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The 1990 medigap reform legislation had
multiple objectives: To simplify the insur-
ance market in orvder to facilitate policy
comparison, provide consumer choice,
provide market stability, promote competi-
tion, and avoid adverse selection. Based on
case study interviews with a cross-section of
individuals and organizations, we report
that most of these objectives have been
achieved. Consumers of medigap plans are
able to make more informed choices, largely
because they can adequately compare
policies based on standard benefils.
Marketing abuses have apparently declined,
as evidenced by a decrease tn the number of
consumer complainis. Finally, no major
detrimental impact on the insurance tndus-
try was detected. Beneficiaries still face some
confusion in this market, however, such as
understanding the rating methodologies used
to set premiums and how this may affect
their choices. Confusion could increase with
the growth of managed care options.

INTRODUCTION
The 1990s ushered in a new era of health

care competition with the inclusion of a little-
known provision in Congress’ Omnibus
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Budget Reconciliation Act (OBRA) of 1990.
Calling for the establishment of mandatory
standardized benefit packages, this legisla-
tion revolutionized the marketing and sale of
Medicare supplemental (“medigap”) insur-
ance to the elderly. Future insurance reform
efforts based on managed competition
would be remiss in not considering the
lessons learned from standardizing the
medigap market.

All medigap policies sold after July 31,
19921 must conform to 1 of 10 uniform
benefit packages, labeled A through ], as
stipulated by OBRA 1990 and subsequent
State regulations. Previously, hundreds of
different benefit packages were available
to consumers. Standardizing benefits,
effectively limiting the number of options
available, was designed to simplify
consumer purchases, thereby making it
easier to compare benefits and premiums.

Standardized benefit packages fulfill a
key tenet of managed competition by facili-
tating comparisons between alternative
health insurance choices (Enthoven,
1988). The Clinton Administration’s Health
Security Act and several rival bills
proposed that health benefits be standard-
ized. Although these reform efforts failed,
it is still possible to learn about standard-
ization by a careful examination of the
medigap experience. As set forth in the
House Conference Report, the OBRA 1990
medigap legislation had five objectives:

| There were two exceptions. First, the three States that had
already enacted standardization programs {(Massachusetts,
Minnesota, and Wisconsin) could apply for a waiver. Second,
States whose legislatures did not meet during 1992 were given
additional time 1o comply.
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¢ Simplifying the market to facilitate policy
comparisons.

* Providing consumer choice.

* Providing market stability.

¢ Promoting competition.

* Avoiding adverse selection.

Based on interviews and data collected
from nine States over a 4-year period, this
article is organized around these five
objectives and the extent to which they
have been met. In addition, we have includ-
ed a section on Federal and State adminis-
tration of the medigap program since
regulatory oversight cuts across several
of the objectives.

The next part of the article provides
background on the problems in the
medigap market and regulatory responses.
Then, the data sources and methods
employed for the study are discussed. This
is followed by the results, in which
we examine the success or failure of
the legislation in meeting its five
objectives. We conclude with a summation
of the legislation’s overall effect and a
discussiocn of remaining problems in
the medigap market.

BACKGROUND

Problems in the medigap market date
back to the inception of Medicare. The
program was not designed to pay all of the
health care costs of the elderly and
disabled. Therefore, gaps in coverage
remain, in the form of various copayments
and services that are not covered at all,
such as long-term care and prescription
drugs. To fill some of these gaps, private
insurers responded by selling supplemen-
tal health insurance, known as “medigap”
policies,

In 1991, almost 90 percent of the elderly
population had some kind of health coverage

2 This statislic excludes dread disease and hospital indemnity
coverage.

in addition to Medicare.2 Of these, 35 percent
were covered through a current or former
employer, 37 percent owned individual
coverage, 7 percent had both individual and
employer coverage, and 12 percent were
eligible for Medicaid (Chulis, Eppig, and
Poisal, 1995; Chulis et al, 1993). This article
pertains to the 42 percent of Medicare
beneficiaries (approximately 13 million
people) who own individual supplemental
coverage, because only these policies are
subject to the OBRA 1990 legislation.?
Retiree benefits were specifically excluded
from the scope of the legislation.

The sale of individual medigap policies
has been subject to a number of problems,
albeit some of them isolated: marketing
abuses by companies and agents; low rates
of return on premiums; duplicate coverage;
and poor consumer knowledge. Hearings
on these problems spurred Congress to
enact the “Baucus Amendments” of 1980
(Public Law 96-265).4 This legislation
established  voluntary  certification
standards designed to encourage States to
enact legislation that incorporated certain
basic requirements established by the
National Association of Insurance
Commissioners (NAIC), the association of
chief State insurance commissioners.
Specifically, medigap policies had (among
other things) to meet minimum benefit
package requirements, meet minimum
loss ratio standards (60 percent for individ-
ual policies and 75 percent for group
policies),> and comply with various disclo-
sure provisions, including providing a
consumer guide and outline of benefits to
prospective policyholders.

% Polictes sold through association or fraternal groups {(e.g., the
American Association of Retired Persons [AARP]) are, however,
subject t this legislation,

4 Graphic descriptions of such abuses can be found in U.S.
House of Representatives, Select Committee on Aging (1978).

% Loss ratios represent the percentage of each dollar in premi
ums that is spent on health care benefits. The balance, often
referred to as “retention,” is devoted to the costs of administra-
ion {e.g., claims payment, marketing) and profit.
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Table 1
Benefits Covered in the Medigap Policy Prototypes Under OBRA 1990

Plan Type

Benefits A B c () E F G H | J
Core Benefits! X X X X X X X X X X
SNF Coinsurance — — X X X X X X X X
Part A Deductible — X X X X x X X X X
Part B Deductible —_ — X _ — X — — — X
Part B Excess Charges — — — Highz Lowe - — Hight  High?
Foreign Travel — — X X X X X X X X
At-Home Recovery — — — X — - X - X X
Prescription Drugs — - — — - — - Low? Lowd  High?
Preventive Medical Care — — — — X — — — — X

1Core benefits include coverage of all Part A {(hospital) coinsurance for stays longer than 80 days, the 20-percent Part B coinsurance, Parts A and B

blood deductible. and the 365 lifetime reserve days of hospital care.

2Low excess charge coverage pays 80 percent of the difference between the physician's charge and the Medicare-allowable rate; high coverage pays

100 percent of the difference.

3Low prescription drug coverage has a $250 arnual deductible, 50 percent coinsurance, and a maximum annual benefit of $1,250; high coverage

is similar but it has a 3,000 maximum annual benefit

NOTES: OBRA is Omnibus Budget Reconciliation Act. SNF is skilled mursing facility. Plan types A-J represent the 10 uniform benefit packages
mandated by OBRA 1990. Plan A reptesents the least comprehensive package:; Plan J represents the most comprehensive.

SOURCE: Nationat Association of Insurance Commissioners: Medicare Supplement insurance Minimum Standards Model Act, July 30, 1991,

Although the Baucus legislation
achieved many of its goals (U.S. General
Accounting Office, 1986), one major
problem remained. No limits existed on
how many and what type of benefits could
be offered in excess of the minimum
standards. Consumers, faced with
hundreds of policy configurations, found it
diff cult to comparison shop effectively.

OBRA 1990 was designed to address this
shortcoming of the Baucus legislation. It
stipulates that after July 1992 (with the
exception described in footnote 1) the only
policies that could be sold as Medicare
supplements were the 10 specified benefit
packages (labeled A, B, C, ... J), which are
shown in Table 1. All carriers selling
medigap policies are required to offer Plan
A but can also choose to sell any or all of
the remaining packages. The comprehen-
siveness of the packages generally increas-
es from A through J. All packages cover a
core set of services, which includes the
Part A hospital coinsurance for stays
longer than 60 days plus coverage for 365

additional lifetime reserve days after
Medicare benefits end, the Part B coinsur-
ance, and the Parts A and B blood
deductible. In 1996, the Part A hospital
coinsurance was $184 for the 61st through
90th day of hospitalization per benefit
period and $368 per day for days 91 through
150.6 Coverage for the Part B coinsurance
generally includes 20 percent of Medicare’s
approved amount or 50 percent of outpatient
mental health services after meeting the
annual $100 Part B deductible.

With regard to the non-core benefits,
more than one-half of the packages cover
the Part A deductible, skilled nursing facili-
ty (SNF) coinsurance, and foreign travel
services. In 1996, the Part A deductible was
8736. Coverage for SNF coinsurance
amounts to $92 per day for days 21 through
100 per benefit period.” Packages with the
foreign travel benefit pay 80 percent of
medically necessary emergency care in a

& These coinsurance amounts are calculated to represent 25
percent and 50 percent of the Part A deductible, respectively,
which in turn represent the cost of a day in the hospital,

7 The SNF daily copayment equals one-eighth of the Part A
deductible,
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foreign country following a $250 deductible
(with a lifetime maximum of $50,000).

Only a few of the plans cover preventive
medical care and at-home recovery. The
preventive screening benefit pays a
maximum of $120 per year for physician-
ordered health care screenings. The at-
home recovery benefit pays up to $40 per
visit for up to 7 visits a week and can be
used up to 8 weeks after Medicare-covered
home health care benefits cease. The
ceiling for this benefit is $1,600. Three
packages (H, I, and J) cover prescription
drugs; each plan is subject to a $250
deductible and 50 percent coinsurance for
expenses above the deductible. Plans H
and | have a maximum benefit amount of
$1,250, while Plan J has a maximum benefit
amount of $3,000.

The process undertaken to establish the
benefit packages was unique in that it gave
a private body, NAIC, the first opportunity
to formulate their specifications with the
Federal Government playing only a default
role if NAIC failed to act in a timely fashion.
NAIC had 9 months to complete this
process with little guidance from Congress
as to content or process.

Although policy standardization repre-
sents the most farreaching proviéion of
the legislation, OBRA 1990 included sever-
al other provisions, including the following:

o Higher loss ratio requirements for
individual policies. Loss ratios were
increased from 60 percent to 65 percent
and refunds to consumers are required
when policies fail to meet the new
standards. Minimum loss ratios for group
policies remain at 75 percent but are now
subject to the refund requirements.

¢ Severe penalties on agents and insurers
who knowingly sell duplicate coverage.

+ Limits on agent commissions during the
initial year of coverage under a new
policy. Commissions are restricted to no

more than twice the amounts paid for
policy renewals in subsequent years.

® Requirement that insurers hold a &
month open enrollment period when
beneficiaries 65 years of age or over first
enroll in Part B of Medicare8 Thus,
during that 6-month period, a person can
purchase any policy offered regardless
of his or her health status and receive
the company’s most favorable rate.

¢ The requirement that pre-existing condi-
tion exclusions could not exceed 6
months in duration. Also, a second pre-
existing condition period may not be
imposed if a person switches plans or
carriers. (However, after the 6-month
open enrollment period, the carrier can
refuse coverage or charge a higher
premium for the policy based on past
health care experience.)

DATA AND METHODS

Data for this study were gathered
through extensive case study interviews
with key participants in the medigap
supplemental market., Three waves of
interviews were conducted; the first wave
was completed in spring 1992, the secéad
roughly 1 year later, and the final wave in
spring 1995. This timeframe allowed us to
capture both pre- and post-OBRA 1990
experiences. Since most States did not
implement until mid-1992, the first round
of interviews reflects the regulatory
environment prior to standardization.

Interviews were conducted with multi-
ple officials in the department of insurance
(DOD or other State agency that regulates
the medigap market in each of the nine
States. The States—California, Florida,
Minnesota, Missouri, New York, South
Carolina, Texas, Washington, and
Wisconsin-were selected with assistance

8 Technical amendments to the law in 1994 extended the open
enrollment period 1o disabled Medicare beneficiaries.
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from NAIC with the intent of including
States with diverse regulatory environ-
ments. Other criteria used for choosing
case study States were having a large
elderly population, geographic diversity,
and waiver status.® Representatives from
the State Medicare consumer counseling
program and/or consumer division of the
DOI were also interviewed. Counseling
programs were developed or enhanced in
all States through funding provided by
OBRA 1990. The programs have different
names in most States but serve the same
function: to provide free, unbiased infor-
mation, counseling, and assistance (ICA)
to Medicare beneficiaries facing various
types of health insurance decisions.

Interviewees also included representa-
tives from insurance carriers selling
medigap policies, public interest groups,
executive branch officials, trade associa-
tions, and congressional staff members.10
Including State representatives, nearly 100
interviews were conducted during each
wave. As a result of the diversity of partici-
pants, we were able to obtain many
perspectives on medigap insurance. With
few exceptions, the same individuals were
interviewed during each wave, which
enhanced the consistency of the findings
over the duration of the study. Interviews
with carriers were conducted by
telephone, while all State interviews and
most of the remaining interviews were
conducted in person, An interview guide
was prepared in advance of each wave to
help structure the discussion.

Discussion topics for interviews with
carriers included the impact of the legisla-
tion on competition, marketing, beneficia-
ries, and administration of their medigap
product. State interviews addressed

% As previously noted, the waiver States, i.e., Massachusetis,
Minnesota, and Wisconsin, were those that had already enacted
standardization programs. Two of these States were purposely
selected for inclusion.

1¢ Participants were promised anonymity.

issues regarding administration of carri-
ers, enforcement of the legislation, and
the impact of standardization on benefi-
ciaries and carriers. Some quantitative
data, such as the cost of insurance premi-
ums and the number of consumer
complaints, were also retrieved from State
agencies when available. All data were
examined to identify reported patterns
and trends, with particular attention
dedicated to assessing whether the objec-
tives of legislation were achieved.

FINDINGS

Findings from the study are presented in
this section, which is structured in accor-
dance with the objectives of the legislation
(as cited in the Background section). We
begin with the goal of simplifying the
medigap market. Next, we discuss the
impact of the legislation on consumer
choice and the extent to which market
stability resulted and competition was
promoted. The issue of adverse selection is
addressed in the subsequent section. We
close with a section on the Federal and
State oversight of the medigap market.

Simplifying the Market to Facilitate
Policy Comparison

By most accounts, OBRA 1990 has
simplified the medigap market.
Establishing 10 standardized packages of
benefits was an underlying factor leading
to a market that respondents described as
more understandable and beneficial to
consumers. According to the vast majority
of study participants, the 10-pian structure
successfully facilitates direct policy compar-
ison, making shopping for a policy easier
and more straightforward. This was the
position most frequently held by State
officials and representatives of the State
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consumer ICA programs. Most believed
that consumer confusion has diminished as
a result of the standardization of benefits,
and beneficiaries are now able to make
more educated purchasing decisions.

As one measure of lessened confusion, the
number of consumer complaints filed with
the State DOIs declined following implemen-
tation of OBRA 1990. A standard complaint
form, developed by the NAIC and adopted by
many States in the early 1990s, allows States
to track medigap-specific consumer
complaints, which not all had done previous-
ly. Before using the standard form, several
States simply collapsed all complaints under
a broad “Medicare-related” category.

Reliable longitudinal data on consumer
complaints are not available nationally. We
collected these data directly from the non-
waivered States for the years immediately
preceding and following implementation of
OBRA 1990 (1990-94).11 As shown in
Figure 1, the data from most States show a
noticeable downward trend in the number
of complaints during that time period. For
example, in Missouri the number of
consumer complaints logged declined from
226 in 1990 to 56 in 1994, a 75-percent
reduction. The most dramatic decrease
occurred in Florida, where the number of
complaints fell from 812 in 1990 to 178 in
1994, a 78-percent reduction.

New York was the one exception among
the eight States. In fact, complaints
increased in the State from 21 in 1990 to 209
in 199412 However, other significant
changes in the insurance market were
occurring in New York beginning in early
1993 when the State adopted individual and
small group market reform for most types
of insurance, including medigap. The
market reform mandated continuous open

1 California was not able to provide medigap-specific data
comparable 1o that of other States.

2 [990) was the first year that the New York DOI separated
medigap complaints from other insurance complaints, so the
data quality is somewhat questionable,

enrollment, development of a State risk
pool, and the use of community rating for
groups of 3 to 50 and in the sale of individ-
ual coverage. Since these reforms included
the medigap market, they may have influ-
enced New York’s complaint data. During
that time period, Empire Blue Cross/Blue
Shield (BC/BS) also raised its medigap
premium rates, which may have led to
consumer complaints.

Marketing and agent practices have
historically been among the most common
reasons for consumer complaints. Since
benefits are standardized, plans are easier
to compare, leaving sales agents with less of
a role in explaining products. As such,
fewer opportunities exist to engage in
unscrupulous marketing practices. This
may have contributed to the reduction in
consumer complaints. In -addition, insur-
ance agents now have less monetary incen-
tive to sell medigap policies to replace exist-
ing policies, i.e., “churning,” because of the
restrictions placed on commission levels by
OBRA 1990. Specifically, first-year commis-
sions cannot exceed 200 percent of policy
renewal commissions. Some States have
instituted even stricter requirements. For
example, Washington State mandates level
commissions. The penalties against agents
and insurers who knowingly sell duplicate
coverage also provide a disincentive against
the sale of unnecessary coverage.,

One variable for which we were unable to
account when examining the trend in
consumer complaints was the potential
change in the repository of complaints, As
previously mentioned, State ICA programs
for Medicare beneficiaries were established
or enhanced during this time period. It is
possible that consumers began to wvoice
their complaints to ICA counselors instead
of filing them with the DOIs.
Approximately 200,000-not quite 1 percent
of elderly Medicare beneficiaries
nationwide—received assistance from an
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Figure 1
Consumer Complaints Reported to State Departments of Insurance
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ICA program in 199313 (McCormack et al,,
1996). Representatives from the ICA
programs and State agencies also reported
an apparent overall shift away from
medigap issues to other insurance matters,
which is further evidence of lessened
confusion among seniors.

The potential for consumer confusion
increases with the growth of Medicare
health maintenance organizations (HMQOs)
and related managed care plan arrange-
ments, Until recently, the Medicare risk
program, which makes capitation
payments to HMOs, was little more than a
slowly evolving pilot program.1¢ However,
that has changed. Between April 1994 and

13 The 12-month period studied was April 1, 1993, to March 31,
1554,

1 The Medicare Act anthorizes payments to both HMOs, which
by definition are federally qualified under title XIII of the Public
Health Service Act, and what the Act refers to as competitive
medical plans (CMPs}, which by definition are not. We use the
term "HMO” to encompass both HMOs and CMPs.

January 1996, a 21-month period, the
number of plans with Medicare risk
contracts increased 60 percent-from 118 to
189-and the number of enroltees rose 68
percent-from 1.9 million to 3.2 million
(Health Care Financing Administration,
1994 and 1996). Furthermore, the number
of HMO risk applications under review by
HCFA is at an all-time high, and various
proposals introduced in Congress would
enhance the already explosive growth.
HMO benefits can be as confusing as
indemnity (medigap) benefits. They differ,
for example, in the prescription drug
coverage, which is much more prevalent
for HMO than medigap enrollees, e.g., in
the maximum benefit amounts, whether
maximums are stated on a quarterly or
annual basis, and the copayment amount
and structure, including whether there are
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financial incentives to purchase generic
rather than brand name drugs. HMOs
commonly offer dental, vision, hearing, and
prevention benefits which differ. Also, the
copays associated with emergency room,
urgent care, and physician use vary based
on whether the physician is a specialist or
primary care doctor and whether care is
sought during or after hours.

The growth in new types of managed
care plans can be expected to exacerbate
confusion. HCFA recently clarified that
Medicare risk HMOs could offer point-of-
service (POS) options, which can differ
across health plans in their non-network
benefits. The expansion of the Medicare
SELECT?S program to all States (from only
the 15 demonstration States)(Garfinkel
et al, 1996) could also compound the
situation. Finally, Congress is considering
loosening the requirements on plans
and provider groups to become a
Medicare risk contractor, which will
result in further growth in options
available to the consumer.

PROVIDING CONSUMER CHOICE

Carriers selling medigap policies differ
in their perspectives regarding the impact
of the legislation on consumers. Some
believe that OBRA 1990 had a positive
effect on consumers, whereas others hold
that consumer choice along with creativity
was restricted by having only 10 standard-
ized benefit packages available. On the
other hand, consumer representatives
generally indicated that 10 plans were too
many, particularly given the growing
number of other options available to
Medicare beneficiaries. Individuals who

15 Section 4358 of OBRA 1990 created the Medicare SELECT
program, which provided for demonstrations of managed care
type Medicare supplements in up to 15 States for a period of 3
years. Benefits for SELECT Plans A through ] are identical to
medigap benefits, but premiums are generally lower because
enrollees must use network providers in order to be fully

were involved in the development of the
benefit packages undoubtedly discussed
concerns about providing consumers with
sufficient choice. In the end, they decided
to develop 10 plans, which was the
maximum number allowed under the new
law. More recently, many of those who
originally favored fewer plans now believe
that the number should not be changed in
order to avoid further confusion because
the elderly have become accustomed to
the 10 plans. In short, their plea is for
stability over perfection.

Table 2 shows the average distribution of
enrollment in plans A through J, using data
collected from Florida, Missouri, New York,
South Carolina, Texas, and Washington for
1994.16 A high proportion of beneficiaries
are enrolled in a small number of plans; two-
thirds of beneficiaries have purchased Plan
B, C, or E Most enrollees want coverage
more extensive than the minimum (Plan A),
which accounted for only 5 percent of sales,
although it is the only plan that carriers are
required to sell. Plan F enrolls the highest
proportion of beneficiaries (29.7 percent)
followed by Plan C (21.2 percent). Plans F
and C are similar in structure except that
Plan F pays for Part B excess charges.
Many consumers may not understand the
physician balance-billing limitations in the
Medicare Act (title XVIII of the Social
Security Act) and are unaware of the
increase in the assignment rate in recent
years, which reduces the need for such
coverage in medigap policies.l” The plan
with the third highest enrollment is Plan B
(17.1 percent), which only covers the Part A
deductible in addition to the core benefits.

6 To cornpute these numbers, each of the States was given equal
weight (e.g., the distribution of sales in New York and Missouri
were given the same importance). Within each State, however,
sales figures were weighted by the number of policies sold by
each company. In general, the five largest carriers in each State
comprised the data set.

17 The national average Medicare assignment rate in 1993 was
86 percent (Meadows, 1995).
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Table 2
Distribution of Sales of Standardized Plans in 1994

Plan Type

Benefits A e c D E F G H | J
Core Benefits : X X X X X X X X X X
SNF Coinsurance — - X X X X X X X X
Part A Deductible - X X X X X X X X X
Part B Deductible - - X — — X — - — X
Part B Excess Charges — — — High Low — — High  High
Foreign Travel -— — X X X X X X X X
At-Home Recovery - - — X — - X — X X
Prescription Drugs — — —_ — — — — Low Low  High
Preventive Medical Care -— — —_ — X —_ — — — X
Percentage Distribution

of Sales 5.1 17.1 21.2 8.4 0.8 287 2.2 2.7 5.9 6.9

NOTES: SNF is skilled nursing facility. Plan types A-J represent the 10 uniform benefit packages mandated by OBRA 1990, Plan A represents the

least comprehensive package; Plan J represents the most comprehensive,

SOURCE: Data provided by the State departments of insurance in Florida, Missouri, New York, South Carclina, Texas, and Washingicn, 1994-95.

During the interviews, some carriers
noted that certain benefits found in the 10
standardized plans are of limited interest
or value, namely, the preventive care
benefit and Part B deductible, which were
referred to as “dollar trading.” For
example, the preventive care benefit
reimburses actual charges up to $120 and
the Part B deductible covers the first $100
of physician charges. Electing plans with
these benefits essentially results in pre-
payment. Some policyholders find this
attractive since they do not have to
concern themselves with paying bills and
are able to plan their annual health care
expenses. Still, the limited interest in
preventive benefits is evidenced by the low
demand (0.8 percent of the total sales) for
Plan E which covers preventive care, and
the higher demand for Plan C which
covers nearly the same benefits as Plan E
except preventive care. Another benefit
that carriers cited as being of limited inter-
est to consumers was at-home recovery.
The data support this claim-plans D, G, I,
and ] cover this service; however, enroll-
ment in these plans ranges from only 2.2 to

8.4 percent. Consumers have the opportu-
nity to purchase all 10 plans from national
carriers like AARP/Prudential. Thus, the
low level of sales reflects a demand as
opposed to a supply issue,

Some carriers also remarked that
consumers were without access to certain
kinds of coverage altogether because they
are no longer able to purchase selected
comprehensive policies that were sold
prior to 1992, especially those that had
significant drug coverage or catastrophic
benefits. Only three of the standardized
plans (H, I, and ]J) cover prescription
drugs, each with sizable cost-sharing
amounts. In 1993, only about 1 in 10
medigap purchasers had one of these
policies, suggesting little interest on the
part of consumers, at least at the prevail-
ing prices. Yet drug policies were not
popular before standardization; 4 to 17
percent of purchasers had a plan that
covered prescription drugs in 1990 (Rice
and Thomas, 1992). Thus, the market
reform does not appear to have affected
consumers’ demand for drug coverage.
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Some consumer groups have noted the
absence of coverage for individuals with
high outpatient prescription drug expens-
es such as those taken by transplant,
acquired immunodeficiency syndrome
(AIDS), cancer, and end stage renal
disease patients. However, raising the
maximum payment limits for the three
plans that cover prescription drugs (Plans
H, I, and J) would have resulted in higher
premiums and exacerbated the pattern of
biased selection that was observed for
these plans (see the Avoiding Adverse
Selection section later).

One approach would have been to
include catastrophic drug protection as a
basic benefit in all of the 10 standardized
plans. The State of Wisconsin did just that.
Wisconsin is a waivered State (along with
Minnesota and Massachusetts) because it
had adopted its own standardization
program prior to the passage of OBRA
1990. In 1994, it modified its core program
to cover prescription drug expenses above
an annual deductible of $6,250. That
deductible integrates with the optional
drug rider that is offered under the
Wisconsin program and is equivalent to
the drug benefits in Plan ] of the national
program, which in turn ceases to pay once
$6,250 in expenses have been reached.18

Earlier research has also demonstrated
that some of the previously sold benefits,
such as private duty nursing, were of little
value. Although one-half of medigap policy
holders had a private duty nursing benefit
prior to standardization, carriers and
consumer groups found it difficult to argue
in its favor since it was more of a luxury
than a necessity (Rice and Thomas, 1992).
In addition, the structure of the benefit was
very confusing. Thus, consumers may in

18 The prescription drug benefit in plan ) has an annual
deductible of $250, a coinsurance of 50 percent, and a limit on
benelit payments of $3,000, resulting in benefits not being paid
once expenses in excess of $6,250 have been incurred in a given
year.

fact be better off without the option of
purchasing this benefit.

Based on the distribution of enrollment,
it appears that consumers find coverage of
Medicare’s coinsurance and the Part A
deductible valuable and coverage for less
costly services, e.g., preventive screening
and at-home recovery, to be less attractive
(Fox, Rice, and Alecxih, 1995). With 10
plans available from which to choose,
consumers gravitate toward only three
plans (F, C, and B) suggesting that elimi-
nation of the hundreds of different
medigap packages that existed prior to
OBRA 1990 has not been detrimental to
consumer choice.

So as not to impede market driven
innovation, OBRA 1990 allows “innovative
benefits” to be sold if they are approved by
the State. Most States felt that innovative
benefits constituted an 11th benefit
package and were reluctant to approve
them, Furthermore, requiring that each
State decide separately on innovative
benefits poses a challenge to carriers that
market in multiple States. These carriers
must obtain approval from every State in
which they wanted to sell the benefit. As a
result, innovative benefits are more likely
to be available from carriers that sell
policies in only one State. Only one of our
case study States and fewer than a half
dozen States nationally have approved
innovative benefits as of early 1995. For
example, BC/BS of Florida is selling a
dental benefit and an Arkansas carrier is
offering a vision care benefit (Health Care
Financing Admini-stration, 1995). It
appears that the use of innovative benefits
is generally limited to BC/BS plans.

PROVIDING MARKET STABILITY

As a measure of market stability, we
examined changes in the number of carri-
ers selling medigap policies before and
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after the market reform. The number of
carriers in New York remained fairly
steady between 1990 and 1995. However,
all of the other non-waivered States in our
sample reported a decline in the number of
carriers selling medigap policies immedi-
ately after standardization. The number of
carriers was at a peak immediately prior to
implementation, bottomed out in 1992, and
began to slowly rise in the years following
implementation. The actual pattern is
State-specific. In California, there were
approximately 100 carriers prior to
standardization but only one-half as many
by 1995. At a low point in 1992, only 10
carriers were approved to sell policies in
the State. However, at no point in time did
the number of medigap carriers fall below
10 in any case study State.

This pattern is even more evident when
it is compared with data from two waivered
States, Minnesota and Wisconsin-the
number of carriers in these two States
remained steady throughout the early to
mid-1990s. The decline and slow rise in the
number of carriers can be attributed to an
initial hesitation about entering a market
where loss ratios are dictated by law and
enforced through refunds. For the most
part, it was the small- and medium-sized
companies that exited the market following
standardization, and the same groups that
later rejoined. It is not surprising that
the smaller carriers did not transition as
quickly as larger carriers, whose greater
resources permitted more flexibility.

Despite the reduction in the number
of carriers, consumers still had ample
choices. We found a general consensus
among regulators and carriers that
consumers were not disadvantaged as a
result of the reduction in the number of
carriers, since a sufficient number of
companies remained. Although the
market is led by a few carriers-namely the
AARP/Prudential and State BC/BS

Table 3

Medigap Loss Ratios for Individual and
Group Policies: 1990-94

Year Individuat Group
199¢ 703 81.0
1991 71.6 B80.5
1692 705 76.4
1993 7.3 70.4
1994 75.2 82.3

NCTE: The data refer 1o polices issued in the year in question and the
2 prior years.

SOURCE: Data provide by the National Assocciation of Insurance
Commissioners, 1995,

plans—which together constitute nearly
two-thirds of sales nationally, no signifi-
cant barriers to entry were detected.

Promoting Competition

Standardization is intended to improve
the ability to compare benefit packages
and, hence, enhance price competition. If it
achieves this objective, one would expect
to see a higher proportion of the premium
dolflar paid out in benefits rather than
retained for administration and profits, i.e.,
higher loss ratios.

Loss ratios were, in fact, higher during
the study period. For individual policies in
particular, the loss ratios were at high
levels by historic standards in 1994, the
most recent year for which data are avail-
able-75.2 percent (Table 3). In contrast,
they ranged between 70.3 and 71.3 percent
in 199093, and in particular were
unchanged in the first year in which
standardization occurred. We hypothesize,
based in part on carrier interviews, that
companies in the initial year or two of
standardization priced conservatively
because they were having to sell new
products for which they lacked direct
claims experience. Over time they priced
more aggressively, reflecting competition
and solid profit margins.

However, OBRA 1990 also raised the
minimum loss ratio from 60 to 65 percent,
effective for individual policies sold or
issued after November 5, 1991. (The loss
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ratio requirement for group policies
remained at 75 percent.) In theory, either
standardization or the higher minimum
loss ratio requirements could have gener-
ated the increase in loss ratios nationally.
We suspect that the impact of standardiza-
tion leading to enhanced competition was
the dominant reason. Most carriers have
loss ratios that are considerably above the
minimum and, thus, are unaffected by the
requirements, whereas enhanced competi-
tion affects all carriers in the market.

Companies failing to meet the standard
are required to provide refunds or credits
to policyholders. No such refunds or
credits had been issued as of our last wave
of interviews (spring 1995); however, the
legislation called for 3 years of data to be
used when assessing loss ratios. Most
States implemented standardization in
mid-1992, thus, 3 years of loss ratio data
were barely available at the end of our
study. Consumers should have received
their first distribution of refunds and
credits in late 1995, :

The process required to evaluate compa-
nies’ loss ratios is likely to be administra-
tively complex and time consuming, one
that most States we spoke with had not
made or were not planning to make a prior-
ity. Some States expect that they will
enforce the loss ratio provision prospec-
tively by denying future rate increases or
requiring a rate reduction. Other States
had no specific agenda for addressing this
potential problem.

One possible response to enhanced
competition is for carriers to set premiums
to reflect more accurately how costs vary
as a function of enrollee age. Carriers can
rate medigap policies in three ways: (1)
without any age rating; (2) with issue age
rating; and (3) attained age rating.19

19 Some States have banned attained age rating and/or mandat-
ed community rating (e.g., Minnesota, New York).

Issue age premiums are based on the
age of the beneficiary when the policy is
issued, increasing only for inflation but not
because the beneficiary ages. Under
attained age rating, carriers increase rates
as policyholders become older. One
problem with attained age rating is that it
results in higher policy premiums as
beneficiaries grow older, when their
incomes in real terms are likely to decline.

Based on interviews with carriers and
States, it appears that there has been an
increase in the number of carriers that use
attained age rating to price their products.
However, this shift is not universal, as
evidenced by the data we collected from
large carriers on rating methods. In fact,
some of the larger carriers are not chang-
ing to attained age pricing as a business
strategy. The movement to atiained age
rating may be occurring among the small-
er carriers in an attempt to attract business
by having lower initial premiums,

Table 4 shows the average annual premi-
ums in 1993 and 1994 for medigap policies
using data collected from six case study
States. Premiums ranged from $524 to
81,553 in 1992 and $528 to $1,811 in 1994,
The plan with highest enrollment (Plan F)
cost more than $1,000 for several years. In
1994, annual premiums for the drug plans
(H, 1, and J) averaged $1,453-nearly 3 times
higher than premiums for the most basic
policy-pricing it out of reach of many elder-
ly consumers,

Premium increases between 1992 and
1994 ranged from 1 to 17 percent, suggest-
ing that the utilization experiences of the
plans were quite different and that carriers
were still learning how to price these new
products, Plan A’s premium had the small-
est increase; however, only 5 percent of
consumers have elected this option. The
most popular plan (Plan F) experienced a
3-percent increase in its premium (51,088
to $1,117). Plan J experienced the most
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Table 4

Average Annual Premiums Paid for Medigap
Polices: 1992 and 1994

Plan Type 1992 Premium 1994 Premium  Percent Change

A $524 $528 1

B 813 838 3
c gae 808 4
D az28 872 5
E 830 870 5
F 1,088 1117 3
G 1,013 1,050 4

H 1,668 1,203 3
l 1,270 1,344 6
J 1,553 1,811 17

SOURCE: Data provided by the State departments of insurance in
Missour], New York, South Carolina and Texas, 1993-95.

dramatic premium increase (17 percent),
On average, some of these increases are
small compared with some of those that
were projected for 1996. AARP/Prudential
indicated that it planned to raise premiums
on their medigap policies an average of 30
percent following a significant increase in
claims volume (Washington Post, 1995).
Selected carriers have filed for large premi-
um increases for their closed prestandarized
blocks of business as a result of their shrink-
ing and aging risk pools.

Avoiding Adverse Selection

Adverse selection is an issue primarily
for the three packages that include
prescription drugs (Plans H, I, and J). The
extent of biased selection can be inferred
from a comparison of premium levels of
these three plans with those that do not
cover prescription drugs, assuming a
reasonable relationship between premium
and benefit payment levels. Unfortunately,
an analysis of relative premiums is compli-
cated by the fact that each of the seven
non-drug plans incorporates other
changes, thus precluding direct compar-
isons. However, we were able to account
for other changes. To do this, the firm of
Bob Gold and Associates was engaged to
provide actuarial estimates.

Three close matches to Plans H, I, and J
were identified from other standard plans.

These matches and the benefit differences
other than drugs are as follows:

¢ Plans H and C differ only in the coverage
of part B deductible.

e Plans I and D differ only in the coverage
of excess charges.

¢ Plans ] and E differ only in the coverage
of the Part B deductible and at-home
recovery.

For each pair, the impact of the benefit
differences other than prescription drugs
was removed, leaving a dollar amount that
can be attributed to drug coverage, as
shown in Table 5.20

A reasonable estimate for the cost of a
single prescription in an indemnity
environment is $40 per fill. In 1987, the last
year in which utilization data were collect-
ed through a national probability sample
survey, the average number of prescrip-
tions per capita for the elderly was 14.7
(U.S. Department of Health and Human
Services, 1989). Using a figure of 20
prescriptions per person, which is selected
to overestimate increases since 1987, and
multiplying by $40, we obtain an estimated
annual expenditure for the average elderly
person of $800.

The prescription drug benefit for Plans H
and I has a $250 annual deductible, 50
percent coinsurance, and a limit on benefit
payments of $1,250. Thus, a high propor-
tion of fills do not generate any benefit
payments (because they are below the
deductible or above the expenditure Limit),
and those that do are subject to 50 percent
coinsurance. Actuarial estimates show that
23 percent of total drug expenditures for a
typical elderly population would be below
the $250 deductible, and another 21 percent

20 The benefit estimates in Table 5 assume a lossratio of 80
percent. Thus, anticipated benefit paymenis are divided by to
allow for carrier retention (cost of administration and profits).
This results, for example, in the premitim attributable to the Part
B redeductible exceeding the value of the deductible itself,
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Table 5

Premium Adjustments to Remove Impact of
Non-Drug Benefits

Plan Adjustment
PlanHtoPlanC

Plan H Premium $1,182
Part B Deductible +110
Adjusted Premium 1,292
Plan C Premium -852
Preriumn Attributable to Drug Coverage 440

Plan | to Plan D

Plan | Premium $1,310
Physician Excess Charges - High -103
Adjusted Premium 1,207
Plan D Premium 817
Premium Attributable to Drug Coverage 390
Plan J to Plan E

Plan J Premium $1.828
Part B Deductible -110
At-Home Recovery -90
Adjusted Premium 1,628
Plan £ Premium -833

Premium Aftributable to Drug Coverage 795

NOTE: Calculations assume 20 prescriptions per person.
SOURCE: Premiums are based on average 1994 annual

premiums in Missouri, New York, South Carolina, and Texas,
1993-95.

would be above the cap, leaving 56 percent
of prescriptions for which benefits are paid.
Dividing 56 percent in half to reflect the 50
percent coinsurance results in 28 percent
of total drug expenses-equal to
$224-being reimbursed.2l However, the
$224 does not include the costs of adminis-
tering the benefit. Assuming a loss-ratio
(ratio of benefits to premiums) of 80
percent, the total cost becomes $280 (equal
to $224 divided by 0.8). This is well below
the differences in drug-only portion of the
premiums of $440 and $390 calculated in
Table 5 for Plans H and I, respectively.

21 Caleulated as 28 percent of $800, the estimate of annual per
capita expenses,

For Plan J, which has an annual benefit
limit of $3,000 rather than $1,250, some 35
percent of expenditures can be expected to
be reimbursed. Since the portion of the
premium attributable to drug coverage for
Plan ] is estimated at $795, the impact of
biased selection is even greater,

This analysis demonstrates that carriers
do set premiums to account for significant
adverse selection when pricing coverage
that includes prescription drugs. Three
points are important in interpreting these
results. First, we are interested only in
significant differences that are not sensitive
to minor changes in estimating assump-
tions, e.g., related to the average retail price
per prescription or the dollar amount attrib-
utable to non-drug benefits. Second, the
analysis presumes that the carriers price to
achieve roughly comparable loss ratios
across the benefit packages that they sell.
Third, if the prescription drug coverage
does attract less healthy enrollees than
average, as hypothesized, this effect is
likely to manifest itself across all benefits,
not just in the prescription drug use.

Program Administration

Medigap is the only type of private
health insurance for which responsibility
for regulation falls to the Federal
Government, mostly HCFA, in the US.
Department of Health and Human
Services (DHHS). However, HCFA's role is
one of policy setting and oversight, with
ongoing administration conducted by the
States, which also have the right to estab-
lish regulations that are more stringent
than those provided in OBRA 1990.

Two principal organizations within
HCFA address medigap issues-the Bureau
of Policy Development, which establishes
policy guidelines, and the Bureau of
Program Operations, which oversees the
implementation, Typically, after legislation
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is passed, HCFA issues implementing
regulations, as prescribed by the Federal
Administrative Procedures Act. These
elaborate on the legislation and must be
consistent with it. Most importantly, they
have the force of law, which is generally
not true of other forms of policy issuances.
Some legislation is self-implementing, i.e.,
does not require regulations, or some may
require regulations only to address
relatively narrow matters.

At the time of this writing, HCFA had yet
to issue regulations relating to the OBRA
1990 medigap provisions. The exact impact
of its not having done so is debatable.
Some argue that since there are no materi-
al problems at present, the absence of
regulations, which are by necessity
detailed and prescriptive, may be advanta-
geous because it allows State flexibility.
However, regulations are required, for
example, to implement the Federal civil
and criminal penalty provisions, such as
those associated with misrepresentation,
fraud, and the sale of duplicate coverage,
The enforcement of these provisions at the
Federal level is through the Office of the
Inspector General (OIG) within DHHS, but
independent of HCFA, Enforcement of the
penalty provisions is, apparently, of low
priority to the OIG, given its desire to focus
resources on matters that, unlike medigap,
adversely impact the Federal budget.

Other areas that would presumably be
addressed through the regulations include:

* How HCFA will perform oversight of
the States (e.g., whether to perform
onsite surveys)-some HCFA staff
believe that the absence of regulations
gives them administrative flexibility.

e The definition of “innovative
benefits"-which may be inherently diffi-
cult to define.

e How Part B psychiatric benefits are
defined (whether the medigap plans are

liable for the full 50-percent coinsurance
facing the beneficiary or just the 20
percent that applies to other services).
HCFA's position is that the plans are
liable for the full 50 percent.

HCFA periodically issues bulletins on
policy and operational matters to State
regulators that are only advisory to the State
and, thus, are not a substitute for regulations.

To date, Federal enforcement has princi-
pally resulted from complaints from benefi-
ciaries or from reviewing changes to State
regulations.22 There have been instances
in which HCFA has intervened with the
States to prevent sale of policies that were
out of compliance with the standardization
requirements, but this has been rare.

State reaction to how HCFA has fulfilled
its role during the implementation process
has been mixed. HCFA was required to
approve all of the State programs to
ensure that they met the minimum
requirements of the legislation. Some
report the process as being smooth,
others as drawn-out and painful, with
answers to questions entailing long delays.
The problems that did arise reflect to a
significant degree the newness of the
program for HCFA, which has not tradi-
tionally played a role in regulating private
indemnity insurance. Another source of
the States’ criticism is the involvement of
multiple governmental offices, including
the General Counsel, which issues legal
interpretations. The medigap provisions of
OBRA 1990 apparently do not represent a
high priority for HCFA, which regards
ongoing enforcement as fundamentally a
State responsibility.

Some States experienced confusion in
administering the legislation. Unclear
legislative language addressing the sale of
duplicate coverage created ambiguities for

2 States are requived to submit changes in their regulations, but
nct alt do.
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States and carriers alike. In particular,
exactly what types of Medicare supple-
mental policies (e.g., dread disease, cash
indemnity policies [typically paying a fixed
amount per day for every day in the hospi-
tal], and long- term care policies) were
subject to the duplicate policy provisions
was contentious. States did not enforce the
provision prior to enactment of amend-
ments in 1994, the most important compo-
nent of which requires disclosure of dupli-
cation. Even now, ambiguity remains
regarding whether long-term care policies
that coordinate with Medicare can be sold
(in particular by paying nursing home
benefits only after the beneficiary is no
longer covered, typically because they do
not meet the skilled nursing requirement).

Changes imposed by OBRA 1990 affect-
ed how the insurance carriers could define
and sell insurance, and how much they
could profit from their products. Despite
the regulatory metamorphosis that
occurred in a roughly short period of time,
the transition process was fairly smooth
once the initial burden of implementation
was overcome. Unequivocally, the greatest
challenge in implementation was the
demanding time schedule. Overall, admin-
istration of the medigap market has been
free from major barriers. Several States
reported that the current structure is more
straightforward and efficient, but this did
not occur without an increase in paper-
work that is required to meet the new prior
approval regulations. As a result of the
general ease in administration, none of the
States we cite visited added staff as a result
of OBRA 1990.

Carriers, for their part, had mixed to
positive reactions to the performance of
States. Some carriers complained of long
delays in the approval processes in some
States. Also, some carriers that sell in
multiple States felt that, as long as the
benefits were standardized, the policy

forms should have been standardized. This
would obviate having to meet myriad State
requirements that differed mostly with
regard to how the policies are presented
physically, e.g., required type size and font,
rather than their substance. With regard to
the legislation itself, the poorly written anti-
duplication provisions previously discussed
created confusion, and many carriers have
found the at-home recovery benefit in Plans
D, G, I, and ] difficult to administer because
the benefit is somewhat complex.23

CONCLUSION

Overall, we believe that the medigap
reforms in OBRA 1990 have met their
goals. The most dramatic change is the
standardization requirements. Although a
definitive assessment will require the
passage of more time, especially with
regard to loss ratios, several findings have
emerged that are favorable. Consumer
complaints have decreased in most States.
There are ample numbers of carriers
selling the product, despite the more
competitive environment.2¢ State official
and consumer representatives are, with
few exceptions, supportive of the standard-
ization requirements. Loss ratios are
higher than they had been, at least in the
last year (1994) for which data are available
at the time of this writing. Finally, although
the implementation process has had some
administrative problems, these have
proven solvable, and after the initial transi-
tion period, standardization has reduced
the review burden on the States.

2 The benefit specifies that, for any given enrollee, the total
number of at-home recovery visits cannot exceed the number of
Medicare approved home health care visits actually received,
although these need not be delivered on the same day. This
benefit is confusing to enrollees, and carriers have difficulty
determining the number of visits for which they are liable.

2 The one exception, some would argue, is Massachusetts,
which many carriers regard as difficult to deal with from a
regulatory perspective,
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On the more negative side, OBRA 1990
has apparently not prevented adverse
selection, as evidenced by carrier pricing
of policies that include the prescription
drug benefit. Arguably, preventing adverse
selection was an unrealistic expectation.
Indeed, the enhanced ability of consumers
to make price comparisons, one of the key
objectives of OBRA 1990, may increase
adverse selection as a result of consumers’
better understanding what they are
purchasing and tailoring their choice of
plans to their individual needs,

As is true with any significant legislative
change, issues remain, ranging from those
with broad philosophical import to minor
and technical ones. One broad issue
relates to the resulting limitation in
consumer choice. Standardization reduces
confusion, thereby promoting competition,
but at the expense of diversity. To be sure,
not all diversity is good, and OBRA 1990
reduced the availability of benefits that are
arguably of little value, e.g., private duty
nursing, and eliminated minor. benefit
package variants that add to confusion, but
did not constitute meaningful differences.
Competition and consumer confusion are
inherently antithetical.

On the other hand, the consumer is also
denied access to certain policies that many
would judge legitimate. Of particular note
is the lack of access to catastrophic-only
coverage that would reimburse expenses
above a significant deductible, thus offer-
ing adequate financial protection to many
while being less expensive than any of the
10 standardized plans. In addition to
increasing consumer choice, a catastroph-
ic-only option would have a favorable effect
on the Medicare budget by retaining
patient cost-sharing, which in turn
restrains health services utilization.

Another issue relates to the inconsisten-
cies in regulation between medigap and
Medicare HMO coverage, a matter that

was not addressed as part of the delibera-
tions leading to the OBRA 1990 medigap
reforms. Medicare HMOs compete direct
ly with medigap plans. The confusion that
now exists will be exacerbated by both the
growth in HMOs with Medicare risk
contracts and the recently issued HCFA
regulations allowing HMOs to market
Medicare “point-of-service” products.
These products pay for services rendered
by providers that are not part of the HMO’s
provider network, with the enrollee facing
higher cost-sharing than if they obtain
services outside of the network. Each
HMO can decide the circumstances under
which it will allow access to non-network
providers as well as the associated levels of
cost sharing.

Other disparities also exist. For
example, medigap carriers are not
required to have open enrollment beyond
the first 6 months of Medicare eligibility
(and, for the disabled under 65 years of age
on Medicare, for the 6 months after they
turn 65). In contrast, HMOs are precluded
from rejecting anyone based on health
status and, also, are precluded from
excluding pre-existing conditions. As
another example, medigap plans are
allowed to age rate, i.e., vary premiums
based on the age of the enrollee, whereas
HMOs must charge a flat premium.

Finally, one of the topics that arose
frequently in discussions with State officials
and beneficiary representatives was the
need for stability in medigap regulation and
in the Medicare program itself. The objec-
tive of stability competes with that of contin-
uously improving Federal programs and
responding to changing circumstances.
However, the enactment of Medicare
catastrophic coverage in 1988, its repeal 1
year later, and the further enactment of the
OBRA 1990 reform legislation caused
considerable confusion among beneficia-
ries. The desirability of any future changes
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in the structure of the 10 standardized
- plans needs to be weighed against the goal
of minimizing beneficiary confusion.
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