Texas Public Policy Foundation


A Texas Public Policy Foundation Publication

May 2003

Public School Employee Health Insurance
Bane or Boon to Balancing the State Budget?
by

Dwight McNeill, Ph.D.

Visiting Scholar, Brandeis University
[image: image1.png]Texas Publie Pullsi
F o uw n d a t i 0 n




 411 Brazos St., Ste. 99

Austin, TX 78701

(512) 472-2700

Fax (512) 472-2728

www.TexasPolicy.com
Permission to reprint in whole or in part is hereby granted, provided the Texas Public Policy Foundation and the author are properly cited. Texas Public Policy Foundation materials are published for educational purposes only. The views of the authors are their own and do not necessarily reflect the views of the Foundation.

Table of Contents
Executive Summary

I. Introduction 
II. Background 

House Bill 3343 

Health Insurance Trends 
III. Options to Lower Health Insurance Expenditures 

Reduce the State's Contribution 

Earmark Contributions 

Reduce Insurance Coverage and Increase Cost Sharing 

Forced Migration 

Health Reimbursement Accounts 

Consumers and Technology 

Defined Contributions 
IV. Reframing the Challenge 

Too Much Insurance for the Many 

Employee Pays All 

Too Little Oomph 

Making Trade-offs 

More Attention to the Sick 
V. Texas Solution
Executive Summary

The purpose of this report is to explore ways to reduce expenditures for the public school employee health insurance program. The question is whether the $1 billion dollar per year program is a bane in adding to the depth of the budget deficit or a boon in providing clues to reduce expenditures for all of the state’s health insurance programs costing over $10 billion per year.
A number of conventional options to lower health insurance spending are evaluated, including a straight-forward roll-back in funding, earmarking funding for health insurance, reducing coverage and increasing employee cost sharing, forcing migration to low cost plans, initiating health reimbursement accounts, and using defined contribution approaches. Some analysts believe these conventional options have not exerted sufficiently forceful reductions in health insurance spending, although the long-term impact of these options has yet to be determined.
Aggressive efforts to reduce insurance spending should extend beyond conventional options. The public school employee health insurance program holds a key to a breakthrough solution to induce the health care system to be more efficient by giving employees the option to use compensation for wages or health benefits. In order to understand the significance of the wage/benefit trade-off, the challenge needs to be re-framed to see that 1) there is too much insurance for the many, 2) employees pay every cent for health insurance out of their own pocket, 3) there is too little “oomph” to activate consumers, 4) there is a need for trade-offs among a variety of risks, 5) there is not enough protection where it is really needed, and 6) technology growth must be managed.
Recommendations include:
· Public school employees should be given the flexibility to choose how to use all of the district and state contributions designated for health insurance for either wages or health benefits, according to their personal preferences. This should be packaged with a program that builds awareness of the wage incidence of health insurance, provides diverse insurance options, and distributes adequate information to guide employee decision making.

· A high-risk pool should be established to cover the costs for the small minority who are very sick to provide them with necessary financial protection. This will reduce the premium prices for the majority and provide incentives for them to select less comprehensive insurance.
· After employees are activated to be prudent buyers of health insurance through this approach, consumer-driven strategies that concentrate on managing technology growth need to be implemented as the only sure-fire, long-term way to lower the rate of growth.

An estimate of potential savings through the concerted strategy described above is a reduction in the growth of future health insurance expenditures by one-third. This could result in a potential savings of $50 million annually for the public school health insurance program (reducing the 15% future growth rate of the $1 billion insurance cost by one-third).
More importantly, these reforms could catalyze a genuine consumer-directed health care system that releases the potential of a market-based system to produce the medical breakthroughs we want at a price we can afford.

I. Introduction

The state of Texas, like most other states, is facing its worst budget crisis in over 10 years and is making hard decisions to balance the books. One potential target for cost-cutting is the newly enacted $1 billion per year public school employee health insurance program which was created by House Bill 3343 and took effect in September 2002. In addition to the large tab for this program, and for the state’s overall $10 billion health insurance program,
 the growth in expenditures is higher than most other budget items. The focus of this paper is to address options for the state to save money on public school health insurance which may have ripple effects on all health insurance.
The best savings solutions are those that make programs more efficient by improving outcomes and reducing costs. Economic crises are often important inflection points for reform because the urgency and the willingness to change are joined. What is also critical at these times are transformative ideas that can replace entrenched paradigms that are no longer working. The public school health insurance program appears to be a “bane” because it layers on more budgetary misery at the wrong time. However, this paper suggests that it may also be a “boon” because it holds the key to deep and lasting reductions in health care spending.

II. Background

House Bill 3343. Efforts to pass health insurance for public school employees began in 1977; almost no legislative session concluded during the past several decades without a bill filed to create benefits for teachers and other employees of Texas public schools. Generations of state legislators were convinced that a state program would furnish financial relief for local school districts, resolve inequities between district health plans, and improve the recruitment and retention of teachers.
 HB3343 appropriates state funding to cover about half of the cost of health insurance for teachers and other employees in the 1200 school districts in Texas. It requires that school districts with less than 500 employees use a new statewide health insurance program, ActiveCare, to lower costs through group purchasing and to equalize teacher payments for their share of premiums across all districts.
State funding for 2002/2003 was budgeted at $1.285 billion. After deducting start-up and transition costs, the annual expenditure is estimated at $1.1 billion. The program provides a $1000 supplement for each employee to take as wages or to pay for health insurance and a $900 payment to the districts designated for health insurance.
 State funding amounts to about one-half of the total contribution for insurance, with the school districts paying the other half. About 20% of employees were eligible and enrolled in ActiveCare in 2002. These employees pay nothing out-of-pocket for single coverage if they choose the low cost option (ActiveCare1) and up to $91/month if they choose the high cost option (ActiveCare3). Most employees picked the middle option (ActiveCare2) at a cost of $7/month or about one percent of the $3780 annual premium for single coverage. (Family coverage is more expensive with a premium of $9500 with employees paying almost the full tab for dependents.)
Health insurance trends. Health insurance poses a unique threat to budgets because its growth is volatile, much higher than inflation and wages, and difficult to control. Trends in real (inflation adjusted) growth in health insurance and wages for the last fifteen years are displayed in figure 1.
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This chart shows that premiums have taken on a U-shaped curve over the last 15 years, starting and ending the period at 14% with a dip in between to nearly zero for a few years in the middle 1990s. Wage growth does not fluctuate as widely and appears to react to changes in premium growth, i.e., when premiums fall, wages increase; when premiums increase, wages decline. It is worth noting that during periods of high premium growth, wage growth was negative. Premiums increased 57% relative to inflation and 50% relative to wages during the most recent high growth period from 1997 through 2003. This suggests a doubling in its real price in 12 years. Health insurance premium growth for Texas state employees in 2003 is estimated at 13% to 14%
, which is in line with national trends. There is no reason to believe that premium growth for public school employees would be any different.

III. Options to Lower Health Insurance Expenditures

Seven conventional options to lower health insurance spending are addressed below.

Reduce the state’s contribution to the public school employee health insurance program. If the state reduced its funding of the $1000 supplement by 25% it would save over $130 million. A reduction of 50% would save $260 million.
 However, since the insurance bills still need to be paid, the burden would be shifted to the districts and the employees. If the districts did not fill in the gap, employees would increase their share of premiums by $250 to $500 per year which would bring their out-of-pocket share from about one percent currently to 7.5% and 15% respectively for the most popular ActiveCare2 option. This is more than the share paid by state employees (zero percent) but equal to, or less than, that paid in the private sector.
 (It is noteworthy that the low cost option, ActiveCare1, should not cost employees more under this scenario.
) Untoward effects may include a decrease in the health insurance coverage rate.
Earmark contributions for health insurance. One way to make a reduction in the state contribution more palatable to employees may be to require/convince employees to use the $1000 for health insurance rather than for wages. In this way, the contribution reductions are compensated, to some extent, by tax savings resulting from the exclusion of health insurance payments from taxable income. However, preliminary reports indicate that 80% to 90% of the ActiveCare enrollees used the money for insurance.
 If these data are correct,
 there would be a small number left to respond to such an incentive and not much of a reduction in expenditures.

Reduce insurance coverage and increase cost sharing. The most common responses of employers to rising health insurance rates in 2003 are to lower expenditures by a) paring-down or eliminating benefits such as mental health, pharmacy, prevention, hearing, vision, and dependent coverage, and b) increasing the out-of-pocket expense for medical services through higher deductibles, higher payments at the point of service, and increased maximum out-of-pocket limits. A combination of these options could lead to more than a 50% reduction in insurance expenditures.
 The ActiveCare1 option already includes many of these items, including a prescription discount card, higher coinsurance for medical payments, and higher deductible and out-of-pocket maximums. The monthly cost of coverage for ActiveCare1 is 25% less than that of ActiveCare2, so it is well on its way toward exploiting this approach to cut expenses. The limits to this approach are that only 20% of employees are eligible for ActiveCare and, of those, only 10% selected the option.
 If all 104,000 employees in ActiveCare chose the low cost option, the savings to the state would amount to $64 million. However, if all public school employees selected a low cost plan, savings would be substantial at about $300 million. However, getting there is another matter, as discussed below.

Forced migration. Restricting choice was the employer strategy to move employees into managed care but ultimately led to its undoing due to the backlash from consumers and doctors. This approach may be very unpopular with teachers because they have a choice of options at this time. Further, it may not be necessary. Research has shown that people are very sensitive to price differences in premiums and will shift plans if the gradient is moderate.
 The present gradient is not, e.g. it only costs $7 a month more to go from the low cost option to the middle cost option.
 A steeper gradient would improve the take-up of lower cost coverage. But, it comes at a price—those who need more comprehensive insurance may bear more of the burden for higher insurance payments. It does not have to be this way--a possible solution will be discussed later.
Health Reimbursement Accounts (HRAs). HRAs are one approach to “consumer-driven” health care which has been advocated by some as a “silver bullet” to reduce health care costs.
 Proponents believe that consumers who are actively engaged and responsible for decisions concerning the quantity, quality and cost of their health insurance will reduce unnecessary health insurance and medical care. The belief is that consumers can make better decisions about their own care than can government or employers. HRAs have been available since 2001 and a growing number of Fortune 500 companies, including Intel, Wells Fargo, and CVS, and large universities, such as Louisiana State University and Stanford, are offering them as an option to employees combined with wraparound insurance for major or catastrophic care.

HRAs are pre-tax dollars deposited by an employer in a personal savings account for employees and their families to use for all first dollar expenses up to the savings account maximum, a number of dollars that usually ranges between $500 to $1,000 for single coverage and between $2,000 to $4,000 for family coverage. If the employee uses all of the savings in the account, expenses are then paid out-of-pocket through a deductible which is usually twice as large as the savings account (approximately $2000). After the deductible is met, all expenses are usually paid by insurance. Money not spent can be rolled over to the next year. Most individuals do not fully spend monies in health savings accounts; industry experience indicates between 20% to 40% of monies deposited in individual accounts remain at the end of each year.
 If an employer deposits $1,000 annually in an HRA, a healthy person could save up to the equivalent of $7800 over five years including interest and excluded payroll taxes. However, the sick are likely to spend about twice as much out-of-pocket relative to what they would have in a standard HMO or PPO and spend about the same for their share of the premium. 

Research is slim on the outcomes of HRAs. The firms that offer HRAs, such as the market leader Definity Health, report high employee satisfaction (97% of employees with HRAs reenrolled) and a reduction in the growth of insurance rates of up to 50%.
 However, at present, less than 10% of employees given the choice of an HRA enroll in it and those who do are usually healthier than those who do not.
 The challenge for HRA plans is the relatively high premium price for it and the companion wraparound insurance, low take-up by employees, and rudimentary information resources for consumers to make educated choices. Many believe that the current generation of HRAs are not a final destination, but rather a promising direction for consumer-centered health care.

Consumers and technology. Consumer-directed health benefits can work if they are designed carefully.
 Most health economists agree that the best way to achieve lasting reductions in health care cost growth is for consumers to be fully engaged and to make decisions to use less of the new technologies available to them.
 Consumers will have to make trade-offs in relation to costs and relative effectiveness. For example, consumers could reduce the proliferation of “me-too” prescription drugs and medical procedures, which provide marginally improved outcomes at tremendously increased costs, by taking a stand that they are not worth the price. Health plans that are priced lower because they are more willing to engage patients in these trade-off decisions may gain favor in the marketplace. However, employees need a lot more help from plans, employers and government to succeed in this new role, including information, education, decision-support, and meaningful incentives. Without such a concerted strategy, the costs for health care for the State of Texas will continue at double digits, at around one billion dollars a year, for the foreseeable future.
Defined Contributions. The state can save on expenses by setting a fixed budget amount for health insurance, oftentimes referred to as a defined contribution (DC). The funding for ActiveCare is the epitome of a DC approach. It allots up to $1900 a year for health insurance and requires the districts to essentially match it (with no less than $150 per employee per month.) There is no provision to index the funding to medical inflation. Hence, increases in health insurance premiums fall completely to employees. If health insurance were to double in 10 years, the employee share of the premium (for ActiveCare2, single) would increase from the present $84 per year to over $3800. This would dramatically shift costs to the employee and could undermine employee satisfaction and the rate of insurance coverage. However, it is worth noting that the $1000 per employee pass-through allows for flexibility in how employees use the funds, either for health insurance or for wages. This flexibility may be the “boon” of the program and lead to very substantial reductions in health insurance costs.
IV. Reframing the Challenge
The foregoing conventional approaches to managing health care expenditures are not effectively reducing costs at this time, either because they are too weak, worn-out, or insufficiently implemented. A reframing of the challenge is critically needed for better diagnosis and treatment. Simply put, we need a new prescription for our glasses to get rid of the glare and to improve the clarity for a better vision. These new lenses will allow us to see that 1) there is too much insurance for the many, 2) employees pay every cent for health insurance out of their own pocket, 3) there is too little oomph to activate consumers, 4) there is a need for trade-offs among a variety of risks, and 5) there is not enough protection where it is really needed. These new insights can support and enhance a Texas style solution that is already underway.

Too much insurance for the many. The U.S. is bipolar when it comes to health insurance for workers. The majority that has it, has too much of it, and the growing minority that does not, has too little. Figure 2 shows the portion of the U.S. working population that is sick or healthy and how much each category spends in total (out-of-pocket and through insurance) for medical care. 
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The healthy, which comprise 63% of the population, have total medical expenses of less than $560 per year. If the slightly sick are included with the healthy, this comprises 85% of the population, with total average spending of $700. Yet, the average insurance premium is more than five times this amount for employees of Texas public schools. This differential between actual expenses and insurance costs is high not just because the healthy are pooled with the sick and subsidize their higher costs. It is also high because the coverage, such as low co-pays and deductibles, is excessive relative to the need.
One of the reasons people over-insure is that the employer pays almost the full tab (99% in Texas) and employees regard it as a free benefit. For example, according to the Bureau of Labor Statistics, working American families spend more out of pocket on insurance for their cars than they do for health insurance; and they spend more for the maintenance and repair of their cars than they do for the maintenance and repair of their bodies.
 Because health insurance is so discounted, it leads employees to demand richer benefits and use more services by as much as 50%,
 which contributes to a vicious cycle of increasing health care costs.
Employee pays all. In reality, almost every cent of insurance is financed by the employee, although the employer pays the bills. Indeed, economists believe that around 90% is paid in lieu of wages.
 Employers make these adjustments not so much by cutting wages or terminating insurance but through smaller increases in wages than would have been warranted by productivity gains over the long term.
 According to this view, the actual price of health insurance paid by working American families increases from an average of $892 (out-of-pocket) to $6350 (out-of-wages).
 And the only consumer item they pay more for is for shelter at over $8000. Health economists are convinced that if employees were exposed to the full cost of insurance, they would choose less of it.

Too little “oomph.” In order to activate consumers to make price-conscious decisions, it may take a lot to capture their attention. If employees knew that the full impact of their decision to choose ActiveCare2 rather than ActiveCare1 was $1000 under the out-of-wages approach, rather than $84 under the out-of-pocket approach, they would respond differently. According to economic research on the price elasticity of switching plans, a 10% increase in cost to employees may cause a 20% to 50% reduction in enrollment in the higher cost plan.
 In this case, the difference in plan cost is 78%, which would provide compelling motivation to switch and, probably, to demand even lower cost insurance.

Making trade-offs. In order for people to make decisions about the wide variety of risks in their lives that compete for “investments” within the families’ budget, the costs of each should be transparent and in the same currency. The actual cost (out-of-wages) of insuring against a financial loss due to a medical problem is very high and may be excessive relative to the returns one can attain from other investments to reduce important risks. People need to make risk decisions about food (it costs more to eat healthy foods), housing (living in the wrong neighborhood can subject one to crime, pollution, and poor social supports), transportation (SUVs may reduce the risk of dying in an accident), education (choice of schools and how much education one gets is the single greatest predictor of future wealth), and retirement (inadequate savings may lead to poor quality of life in retirement).
As an example, a starting teacher who makes $26,000 per year
 pays 12% of gross salary to health insurance, which amounts to $300 per month. This person may decide that a better use of her money is to buy a low-priced catastrophic insurance plan at $1500, put $500 into savings, and take the rest in cash ($825 after taxes of about 25%) to pay tuition for courses toward her masters degree. She has money in the bank to pay for the medical care that is probable and is reasonably protected by her catastrophic plan for the improbable. And she can increase her life chances for a better standard of living through more education.
More attention to the sick. Sick people pay a lot more out of pocket for comprehensive insurance coverage and for medical services because they use more services, usually through no fault of their own. This is not the case in European countries where health care coverage is universal and what is not covered, i.e. prescription drugs, long term care, and some medical supports, is not allowed to consume more than one percent of the income of a sick person.
 In the U.S., 18% of working families have health care costs that are over 10% of income.
 As the healthy are given opportunities to select lower cost health insurance plans, it can have consequences for the sick. Sick people will become a higher percentage of the risk pool in high coverage plans, the average expenditures per person will increase, and this can lead to much higher premium payments for this group.
But it does not need to be this way. Employers can limit this burden by changing their contribution strategy from a “one size fits all” approach that provides equal contributions to all to one that provides equitable payments based on need. Employers’ insurance contributions for the healthy will be much less under this plan—and contributions for the sick should be much more. If employers self-insure and use one carrier, as is the case for public school employees, the concerns about adverse selection, i.e. higher costs for the sick resulting from diverse insurance options, are extinguished. However, employers must fully understand that the lowest long-term costs will result from the highest quality and comprehensiveness of care for the sick. Indeed, “quality is job #1”—especially in medical care. A solution to accomplish this balancing act is to develop risk pools for high cost cases, e.g., the top two- to three percent, which are paid separately from the rest of the population. This approach can support appropriate coverage for the sick while minimizing insurance premiums for the relatively well
within a budget-reducing framework for the state.
V. Texas Solution

Employees would make better decisions about health insurance if there were 1) awareness about the impact of health insurance on wages, i.e., employees pay for it—all of it – one way or another, 2) transparency about how much compensation is presently allocated to health insurance, 3) a diverse offering of insurance options, 4) flexibility for employees to exercise choice to use the health insurance designated compensation for wages or for health insurance, and 5) adequate information to guide employees to make these difficult decisions.
When confronted with the real price of health insurance, most employees will choose less. Along with financial protection for the sick, a conviction to confront the technology challenge and a commitment to provide comprehensive and quality care for the sick, the wage/benefit strategy is a solid strategic platform to activate consumers to make the right decisions for themselves and for the state. The groundwork for such an approach in Texas has been forged with the $1000 pass-through. Now, the districts, which bear ultimate responsibility for educational program outcomes and costs, including benefits, need to implement the program.

How much savings? Leading health economists believe that at least 50% of the growth in health care spending is attributable to new technologies and 12.5% is attributable to over-insurance. 
, Consumers are the necessary ingredient to address these issues, but for a variety of reasons, have been relegated to the sidelines. Two important reasons for this are that the stakes have not been high enough and the relevant information has been hidden. The wage/benefit strategy provides the spark to engage consumers in vital and personal decisions about insurance, medical services, and prescription drugs and medical products.
If programs were put in place to address these concerns and if they were only partially successful, e.g. at the 50% level, then the future growth of insurance rates (presently at 15%) could be reduced by almost one-third. This estimate is based on the following calculation:

Premium

=
$1,000,000,000 
($1 Billion)

15% growth

=
150,000,000 

($1,000,000,000 X.15)

33% Savings
from Reforms 

=
49, 950, 000 

(150,000,000 X.333)
The school health insurance program can achieve a savings of nearly $50 million by implementing the suggested savings to slow the future growth of insurance premiums.
These reforms offer more than savings – reforms could catalyze a genuine consumer-directed health care system that releases the potential of a market-based system to produce the medical breakthroughs we want at a price we can afford.

The wage/benefit trade-off approach is gaining favor among employers according to a prominent health benefits consultant.
 The major barrier in the past has been the reticence on the part of employers to believe that health insurance premiums are “paid for” by employees through lower wages which does not necessarily reduce profits.
. Sometimes it takes time for new ideas to sink in and for transformations to happen. In the case of Texas public school employee health insurance, change in the right direction has a foothold. And it is important to move the agenda forward.
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