctor's recommendation and the 
independent recommendation of an expert hired by the review organization. Instead, the 
organization authorized 10 hours per day of in-home care for the woman. At a time when no 
nurse was on duty, the fetus became distressed and died. The court held that the woman 
could not recover against the organization under state law and noted that she had neither a 
state nor a federal remedy. 



OPTIONS 


OPTION 1: To continue the present structure of having federal and state regulation of 
health insurance bought from insurance companies and only federal regulation of self
insured employment-based health plans. 

POSSIBLE INITIATIVES 

RETAIN CURRENT ERISA PREEMPTION: STATUS QUO 

In this scenario, states would continue to regulate health insurance companies but be 
prevented from implementing laws concerning other aspects of health care reform and 
self-funded plans would remain subject only to ERISA's limited requirements. Under 
this system, states' ability to achieve state-wide insurance reform is limited because 
employers have the option of choosing to self-insure, thus escaping state regulation 
entirely. 

OPTION 2: To apply minimum federal insurance refonns to all health plans with 
options for additional state r.egulation. 

The staff members have agreed that federal insurance reforms should be applied to 
both fully-insured and self-insured plans. We have not reached consensus on the appropriate 
level of flexibility to be accorded the states to go beyond federal standards. 

POSSIBLE INITIATIVES 

A. APPLY HEALTH INSURANCE REFORMS THROUGH FEDERAL 
REQUIREMENTS FOR ALL HEALTH INSURANCE PLANS, INCLUDING 
SELF-INSURED PLANS. STATES WOULD NOT BE PERMfITED TO 
IMPOSE ADDmONALREGUlATIONS ON ANY PLANS. 

All state insurance laws would be preempted, but new federal insurance reforms 
would be applied uniformly to both fully-insured and self-insured plans. 

B. APPLY HEALTH INSURANCE REFORMS THROUGH FEDERAL 
REQUIREMENTS FOR ALL HEALTH INSURANCE PLANS, INCLUDING 
SELF-INSURED PLANS•. STATES WOULD BE PERMITrED TO IMPOSE 
ADDmONAL REGUlATIONS ON FULLY":'INSURED PLANS. 

This initiative would lessen the incentive for employers to self-insure in order to 
evade state regulation because an escape from state regulation would no longer be an 
escape from aU 'regulation. 



C. APPLY MINIMUM FEDERAL HEALTH INSURANCE REFORM TO ALL 
HEALTH PlANS, INCLUDING SELF...;INSURED PLANS. STATES WOULD 
BE PERMITIED TO IMPOSE ADDmONAL REGUlATIONS ON PlANS 
BELOW A CERTAIN THRESHOLD NUMBER OF EMPLOYEES (i.e., 5000, 
1000, 500, etc.) 

This initiative resolves the issue whether only federal rules apply according to the 
criteria of plan size; currently the determining factor is whether the plan is fully
insured or self-insured. 

D. APPLY FEDERAL INSURANCE REFORMS AND REQUIRE STATES TO 
REQUEST WAIVERS TO IMPOSE FURTHER REQUIREMENTS ON PLANS 
BELOW THE THRESHOLD NUMBER 

Under this initiative, states would be able to regulate small employers only by 
receiving an administrative waivei' from the federal government. This initiative may 
accomplish more uniformity among state programs by requiring states to meet certain 
criteria before a waiver is granted. 

OPTION 3: To facilitate state and federal enforcement of existing regulations of 
MEWAs. 

The staff members have agreed on the following approach to addressing the problems 
. caused by MEW As. 

POSSIBLE INITIATIVES 

ClARIFY EXISTING lAW AND, IN ADDmON, REQUIRE MEWAS TO 
FILE COPIES OF THEIR STATE LICENSES WITH THE DEPARTMENT OF 

·IABOR 

Under this initiative, ERISA would be changed to indicate clearly that the application 
of state insurance regulations to MEW As is not inconsistent with ERISA. This 
clarification would aid states in enforcing their own laws by making it more difficult 
for MEW As to hinder state enforcement actions by claiming ERISA preemption. 

In addition, this initiative would require -that MEW As provide copies of their state 
licenses to federal authoriti~s prior to beginning operation so that the MEW As can be 
monitored for compliance with federal law. The . DOL would be given authority to 
cease the operation of a MEW A that refused to file the re'luired license. 

Federal action against MEWAs may be desirable because many MEWAs operate in 
more than one state. Federal action could shut down the entire MEW A in one 
proceeding; without federal action, proceedings would be required in each state in 



which the MEWA was operating before a multi-state MEWA's entire operation could 
be stopped. 

OPTION 4: To allow states to implement their own health care reforms by promoting 
express legislative waivers of ERISA preemption. . 

The state waiver option could be employed alone or in combination with other options. 

Many of the initiatives discussed below would permit states to institute laws 
concerning the financing of health care. It is important to remember that in any such 
ERISA waiver approach, the waiver could be structured in a way that would make it 
more acceptable to the affected parties. Foi example, the permissible financing 
options could be limited to specific mechanisms -- e.g., provider taxes but not 
mandates. Alternatively, certain sized firms could be exempted altogether from state 
financing regulations as long as the firms provided a suitable benefit package for their 
employees. . 

POSSIBLE INITIATIVES 

A. RETAIN CURRENT ERISA PREEMPTION WITH A LIMITED 

EXCEPTION FOR STATE IAWS ON COST CONTAINMENT 


This initiative is limited and thus would cause less disruption of the current market. It 
will, however, also be less effective in expanding coverage and other reforms. 
Financing will be improved only to the extent that cost savings are used to extend 
coverage. This initiative would clarify federal law with regard to states .such as 
Maryland that need a waiver for their all-payer cost-containment statute. 

, . ' . 

B. RETAIN CURRENT ERISA PREEMPTION WITH AN EXCEPTION FOR 
CERTAIN STATE IAWS REIATING TO FINANCING AND COST 
CONTAINMENT 

. Under this initiativ.e, state laws financing health care and promoting cost containment. 
would apply to both self-insured and fully-insured plans. This would allow states to 
implementfinancial regulation to contain costs, expand coverage, raise revenue or 
achieve other health care reform goals. 



C. RETAIN CURRENT ERISA PREEMPTION WITH BROAD LEGISLATIVE 
EXCEPTION FOR STATES THAT ENACT lAWS WITH EXTENSIVE 
COVERAGE EXPANSION 

This initiative would allow states to enact more comprehensive reforms (e.g., "payor . 
play" taxes, single-payer systems, etc.). This initiative essentially exempts from 
ERISA preemption state laws that are part of a comprehensive reform system and that 
would not be exempt under the more limited exceptions for cost containment and 
financing listed in initiatives 3(A) and 3(B). 

D. RETAIN CURRENT ERISA PREEMPTION BUT GRANT A LIMITED 
NUMBER OF INDIVIDUAL STATE WAIVERS THROUGH A LEGISLATIVE 
OR ADMINISTRATIVE PROCESS 

Under this initiative, waivers would be granted on a state-by-state basis rather than 
categorically. Individual state waivers could be granted on a limited basis -- e.g. to a 
given number of states as part of a research or demonstration project to be carried on 
for a certain number of years. Specific statutory criteria would need to be established 
against which the states seeking waivers would be measured. An executive branch 
interagency commission could be established to grant the waivers. 

OPTION 5: To enhance the remedies available to enrollees in ERISA plans. 

POSSIBLE INITIATIVES 

A. EXPAND FEDERAL REMEDIES AVAILABLE TO PARTICIPANTS FOR 
"BAD FAITH" ClAIM DENIAL 

This initiative could permit recovery for economic losses (e.g., lost wages) and/or for 
non-economic damages (e.g., pain and suffering). Alternative dispute resolution 
procedures could be offered or required. 

B. PROVIDE FOR FEDERAL CIVIL PENALTIES FOR CASES OF BAD 
FAITH DENIALS 

C. MAKE STATE lAW REMEDIES AVAIlABLE TO ERISA PlAN· 
PARTICIPANTS 

This initiative could be applied to fully-insured plans regulated by states or to all 
ERISA plans. 
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BACKGROUND 

The Employee Retirement Income Security Act(ERISA) Was enacted in 1974 to deal 
with pension fraud and mismanagement by comprehensively regulating employee pension 
plans on the federal level. Under pressure from large employers and unions concerned that 
they would be faced with multiple sets of differing state regulations of their health insurance 
plans, Congress agreed to include such plans in ERISA's federal scheme. However, Congress 
did not impose many substantive standards on health plans. 

ERISA applies to all private employment-related group health plans,of which there 

are currently more than 3 million, covering over 120 million Americans. ERISA does not 

apply to church plans, governmental plans and' most workers' compensation plans. 


PROBLEMS 

1. INSURANCE REFORMS CANNOT BE EXTENDED TO SELF....;INSURED PLANS: 

background: ERISA allows states to regulate health insurance carriers and the group 

health policies they sell to employers but prevents states from regulating self-insured 

employee benefit plans. 


problems: This means that basic insurance reforms enacted at the ~tate level, such as 
requiring guaranteed issue and renewal and prohibiting pre-existing conditions exclusions, 
cannot be applied to self-insured plans. 

Many argue that firms choose self-insurance not because it is the most efficient way 
to provide health care to its employees but because they wish to evade state regulation. r; ~ 

, .~ j.e. Ctt~,(,,· rt' r---//'4\""',! f .... ..rv(~ "<',\., ~'{..!!/';.~: ? f' , . 

. 2. ENROLLEES IN MEWAS ARE INSUFFICIENTLY PROTECTED;········ -'</t:.t' 
background: MEW As, or Multiple Employer Welfare Arrangements, are 


arrangements in which two or more employers pool theIr resources to purchase health plans 

for their employees. In many places, self-funded MEW As (sponsored by stable trade 

associations) are an alternative source of health coverage. Under ERISA, fully-insured 

MEW As are subject to state insurance laws that regulate solvency and self-insured MEWAs 

are subject to state insurance laws that are "not inconsistent" with ,the rest Of ERISA. 


. . 
problems: MEW As frequently lack financial stability because they are often without 


a stable funding source, adequate reserves, or actuarially sound contribution levels. 




According to a 1992 GAO Report MEWAs were operating in 46 states. The report 

estimated that from 1988 to 1991, unpaid claims by MEWAs totalled over $123 million and 

affected almost 400,000 enrollees. 


The Department of Labor is currently investigating 70 MEW A civil cases and 36 
criminal cases. Since the Department began its nationwide criminal MEW A effort in the late 
1980s, it has obtained 77 criminal indictments and 70 convictions. 

Federal authorities are.often unaware of an insolvent MEWA's existence until enrollees 
begin to complain that they have been denied benefits. The time it takes the authorities to 
investigate and litigate a case against a MEW A is long enough to allow many enrollees to be 
defrauded. The lack of effective enforcement on the federal level is detrimental to effective 
regulation of MEW As in general because a MEW A will often operate in several states at 
once. This means that federal authorities would be able to shut down an insolvent MEW A by 
themselves; a .MEWA challenged by authorities in one state would be able to continue 
operations in other states unless and until the authorities in those states took action. 

State authorities are hindered in their attempts to enforce their insurance laws against 

MEWAs by the MEWAs' argument that state licensing requirements are "inconsistent with", 

and thus preempted by, ERISA. Although most courts eventually reject the MEWAs' 

argument, they do not do so promptly because (1) the statute is worded in a confusing way 

and (2) it is not easily apparent, especially to judges who are not familiar with ERISA, 

whether a state regulation is consistent with ERISA. 


·3. ERISA AS A POTENTIAL ROADBLOCK TO REFORM: 

background: ERISA preempts state regulation. that "relates to" health plans except 

that states may impose insurance regulations on fully-insured plans. 


problem: This regime hampers state attempts to reform health care because 

regulations involving·cost containment (e.g. provider rate setting), plan administration (e.g. 

uniform claims procedures), and coverage expansion and financing (e.g. employer "pay-or

play" taxes) are either clearly preempted by ERISA or likely to provoke a time-consuming 

and costly court battle because they are vulnerable to a claim of ERISA preemption. For 

example, the United States Supreme Court has recently agreed to review an appellate court 

decision invalidating a New York law that imposed varying surcharges on hospital care over 

the basic rate depending on the patient's type of coverage. 




4. REMEDIES MAYBE INSUFFICIENT: 

background: The remedies and claims procedures provided by ERISA are severely 
limited. 

problems: The only remedy provided by ERISA for enrollees in ERISA plans 
(whether self-insured or fully-insured) whose benefit claims are denied in bad faith is 
recovery of the initial cost of the benefit denied. Even enrollees in fully-insured plans cannot 
recover for bad faith claim denials under state tort or contract law. This is because laws 
applied to insurance companies in state courts "regulate insurance" under ERISA only if they 
are specifically directed at the insurance industry. 

A recent case in the Court of Appeals for the Fifth Circuit involved a self-funded 
health plan that required enrollees to obtain precertification for certain procedures. The 
organization hired to perform the precertification review denied a hospitalization request for a 
woman experiencing a high-risk pregnancy despite her doctor's recommendation and the 
independent recommendation of an expert hired by the review organization. Instead, the 
organization authorized 10 hours per day of in-home care for the woman. At a time when no 
nurse was on duty, the fetus became distressed and died. The court held that the woman 
could not recover against the organization under state law and noted that she had neither a 
state nor a federal remedy. 



OPTIONS 


OPTION 1: To continue the present structure of having federal and state regulation of 

health insurance bought from insurance companies and only federal regulation of self

insured employment,:","based health plans. 


POSSIBLE INITIATIVES 

RETAIN CURRENT ERISA PREEMPTION: STATUS QUO 

In this scenario, states would continue to regulate health insurance companies but be 
prevented from implementing laws concerning other aspects of health care reform and 
self-funded plans would remain subject only t6 ERISA's limited requirements. Under 
this system, states' ability to achieve state-~ide insurance reform is limited because 
employers have the option of choosing to self-insure, thus escaping state regulation 
entirel y . " 

OPTION 2: To apply minimum federal insurance reforms to all health plans with 
. options for additional state regulation. 

The staff, members have agreed that federal insurance refOnils should be applied to 
both fully-insured and self-insured plans. We have not reached consensus on the appropriate 
level of flexibility to be accorded the states to go beyond federal standards. 

POSSIBLE INITIATIVES 

A. APPLY HEALTH INSURANCE REFORMS THROUGH FEDERAL 
REQUIREMENTS FOR ALL ,HEALTH INSURANCE PLANS, INCLUDING 
SELF-INSURED PLANS. STATES WOULD NOT BE PERMITTED TO 
IMPOSE ADDmONALREGULATIONS ON ANY PLANS. 

All state insurance laws would be preempted, but new federal insurance reforms 
would be applied uniformly ,to both fully"":insured and self-insured plans. 

B. APPLY HEALTH INSURANCE REFORMS THROUGH FEDERAL 
REQUIREMENTS FOR ALL HEALTH INSURANCE PLANS, INCLUDING 
SELF-INSURED PLANS. STATES WOULD BE PERMITTED TO IMPOSE 
ADDmONAL REGULATIONS ON FULLY-INSURED PLANS. 

This initiative would lessen the incentive for employers to self-insure in order to 
evade state regulation because an escape from state regulation would no longer be an 
escape from all regulation. 



C. APPLY MINIM·UM FEDERAL HEALTH INSURANCE REFORM TO ALL 
HEALTH PLANS, INCLUDING SELF-INSURED PLANS. STATES WOULD 
BE PERMITTED TO IMPOSE ADDITIONAL REGULATIONS ON PLANS 
BELOW A CERTAIN THRESHOLD NUMBER OF EMPLOYEES (i.e., 5000, 
1000, 500, etc.) 

This initiative resolves the issue whether only federal rules apply according to the 
criteria of plan size; currently the determining factor is whether the plan IS fully
insured or self-insured. 

D. APPLY FEDERAL INSURANCE REFORM~ AND REQUIRE STATES TO 
REQUEST WAIVERS TO IMPOSE FURTHER REQUIREMENTS ON PLANS 
BELOW THE THRESHOLD NUMBER 

Under this initiative, states would be able to regulate small employers only by 
receiving an administrative waiver from the federal government. This initiative may 
accomplish more uniformity among state programs by requiring states to meet certain 
criteria before a waiver .is granted. 

0PI10N 3: To facilitate state and federal enforcement of existing regulations of 
MEWAs. 

The staff members have agreed on the following approach to addressing the problems 
caused by MEW As. 

POSSIBLE INITIATIVES 

CLARIFY EXISTING LAW AND, IN ADDITION, REQUIRE MEWAS TO 
FILE COPIES OF THEIR STATE LICENSES WITH THE DEPARTMENT OF 
LABOR 

Under this initiative, ERISA would be changed to indicate clearly that the application 
of state insurance regulations to MEW As is not inconsistent with ERISA. This 
clarification would aid states in enforcing their own laws by making it more difficult 
for MEW As to hinder state enforcement actions by claiming ERISA preemption. 

In addition, this initiative would require that MEW As provide copies of their state 
licenses to federal authorities prior to beginning operation so that the MEW As can be 
monitored for compliance with federal law. The DOL would be given authority to 
cease the operation of a MEW A that refused to file the, reql!ired license. 

Federal action against MEW As may be desirable because many MEW As operate in 
more than one state. Federal action could shut down the entire MEWA in one 
proceeding; without federal action, proceedings would be required in each state in 



which the MEW A was operating before a multi-state MEW Ns entire operation could 
be stopped. 

OPTION 4: To allow states to implement their own health care reforms by promoting 
express legislative waivers of ERISA preemption. 

The state waiver option could be employed alone or in combination with other options. 

Many of the initiatives discussed below would pennit states to institute laws 
concerning the financing of health care. It is important to remember that in any such 
ERISA waiver approach, the waiver could be structured in a way that would make it 
more acceptabie to the affected parties. For example, the pennissible financing 
options could be limited to specific mechanisms -- e.g., provider taxes but not 
mandates. Alternatively, certain sized finns could be exempted altogether from state 
financing regulations as long as the finns provided a suitable benefit package for their 
employees. 

POSSIBLE INITIATIVES 

A. RETAIN CURRENT ERISA PREEMPTION WITH A liMITED 

EXCEPTION FOR STATE lAWS ON COST CONTAINMENT 


This initiative is limited and thus would cause less disruption of the current market. It 
will, however, also be less effective in expanding coverage and other refonns. 
Financing will be improved only to the extent that cost savings are used to extend 
coverage. This initiative would clarify federal-law with regard to states such as 
Maryland that need a waiver for their all-payer cost-containment statute. 

B. RETAIN CURRENT ERISA PREEMPTION WITH AN EXCEPTION FOR 
CERTAIN STATE lAWS RElATING TO FINANCING AND COST 
CONTAINMENT 

Urider this initiative, state laws financing health care and promoting cost containment 
would apply to both self-insured and fully-insured plans. This would allow states to 
implement financial regulation to contain costs, expand coverage, raise revenue or 
achieve other health care refonn goals. 
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C. RETAIN CURRENT ERISA PREEMPTION WITH BROAD LEGISLATIVE 
EXCEPTION FOR STATES THAT ENACT LAWS WITH EXTENSIVE 
COVERAGE EXPANSION 

This initia.tive would allow states to enact more comprehensive reforms (e.g., "payor 
play" taxes, single-payer systems, etc.). This initiative essentially exempts from 
ERISA preemption state laws that are part of a comprehensive reform system and that 
would not be exempt under the more limited exceptions for cost containment and 
financing listed in initiatives 3(A) and 3(B) . 

. D. RETAIN CURRENT ERISA PREEMPTION BUT GRANT A LIMITED 
NUMBER OF INDIVIDUAL STATE WAIVERS THROUGH A LEGISLATIVE 
OR ADMINISTRATIVE PROCESS 

Under this initiative, waivers would be granted on a state-by-state basis rather than 
categorically. Individual state waivers could be granted on a limited basis -- e.g. to a 
given number of states as part of a research or demonstration project to be carried on 
for a certain number of years. Specific statutory criteria would need to be established 

. against which the states seeking waivers would be measured. An executive branch 
interagency commission could be established to grant the waivers. 

OPTION 5: To enhance the remedies available to enrollees in ERISA plans. 

POSSIBLE INITIATIVES 

A. EXpAND FEDERAL REMEDIES AVAILABLE TO PARTICIPANTS FOR 
"BAD FAITH" CLAIM DENIAL 

This initiative could permit recovery for economiC losses (e.g., lost wages) and/or for 
non-economic damages (e.g., pain and suffering). Alternative dispute resolution 
procedures could be offered or required. 

B. PROVIDE FOR FEDERAL CIVIL PENALTIES FOR CASES OF BAD 
FAITH DENIALS 

C. MAKE STATE LAW REMEDIES AVAILABLE TO ERISA PLAN 
PARTICIPANTS 

This initiative could be applied to fully-insured plans regulated by states or to all 
ERISA plans. 
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Three Possible Scenarios 
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, 
From the 1994 Annual Report of the Board of Trustees of the Federal Hospital Insurance 
Trust Fund 

"Under the Trustees' intermediate assumptions, the present financing schedule for the HI 
program is sufficient to ensure benefit payments only over the next 7 years." 

Under intermediate assumptions, the HI Trust Fund is exhausted in 2001. 

ORAfl 

" 
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, 
From the 1994 Annual Report of the Board of Trustees of the Supplementary Medical 
Insurance Trust Fund [emphasis added] 

"Although the SMI program is currently actuarially sound, the Trustees note with great 
concern the past and projected rapid growth in the cost of the program. In spite of the'. 
evidence of slower growth rates in the recent past, overall, the past growth rates have 
been rapid, and the future growth rates are projected to increase above those of the 
recent past. Growth 'nites have been so rapid that outlays of the program have increased 
59 percent in the aggregate and 45 percent per enrollee in the last 5 years. For the 
same time period, the program grew 23 percent faster than the economy despite recent 
efforts to control the cost of the program." 
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TAX CAP AND HIGH COST PLAN ASSESS:MENTS 

1. . Background. 

A. 	 Current law for employer-provided health insurance. 

B. 	 Other tax preferences for medical expenditures. 

1. 	 25 % deduction for self-employed. 
2. 	 Itemized deduction for medical expenses above 7.5% of adjusted gross 

income. 

II. 	 Reasons to tighten current law treatment of employer contributions for health 

insurance. 


A. 	 Cost containment. 
B. 	 Revenue. 

III. 	 Tax cap options. 

A. 	 Supplementals. 

B. 	 Co-payments and deductibles. 

C. 	 Dollar caps. 

1. . Equity issues .. 
2. 	 Administrative issues. 

D. 	 Additional issues. 

1. 	 Need for basic benefit package. 
2. 	 Employer vs. employee cap. 

IV. 	 High cost plan assessment. 

A. 	 1994 Senate proposals .. 
B. 	 Similar problems in designing base. 
C. 	 Additional concerns. 

V. 	 Conclusions. 
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MEDICAL SAVINGS ACCOUNTS 

I. 	 Overview of why we are considering Medical Savings Accounts (MSAs). 

A. 	 On the surface they sound gOod even though they may have undesirable effects 
that outweigh their desirable effects. 

B. 	 Support in Congress for MSAs. 
C. 	 Need for cost-containment. 

II. 	 What is an MSA? 

A. 	 Description of how it works in general. 
B. 	 Variety of proposals. . 
C. 	 Different designs lead to different magnitudes of effects. 

III. 	 What is the problem that supporters claim MSAs will solve? 

A. 	 Bias against catastrophic plans. 

1. 	 Tax-exclusion of employer-provided health insurance. 
2. 	 Limited deductibility of out-of-pocket health costs. 

B. 	 Do catastrophic plans reduce costs? 

1. 	 Empirica1evidence~ . 
2. 	 Catastrophic plans vs. HMO type managed care. 
3. 	 Total spending vs. out-of-pocket costs. 

IV. 	 Effects of MSAs. 

A. 	 Expansion of coverage. 

B. 	 Cost containment~ 

C. 	 Impact on health insurance market and distributional effects . 


. 1. Healthy and upper income benefit. 

2. 	 Less healthy and lower income lose. 

D. 	 Tradeoff between cost containment and distributional effects. 

1. 	 Uutcomes depend on participation rates. 
2. 	 Examples. 
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V . 	 Ways to minimize adverse effects. 

A. 	 Risk adjustors. 

1. 	 PoliticaJ feasibility. 
2. 	 Likely effectiveness. 

B. 	 Tax instead of, or in conjunction with, risk adjustors. 

1. 	 Politica1 feasibility. 
2. 	 Likely effectiveness. 

C. 	 Other design features. 


·1. Contribution limits. 

2. 	 Tax treatment of earnings in MSAs. 
3. 	 Availability of funds for nonmedica1 purposes and tax treatment .. 
4. 	 Definition of medica1 withdrawaJs.· 

VI. 	 Alternatives to MSAs. 

A. 	 Tax caps. 
B. 	 SmaJl market and other hea1th insurance reforms. 
C. 	 Subsidies, tax credits and deductions for purchase of catastrophic plans. 

TOTAL P.04 




INTERGOVERNMENTAL 
HEALTH POLICY PROJECT 

ERISA: States Push to Raze the 
Biggest Barrier to Health Reform 

For the last 20 years, Congress has managed to duck ERISA. But with the death of 
federal health care reform, the day of reckoning may be at hand. ERISA-short for 
the Employee Retirement Income Security Act of 1974-was, as its name suggests, 
designed to protect worker pensions. But a one-paragraph section that preempts 
state regulation ofemployee benefit plans, including self-insured health plans, has 
effectively tied the hands of states seeking to reform their health care financing and 
delivery systems in order to expand access and contain costs. 

Given the pervasiveness of self-insurance-relatively few businesses took that 
route in 1974, compared to about 60 percent today-almost any scheme states de
vise to broaden insurance coverage and spread risk appears subject to challenge on 
ERISA grounds. That means everything, from risk pools and mandated benefits. al
ready ruled inapplicable to self-insured plans by the courts, to the later generation 
ofemployer mandates, insurance reforms like guaranteed issue and community 
rating and even the seemingly innocuous task ofdata collection, is off the table. \ This year, several bills surfaced on Capitol Hill proposing to give ERISA waivers 
to a handful of states taking the lead on reform. Because federal action seemed in 
the offing, they went nowhere. Now,state officials plan to step up pressure on 
Congress to amend the law or otherwise give them flexibility to pursue reforms, 
including ways to broaden the revenue base. 

Although no one approach has yet emerged as a favorite, MAINE Rep. Charlene 
Rydell said it's important to begin a dialogue with the various interest groups as a 
first step towards achieving consensus. Rydell, who chairs an ad hoc group of health 
policy leaders from 25 'reforming states,' said "Congress will respond" if a coalition 
that includes business and labor can make a case change is needed to make the sys
tem more equitable. Employers who provide generous benefits are not being served 
by a law that offers equal protection to less conscientious companies, she argued: 

But an early sounding suggests that selling business and labor on change could 
be tough. "We don't see any need for ERISA reform that permits states to regulate 
employer plans," said Chris Bowlin, associate director of employee benefits for the 
National Association of Manufacturers (NAM). In NAM's view, he said, the .issue is 
preserving the "voluntary environment" in which companies design benefit plans 
that best meet the needs of their workers. 

The COllrts: Piecellleal Policy 
Congress's reluctance to wade into the ERISA quagmire means "policy" changes 

have been made largely by the courts. The track record has been inconsistent at 
best. A case in point: two recent federal appeals court rulings that reached opposite 
conclusions about similar rate-setting schemes in NEW JERSEY and NEW YORK. 

:~ The New York case was decided in October 1993, when the U.S. Court of Appeals 
for the 2nd Circuit affirmed a district court decision that three state-imposed 
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ERISA (from pg. 1) 

surcharges on hospital rates to finance 
indigent care violated ERISA's preemp
tion clause. Just six months earlier, a 
3d Circuit Court of Appeals panel had 
reversed a lower court ruling to the 
same effect on New Jersey's uncom
pensated care surtax. 

It now falls to the U.S. Supreme 
Court, which announced in October 
that it would hear the New York Case 
(Travelers Insurance Co. v. Cuomo), to 
resolve the matter. In New Jersey, legis
lators had scrapped the surtax by the 
time the 3rd Circuit ruled, so except for 
the issue of union-escrowed funds, the 
disposition is mostly moot. 

But in New York, concerns about the 
case run high. Should the state lose, As
sembly Health Committee chairman 
Richard Gottfried told SHNin a late 
September interview, its entire financ
ing system "could be lying in wreckage 
all around us." Officials of the state 
hospital association, which has weighed 
in on the government's side, sayan ad
verse ruling could cost hospitals as 
much as $200 million a year. 

The outcome of the case will also 
hold meaning for CONNECTICUT, 
where, like New Jersey, the legislature 
replaced an uncompensated care pool 
in the wake of a February federal dis
trictcourt decision that said ERISA 
preempted the pool. But the replace
ment system, which keeps a sales tax 
on hospital services and imposes a new 
tax on hospital gross earnings, is now 
being challenged by the state hospital 
association-again on ERISA grounds. 

Though the Court may clear up 
some issues on rate-setting, observers 

. say it's apt to leave other ERISA-related 
questions open. ''I'm assuming the 
decision will be pretty narrow," said 
Patricia Butler, a COLORADO-based 
lawyer-consultant. "It might provide a 
few principles, but it certainly won't 
address the broader questions" facing 
states crafting universal access plans. 
Still, she said, "We'll eke out every bit 
of logic and guidance we can." 

Looming Barriers 
Unless the Court goes farther than 


expected, states undertaking more 


comprehensive system reforms will be 
stopped in their tracks without relief 
from Congress. Both OREGON and 
WASHINGTON, for instance, have 
pegged their universal access plans to 
an employer mandate-a strategy cer
tain to provoke an ERISA challenge. 

Oregon's mandate doesn't start until 
1997, but Washington's kicks in next 
July I for ·companies with 500 or more 
employees. "We need an ERISA modi
fication to implement the mandate," 
said Bill Hagans, the House Health 
Care Committee's senior policy ana
lyst. If large firms are exempt from the 
uniform benefits package, premium 
cap and community rating, he said, 
~ore than half of the insured popula
tion will be outside the system, creating 
a situation ripe for adverse selection. 

MINNESOTA officials are also run
ning into ERISA challenges-or what 
the Health Department's acting direc
tor for health care delivery policy, Mary 
Kennedy, calls "policy impediments"
as they try to design a uniform benefits 
package to comply with the 1992-93 re
fo~m laws. Pricing of the package is 
"already a problem," Kennedy said. 
"The price we put on it reflects the fact 
that it's spread over a smaller popula
tion," in the absence of self-insured 
firms. And the fact that ERISA plans 
are exempt from insurance reforms 
gives other companies '~a tremendous 
incentive to self-insure," she said, 
shrinking the pool even more. 

(The state won the first round on fi
nancing for its MinnesotaCare plan for 
low-income residents; in April, a fed
eral district court upheld the 2 percent 
tax on hospitals and physicians, saying 
the economic impact on challenging 
self-insured union trusts was "too 
tenuous" to negate the law. The unions 
have appealed.) 

Legislative Options 
In a report written for the National 

Governor's Association earlier this 
year, Butler spelled out three basic 
options, short of outright repeal of the 
preemption clause, that Congress 

! might consider to give states ERISA 
("ERISA," back cover) 
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States' Reactions (from pg. 2) 
elbow room: exempting specific types 
ofactivities like data collection; em
powering a federal agency to review 
individual state waiver requests; and. 
authorizing waivers state-by-state. 

There's a precedent for the third op
tion: HAWAII, which won a waiver in 
1983-the only state ever granted 
one-to implement its 1974 employer 
mandate, on grounds that it predated 
ERISA. A provision in this year~s fed
eral budget bill picked up that theme, 
proposing narrow exemptions for four 
existing programs: New York's and i 

MARYLAND's rate-setting laws; 
Minnesota's provider tax; and 1983 
amendments to Hawaii's law. It was 
scrapped as nongermane. 

A possible vehicle for 1995 is legisla
tion introduced on September 22-days 
before congressional leaders pulled the 
plug on federal reform-by Sens. Bob i 

Graham (D-FL) and Mark Hatfield (R
OR). Though it doesn't cite ERISA by 
name, it proposes giving waivers to i 
FLORIDA, Hawaii, Maryland, New 
York, Oregon and Washington to "re
move federal obstacles" that would 
otherwise jeopardize their reforms. 

To Rydell, the state-by-state 
approach "stops the clock"- witness 
Hawaii, which is locked into the 1974 , 

. version of its law. And "what happens 
when the next group ofslates comes 
up?" she asked. Instead, her group calls 
for "narrowly crafted ch~nges" to re
quire businesses that want continued 
ERISA protection to meet minimum 
federal standards. States that met those 
standards would get "expedited consid- . 
eration" of their reform plans. 

Right now, she noted,"there are no 
standards for what companies have to 
do, and plans that offer few benefits get 
the same treatment as more generous 
plans. We recognize that self-insuring 
entities don't want 50 different stan
dards. This is intended to provide 
protection, not to be punitive," 

Taxes and Other Thorny Issues 
An important part of the discussion, 


Rydell stressed, is the financing of re

form. "We're not looking for the 

authority to tax ERISA plans,"she said, 


"but we do want an examination of review activities of self-insured plans. 
broad-based financing mechanisms, so Two other things for Congress to 
that costs are borne on equal basis." chew on: a September 'white paper' 

The NAM's Bowlin agreed reforms from the National Association of 
should build on as broad a tax base as Insurance Commissioner (NAIC) 
possible. Ifhealth care "is important to highlighting consumer protection 
citizens," he said, "states have several loopholes in the law and a draftNAIC 
options for raising revenue" beyond standard addressing an increasingly 
the "narrow population of employers." common iridustry practice: the sale of 

But Butler said there are few tax stop loss insurance, designed to protect 
schemes states can tloatthat won't trig- i employers against higher than expected 
ger an ERISA challenge-though some losses, as health insurance, with ERISA 
things, like an individual mandate and as a dodge to escape state regulation. 
perhaps a play-or-pay plan, "stand a Fred Nepple, general counsel to 
greater chance of success." ! WISCONSIN's Insurance Cbmmis

(A long-awaited test ofMASSA- sion, said the stop-loss scheme "is a 
CHUSETTS' play-or-pay plan, enacted couple of years old"-as old as state 
in 1988 and delayed several times, will moves to reform the insurance market. 
likely be delayed again. Officially, it The stop-loss scheme is "a huge temp-
takes effect January 1 but legislators are . i· tation for segments of the industry," he 
expected to defer in the face ofa major said. They can select healthy customers, 
campaign by businesses.) . keep them from being put in a larger 

Even a single-payer plan like the one pool and offer a "tremendously profit-I 

on CALIFORNIA's November ballot, able product." NAIC wants to define 
which uses a payroll-income tax com- parameters to distinguish "true stop 
bination, "will most likely be loss from stop loss that's a subterfuge." 
challenged," meaning years ofdelay How the pieces of the ERISA issue 
and legal costs, Butler said. "Ifa state will be packaged remains to be seen, 
can't frame its own system with a tax- though the imperative to give states 
based approach, it can't do anything." maneuvering room on reform is likely 
Moreover, ERISA "affects almost any- to take precedence over other issues. 
thing a state niight want to do"--even But Butler cautioned that "in the end, 
something as "seemingly benign" as business and labor are so powerful, I'm 
collecting information on utilization skeptical anything can pass." • LD 

Of Interest. .. Gains for Minority Physicians 
Two items of note in the quest to produce more minority physicians: 

-Admission of "underrepresented minorities" to U.S. medical schools 
reached a record this year, according to the Association of American Medi
cal Colleges: 12.4 percent of incoming students were black, Hispanic or . 
Native American/Alaska Native. (Asian/Pacific Islanders, who took 17.4 per
cent of the 1994 slots, are not counted as underrepresented minorities.) The 
2,014 minority freshmen move AAMC a step closer to its 'year 2000' goal of 
enrolling 3,000 underrepresented minorities annually. 

-Responding to an Institute of Medicine report released last spring that 
offered strategies for increasing minority representation in the health profes
sions, the Josiah Macy, Jr. Foundation, has announced creation of a 
Minorities in Medicine Program. Backed by $2.7 million in foundation funds, 
the program will work to identify minority high school students with talent 
and interest in the sciences and link them with one of six medical schools 
for educational guidance and curriculum planning through their undergradu
ate years. Taking part are: Baylor College of Medicine; Boston University . 
School of Medicine; Cornell University Medical College; UMDNJ-NEW JER
SEY Medical School; the University of MICHIGAN Medical School; and the 
University of Southern CALIFORNIA School of Medicine. 
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(DRAFT) EXPANDING COVERAGE THROUGH STATE FLEXIBILITY 

OVERVIEW 

In the absence of significant coverage expansions at the federal level, one option for 
expanding coverage is to provide states with greater flexibility and resources to pursue health 
~refu~. . 

The federal government has two levers to encourage state coverage expansions: 

Providing greater flexibility to states in administering health care programs 
. (e.g., Medicaid). 

Providing additional funding to states to help pay for new coverage. 

Providing flexibility to states can lead to some expansions of coverage. However, there are 
limits to how far existing resources Can be extended, and expanding coverage is not 
necessarily the primary state interest in pursuing flexibility or additional funding . 

. Many states are interested in pursuing flexibility as a way to reduce costs -
not expand coverage. 

ADMINISTRATIVE FLEXIBILITY 

There are several areas in which providing flexibility to states could produce savings that 
could be channeled into expanded coverage: . 

Encouraging or requiring greater use of managed care organizations; 

Permitting benefit reductions; and 

Reducing administrative complexity (which can reduce administrative costs). 

There are limits, however, on how far existing resources can be extended to provide new 
coverage. Medicaid is not a generous payer,so there are limits to amount of savings that 
managed care can achieve (estimates from 0 to 10%). In addition, reductions in the projected 
Medicaid baseline will make it harder for states to produce "savings" through state health care 
refo~ initiatives. 

ADDITIONAL FINANCING 

The Federal government could encourage states to expand coverage by extending additional 
financial resources to states, either as matching funds or as a direct grant program. 

To protect the federal budget, caps on new federal spending for the program may be 
necessary. 



GENERAL CONSIDERATIONS 

States will want greater administrative flexibility under Medicaid program without 
. expanding coverage to new populations. 

States are unlikely to make new money available for coverage expansions, so any 
additional financing will probably come from redirecting existing state resources or 
from the federal government. 

States may be more interested in fiscal relief· than coverage expansion. If new federal 
financing is made available, the challenge will be to assure that it is used to expand 
coverage rather th&n to substitute for existing state or private spending. 

Increasing state flexibility reduces the ability of the federal government to influence 
health care policy and decisions. The ability to protect consumers would necessarily 
be diminished. 

OPTIONS 

Option 1 Streamlining Medicaid Waivers for States that Expand Coverage 

Provide presumptive waivers for specified Medicaid requirements (e.g., managed care 
flexibility) to states that propose significant coverage expansions. States would be able to· 
modify their Medicaid programs within bounds without prior federal approval. However, the 
federal government would have authority to verify that states meet waiver requirements. 

Key Considerations: 

Budget neutrality is difficult to achieve. 

Retains some of the federal guarantees and consumer protections . 

. Loosening Medicaid requirements without prior review of state programs may 
lead to problems with access and quality. 

Option 2 Providing Additional Funds to States for Expanding Coverage 


Additional Federal funds would be provided to States that expand coverage of the uninsured. 

States could be provided with substantial flexibility under this new program, but Medicaid 

would remain as under current law. 


Funds could be provided to states on a matching basis or as f1 direct grant. The Federal 

contribution to the program would be capped. 




Key Considerations: 

If funds are provided on a matching basis, the States most likely to participate 
are those that already cover a significant portiQn of the poor through Medicaid 
or state-financed programs. Poorer states with the most needy populations 

. may be financially unable to participate in the program. 

Option 3 Maximum State Flexibility/Medicaid Block Grant 

The current Medicaid financing arrangements would be replaced with Federal block grant 
payments to States. Payments would include the Federal share of the Medicaid program and 
any new Federal funding. States would be given substantial flexibility in using these Federal 
payments -..: and any required or optional State contributions -- to finance health services 
for low-income residents. 

Key. Considerations: 

A block grant program would cap federal spending pn Medicaid. If the Federal 
grant is insufficient, states would need to either expand state funding or cut 
services or eligible populations. 

Uncertainty for future· program growth would be borne by the states and 
program recipients. 

States may reduce eligibility or benefits for groups now covered under the 
program. 
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SPECI'Al 

, HEALTH CARE FINANCING ADMINISTRATION 

OFFICE OF LEGISLATIVE AND INTER-GOVERNMENTAL AFFAIRS 

M E M 0 RAN D U ,M 

TOI 	 Bruce Vladeck 
Kelen Smits 
Jerry Klepner
Ken Apfel 
Judy Peder 
David Ellwood 
,;:achy Buto 
Steve Pelov;1tz: 
Rodney Armstead 
sally R1chardson 

FROM: 	 Debbie chang 

DATE: 	 November 21 

RE; 	 Materials for Medicaid and Medicare Cost Containment and 
Managed care 

Attached are 3 document2 for your review and comment. These were 
prepared over the weekend with Bruco to respond to a request from 
the White House. These are intended co be used for a presentation 
by Bruce on co~tcontrole on Wednesday. 

DUe to time pressures imposed by others, we are distributing thie 
simultaneously and would appreclQte your oomments by COB Monday. 
Please 01.11 the following people to provide your commence. 

On Medicaid Managed Care - Don Johnson, 690-7762 
On Medicaro Managed Care - Peter lUc:kman, 690-5950 
on Cost Controls Debbie Chang, 690-5960 or Tom 

Gustafson, 690-5500 
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Medlcare and Medicaid 

Coet Containment Legislative proposals 


MEDICARE 

A range of Medicare reforme could help to control costa in the 
shor~ ~erm and 1n the future. Some would have 8ignificantacorable
budget savings. Others would reform various aspects of the program 
that would improve our ~hllity to control costs in the future, even 
~houOh they might not be scored QI!I having signifioant savings
within· the budget window. Medica.re managed care options are 
addressed ina separate paper. 

Major propoaoll!l could include: 

1. Reform payment procedyres 

Over it per10d of years, we have moved large portions of the 
Medicore program onto payment methode that are designed to control 
Federal costSI prospective payment (for. inpat1ent hospital 
service8) and fee schedules (for physicians and most other Port a 
serVices). PaymenL methods for two additional areas are now ready
for reform. hospital outpatient services and skilled nur8ing
facilities. . 

~ 	 Prospective payment systems in these ftre8S will reform 
1ncentives that now tend to increase costs and put the 
Federal budget at risk. 

Outpatient prospective payment will reverse the 
scandalous growth in co-insurance charges t~ 
beneficiaries: OPD coinsurance has now orown to about '0 
percent,. as opposed to 20 percent eleewhere in the 
program. 

Graduate Medical Education payment reform CAn; 

• 	 Achieve budgetary savings· while changing a number of 
payment parameter! to 

• 	 Increase emphaSiS on training of primary care 
practitioner! and 

permit payments to recognize the major shift of medical 
training to ambulatory care. 

Saving8 in t.he physiCian area have been a eignificcmt source of 
savings In thepa8t and may be again, although lower basolines will 
lead to lower sav!ng~ from particular proposals 8S wall. Insofar 
lUI savings are required, it would be desirable to achieve them in 
ways that contribute to containing costs in the future. 

• 	 Remove the upward bias now Inherent in the statutory
formula for setting the annual physiCian growth target 

http:Medica.re


(thQ Medicare Vo!ume·Performance St.andard). 

In addition, Medicare payment for durable medical equipment (OME) 
can be roformed to reflect market. rates, t.hU8 lowering Medicare 
costs •. HCFA could take advantage of market rates in 100al aress by
simplifying and changing the currant inherent reasonableness 
authority. 

2. Promote Competition 

Relying more heavily on market forces to establish how much. 
Medicaro pays ie sttractivQ in general and respondS to t.he current 
climate. 

II- CompetitivQ bidding for Part B services would permit the 
market. in local areas set our payment rates. 

S~veral other chang98 would "level the playinq Uel.d" 
between Medicare man~gedcare plana and Mediqap plane, 
leading to sharpened. competition lind lmprovQd
performancQ. . \" 

3. Combat fraud and Abuse 

~ 	 A major funding reform, the Benefit Qual! ty A:U5urance 
Proqram l will permit adequate funding for payment·
integrity actlv1tiesof Medicare carriers and 
intermediaries. We expect a 8-to-one return for these 
activities. 

Medicare secondary payer reforms will emphasfze paying
the claim right in the first placQ through improvad 
coordination of benefIts, rather than costly pay-and
chase approaches. . 

Madicare can follow the lead of the pr!vate aector in 
adopting cert.ain "good bueineee" practices governing 
overpayments and other aSPQctg of ourbuslne8~ r9lations 
with physI~lans and provi~ere. 

4. Simplify and StreamlinQ Program Managemant 

Various program reforme can tighten up administration, reduce 
vulnerabilities, improvQ information flows, and eliminate certa1n 
unnece8sary practices. 

II- nOne-stop Billing" will U89· electronIc transmittal of 
cla1ms intormat1on from Medicare to secondary payere. 

Changala rolating to thg Mgdlcare Transaction syetem now 
under development would increase the flexibility of our 
contracting authority and simplify olaime processing. 
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MEDICAID 


Medicaid changes could emphasizQ.imilar themes, but refleot 
differences in a joint Federal-Sta~e program. 

1. State "FInancing Reform 

To prevent abuses relating to intergovernmental transfers I 

)It. 	 Medica1d p~yment8 to government-owned facilities would be 
l1mited to costs . 	 . 

Rules relat1ng to payment8 to hospitals serving 4 
"disproportionate share" of the poor would be tight.ened. 

2. Promote Competition, 

A eeries of proposals could give States greater, flexibility to 
operate cost-effective managed care programs; For instance, . 

)It. 	 Permit limited waivers of enrollment' composition rulea, 
with quality assurances; 

Permi t State:s to adopt primary care caae mcmaqement 
programs without requiring a wa1ver from HeFA. 

3, ~gmbat Fraud and Abu8e 

...several proposals COUld Improve Sta~as' abil1ty to ensure 
payment!! from third parties l1able to pay medical bills 
lor Medicaid bQneficiarie~. 

• 	 statutory improvements could increaee tbe effect1veneee 
of existing ,provis10ns assuring madical support from 
'absent paren~8. 

4, S1mnlify Administration 

• 	 To remove requirements now largely redundant as a result 
of nursing home reform, mandated annual mental health 
screenings of nursing horne residents could be replaced 
with reviews on an ae-nGodod basis. 
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Ko4ioare Kanaqe4 car. 

I. Gratll in Managed Cara 

. Medicare has experienced siqnificant qrowth in managed care 
enrollment as well as manaqed carA contr~ots for the past four 
yeare. 

Enrollm,nt: In 1994, Medicare enrollment qraw by 12 peroent. As 
of September of thi5 year, 9 percent of all Medicare 
beneficiarieS! were enrolled in manaqed care plans. (6 peroent in 
r1sk plans, 2 percent in Health care Prepayment Plans (HCPpa),
with the remainder in ooet plans and Medi~are SELECT). 

Contract,: A5 ot September ot this year, Medicare had 2J~ total 
prepaid oontraots (14$ risk oontracts, 29 coat contracts, 57 HCPP 
contr~ots, and 4. Demo contracts). Thisis·an increas8 from laa 
in 1993 and trom 165 in 1990. 

I., .,IY.' in M.~io&re Manaqe~ Care 

Historically, the followinq issues have been raised as 

problematic in Medicare managed ~are: . 


MedlCart fayment. Manaoed care orqanizations with Medioare risk 
contracte receive a per capita payment of 95% of Medicare'5 
projected fee-for-service cost for each enrollee (referred to as 
adjusted averaqe per capita costs (AAPCC). Rates are adjusted
by demoqraphic factors such as ase and sex and by a qeoqraphic 
faetor based on county of enrollee residence. Accordinq to 
Mathematica Policy Research (MPR), even though Medicare's payment
is 95t rather than loot of the AAPCC, the program is still not . 
achievinq savings beoause of favorable selection. In fact MPR 
fqund that Medicare'S payments to risk contracting HMOs were 
approximately 6 peroent higher than the oosts of oovering the 
same beneficiariQs in fee-for-service. 

The manaqed oare industry has traditionally been oritioal of 

Medicare's payment. met.hodoloqy for risJc cont.racts. Amonq t.he 

concerns dre that payment levels are too low, county rates are 

unstable and that plane in areas with relatively low payment are 

disadvant.aqed compared to plans 1n areas with relatively high 

payment (tor example, the monthly rate in Hennepin, Minnesota is 

$362, while in DadQ, Florida it i& $615)., . 


Marketing. There have been continuul problems and eomplaints in 
the way managed care plane market to Medicare benefiCiaries, 
particularly in some regions ot the country. peoeptive practices
such as enrolling beneficiaries without their oonsent and agents 
not fully explaining critical managed care proviSions, for 
example, the lock-in, have resulted in expensive mistakes dnd 
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bureaucratic hassles for ~enet1c1arieB. 

Benef10iary confUsion. The ever-increasing number ot managed 
oare option5 for Medicare benetic1arles makes choosing a plan 
very oonfuaing and may even deter beneficiaries trom choosing 
mar.~ged care altoqether. Widely varying plan benefite and 
enrollment periods make comparison Shopping almost imposaible. 

Vn,yen Playing FielQ With Med1ga~. While Medioare managed car. 
plan are prohibited from health screening, imposing pre-existinq
cond.1tion exolusion periods or oharging dif'f.rential premiums
baaad on health status or aqa, the same requirementedo not apply 
to Kedigap policies. A5 a result, the competition between 
Me<11caremanaqed. oare and Medigap does,not take place on a level 
playing field. 

Lim1tet1 Benetl<:iary Choice. A relatively small percentage of 
Federally Qualified HMOs part.ic1pate in Medlca,re's managed care 
proqram. Only a handful of the5. plans offer a point-of-service
option to enrollees. While Medicare SELECT holds the promise of 
expanding choice through the creation of managed care/Mediqap
hybrid productG, plane under the exi8ting demonstration are not 
required to manaO'e care. As a result, the majority of SELECT 
enrollees are in plans that achieve Med1O'ap savings only through
discount arranqoments and seleotion. SELECT enrollees also do 
not have the same assurances as to acoeCG and quality as do 
enrollees in Medicare risk plans. 

Qyality AssurOngg. HCFA currently has certain process
requirements for HMOs which are meant to assure quality of oare. 
work is in process on a now generation of quality mea5urement 
eY5tems that will tocus on patterns of care, but full 
implementation is still several years away.- ThUS, Wh1le there is 
evidence from resea~ch studies that quality of care in HMOe is 
comparable to that in Medicare's tee-for-serVice sector, HCFA 
,doee not yet have systems to adequately measure, monitor and 
assure quality on an ongoing bacia. such systems areespacially
important when dealing with capitated systema because capitation 
providQs finanoial inoentives to minimize care. 

II;, Qition!l' 

Option 1) 	 RedUMe penefits in te~~or-serYlge MedlcarQas an 
inoentiye for benefioiariesto enter HMOs, 

In addition to the current Part B premium, require benefio1aries 
WhO do not enroll in a managed care plan to pay the difference 
between the average per capita ree-for~aervice costs in thoir 
area and the loweet premium for a managed care plan with a 
Medicara contract. 

J-
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o 	 All managed care plans in an ar08 that wiah to participate in 
the Medioare program woula submit bi~s. 

o 	 Medicare'e contribution for all benefieiarioa in that area 
. would be based on the loweet bid. . 

o 	 The flbid" for reqular fee-tor-service MAdiearo (91 , of all 
Medicare Beneficiaries) would be based on average per capita
Medicare costs in the area. 

o 	 If ~he "bidll for regular Medicare wae not the lowest, 
beneficiaries cnoosinq fAA-for-service would have to pay the 
differonce between Medicare's contribution and the tlbidtl . 

Option 2) 	 Strengthen Current Risk and Cost Contraot Progrom and 
create Additional Inoentiyes fOF Participation 

Und~r this option a variety of measures would be taken to 
strengthen Medicare's risk and cost contract program. 

o 	 HMO pa'{JDent 

+ 	 Impo~e upper limits and tloors on reqional payment
variation 

\ 
and create outlier pools for high cost cases. 

+ 	 Conduct demonstr~tions of competitive rats setting. 

o 	 Simpllty~enetlclatY Choice 

+ 	' Create a standard core benefit for all Medicare managed 
care plans~ 

+ 	 Establish a coordinated open enrollment prooess for 

. Medicare manage~ care plans and tor Medigap. 


+ 	 prohibit Medigap plane from health soreening, impoeing pre
existing condition exclusion periods or charqing 
differential premium~ based on health st~tu50r age. 

o 	 IncrgAse Ayailability ~J Managed core QntioD 

+ 	 Authorize the Se.cretary to contract with purohasinq 
coalitions for the provision Of Medlcara benefits on a 
capitated basis. . 

.+ 	 Increase payment to managed care plans operat.lnq in rural 
areas and modify the roquirement that oommeroial enrollment 
equal or axceed Medic~re and Medicaid enrollment (50/50 
requirement) to encourage participation • 
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Qption 3) !;reate More Flexible Managed Care option,· 

under this option, Medicare would move to create more flexible 
. managed care options for benef1ciariQQ. 

o 	 Medicare SELECT - Make a restructured Medicare SELECT 

available to all benetlcairies. The SELECT program would 

D.8come a fedoral oontracting option subjeot to similar 

safeguards as now apply to riak and oost' contractors. In 

addition, entities wishinq to octain a Medicare SELECT 


. contract w~uld have to be actively involved in manaq1ng care. 

o 	 Expand Availability of Point-ot-service Option. - Enoourage 

Medicara risk plans to offer point-of-service options as an 

additional benefit to enrollees. 


a . Medjcare Point-of-ServiQe - Authorize the Medicare to contract 
with entities to create comprehensive preferred provider
networks in areas where this option would not be otherwise 
available. 
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KEDICAID MANAGED CAR2 

I. currin; Law an4 Growth in X.hog.d Clr. 

Current la~: states may implement Medicaid manaqed care through
voluntary enrollment proqramg or mandatory programs under freedom 
of Choiee w4ivers (under 1915(b) waiver authority) and seetion 
1115 d8monstration waivers. Managed care arranqemen~B under . 
waiver programs include oapitated, HMO-like programs and primary 
care oase management (PCCM) proqrams. 

Enrollment: Enrol1men~ in Medicaid managed care. has been 
dramatioally increasing in both actual nUmberg and aa a 
propor~lon of Medicaid beneficiaries over the last several YAars. 
Managed care enrollment qrew by 63 peroent between 1993 Cl.nd 1994. 
Becaugg Statee generally leave elderly and disabled Medicaid 
benefiCiaries -- particularly nursing home residents -- in fee- . 
for-service, current enrollmen~ repreBenta approximately ono

. third of the target population. We anticipate that this 
proport1on will-continua to grow, and approach full enrollment in 
managed care, without chanqes to current law. 

II. 	 I,Bue. in M'dicaid Managed QI~ 

Manaqod care expansions should represent an effor~ to 
develop more efficient health care delivery systems. 

• 	 Managed caro arrangemQnts should ensure accountability 
across all elements of the systom. In particular, financial 
aooountability, public oversight and qUAlity of care should 
be emphasized, and the neoessary data must be collected and 
furnished to permit SUCh accountability •. 

In the absence of a F~deral mandate, iroposed options must 
appeal enough to States to induce the r partioipation. , 
Providing progr4m design flexibility and additional Federal 
dollars would apPQal to states. 

~tat. Impact: Changes ehould provide rlex1bility for States to 
develop their own time-frame for managed care and 'target managed 
oare programs to the populations and provider markets most 
appropriato for their state. While current law incentives have 
provided an effective avenue for managed oare expansions, states 
have expressed interest in having more flexibility. 

Managed care systems require consaiderable administrative II infra
struoture" to be successfully implemented. Many stat. sa or 
p~rtions·of States may not be ready from d management perspective 
tor managed care. 

auaaet Impact: The fisoal benefits of managed care will continua 
to hold down the rate of growth in Medicaid spending. Effective 
proposals would provide new incentives or new methods for statea 
to develop cost-effective managed oare programs. 
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Reduced Pressure for 1115 Haivers: Tho Fede~al qovernmQnt has 
Alloved statea to implement manaqed oare systems through lll~ 
domonstration waivers, ~ut budget neutrality continues toba 
problematic. Legi~lative proposals to ease managed oare 
implementation without an 1115 waiver would both reduoe 
administrative ~roblem8 and allow the waiver program to focus on 
innovative approaches rather than only manaqed care expana1ons. 

Benefioiary Impaot: Proposals to give States broad latitude to ' 
mandate memClqed care and.stabliah enrollmont lOOk-ins have been 
very controversial il'l the past, because of their anticipated
impact on Medicaid beneticiaries. Quality of care measures are 
Z5till developing, yet t.he incentives to "underserve" patients in 

'managed care need to be ,Closely monitored. 

III. options 

The following options emphasize flexibility rather than new 
providinq new Federal tunds to the states. 

option 1) Increase State Flexibility 

Targeted legislation would be proposed to roform the current 
Medicaid managed care program to provide States with additional 
flexibility within their regular Medicaid programs. These 
proposals would enoourage the UQO of managed care and simplify
Medioaid administration. . 

Lagislatlve changeQ that would provide States with new latitUde 
to establish managed care programs inClude: 

~ 	 Permitting limited waivers or enrollment composition 
rules when States establish quality assurance systeme. 

~ 	 Permitting states to develop primary care case 
management programs without a waiver. 

~ 	 Permitting six-month enrOllment lock-ins tor all 
managed care plans. 

• 	 . Permitting States to contract ~ith a 8ing18 HMO in 
rural areas.• 

HCFA oould also establish FeQeral 1115 waiver policies that would 
give greater priority to programs that would inorease the UQe of 
manaqed care •. 

option 2) Rtmove Current Prior Approval Barrii£B 

Permit States to develop mandatory Medicaid managed ce.re proqrama 
as state plan options. States would not need Fedoral waiver~ to 
develop primary care case management programs or enter into risk 
contracts. current statutory requlremente that Z5erve as barriera 
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to Medicaid m~naqed oarG would be eliminate4. 

In order to take advantage of this enhanced flexibility, States 
would bo required to play an active role in 4uality oversiqht and 
require ha3l~h plans to meet new, more stringent quality 
assurance requirements. (This approach is similar to the 199a 
Moynihan managed care bill.) 

option 3) 

Require that states develop Medicaid manaqed care programs for 
a.ll beneficiaries. Quality assurance monitoring 'W'ouldbe 
partioularly critical if 311 States are required to implement 
managed care, reqardless otpreviouBexperlence with capitation
and beneficiary proteotions. Thorefore, states oould be required 
to implement Federally-defined quality aa5urance proqramsl in 
return, current statutory quality proxies could beea50d. 

Typio3lly, managed care proqrams save approximately rive percent 
trom Medicaid fee-for-service !Spending_ Proponent:! of this 
approach have u"ed this atatisatic to dQvelop savinq& estimates. 
It a mandate qeneratea this level or savings nationwide, total 
additional M.dic~id !S~vingl!5 would be between $1 and $2 billion a 
year -- or $10 to $20 billion over ten years. 

Stats5 would be able to apply for waivers to continue fee-for
eervice (rrs) gQrvico dolivory in qQoqraphic areas that cannot 
sustain a manaqed care system. The State would have to ~tay
within a FFS payment limit b~sed on managed oare rates. ThQSG 
waivers would last for three years; to renew the waiver, States 
would have to demonstrate again why managed care would not be . 
aUooGc8ful. 


